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Forward-Looking Statements

This Annual Reportsen Form 10-K, including “Management’s Discussion and Analysis of Financial
Condition and Results of 0peratzons in ltem 7, contains forward-looking statements that involve risks,
uncertainties and assumptions. If # e nsks & initertainties materialize or the assumptions prove incorrect,
the results of Hewlett-Pack Com any and its consolidated subsidiaries (“HP”) may differ materially from
those expressed or implied by such forward-looking statements and assumptions. All statements other than
statements of historical fact are statements that could be deemed forward-looking statements, including but
not limited to any projections of earnings, revenue, expenses, cash repatriation, share repurchases or other
financial items; any statements of the plans, strategies and objectives of management for future operations,
including the execution of restructuring plans and remediation of execution issues; any statements
concerning developments, performance or market share relating to products or services; any statements
regarding futitre economic conditions or performance; any statements regarding pending investigations,
clatms or disputes; any statements of expectation or belief; and any statements of assumptions underlying

many of the. foregomg The risks, uncertainties and assumptions referred to above include macroeconomic and
/ igeopolztzcal trends and events; the outcome of pending legislation; the execution and perfonnaﬂeeiqj
Ao ¢ontracts by supplzers customers and partners; employee management issues; the challenge éf’m ndgmg" b2
.:j<<§,‘ asset levels, mcludmg inventory; the difficulty of aligning expense levels with revenue changes, assumptions
Z .related to pensi dﬁ;and other post-retirement costs; and other risks that are described herein, incliiding but "3
 not limited o .é items discussed in “Factors that Could Affect Future Results” set forth in Managements
e -Discussion an i 'nalyszs of Financial Condition and Results of Operations” in Item 7 of this reﬁorﬁdw: <51
“ ‘that are ofherwzse described from time to time in HP’s Securities and Exchange Commission r’ep%ﬁs" ikt
aﬁer thls repcyn HP assumes no obligation and does not intend to update these forward-looking statements.

PART 1
ITEM 1. Business.

HP is a Jeading global provider of products, technologies, solutions and services to individual
consumers and busmesses Our offerings span information technology (“IT”) infrastructure and storage,
personal computmg ‘and other access devices, multi-vendor services including maintenance, consulting
and integration and outsourcmg, and imaging and printing. Our products and services are available
worldwide.

HP was ihcorpbfaied in 1947 under the laws of the State of California as the successor to a
partnership founded in 1939 by William R. Hewlett and David Packard. Effective in May 1998, we
changed our state of incorporation from California to Delaware. In May 2002 we acquired Compag
Computer Corporation (“Compaq”), which significantly expanded the breadth and depth of our
product offerings; increased our overall scale and reach, drove substantial improvements in our cost
structure and generally improved our competitive position.

Our business strategy revolves around the following strategic imperatives:

* Tb provide customers with superior products, services and overall experiences by providing leading-
edge technologies that work seamlessly together.

We seek to be a leader in each of the specific product and service categories in which we
compete and.to expand actively into new and adjacent markets. At the same time that we focus
on individual offerings, we seek to leverage the depth and breadth of our products, services and
strategic partnerships to address new and emerging market demands by seamiessly integrating
various products and services that offer new customer experiences. We believe that these new
experiences are shaped increasingly by customer demands for products and services that are
digital, mobile, virtual and personal, and we emphasize these as the foundation for our design.




By leading these trends we seek both to expand our current businesses and to grow into new
categories.

Digital refers to the shift from analog, physical and labor-intensive tasks and processes, to
computer-based formats. For example, in photography, capturing and developing photos
traditionally relied on chemistry, physical transportation and film canisters; the digital
photography process does not have these requirements and restrictions, which makes it more
flexible, more productive and easier to use. Other processes continue similar shifts, creating new
opportunities.

Mobile refers to the fact that, because of the shift to digital technology, information is not tied
to a particular physical location. People are able and expect to access, exchange and respond to
critical information and services anywhere, at any time, using myriad devices such as phones,
hand-held computers, notebook computers and even GPS devices in their cars,

Virtual experiences substitute for experiences that require a human being present; they are
carried on by means of computers. More and more processes are becoming virtualized. For
example, software can run an IT data center in the absence of a human IT manager, and video
conferencing allows people to collaborate with others in a meeting thousands of miles from their
office.

Personal preferences, information, style and biases increasingly dictate people’s experience with
technology. Individuals—whether consumers or business people—are increasingly in control,
demanding customized and highly personalized products, services and solutions to suit their
tastes and needs. For example, digital technology allows people to customize their television
programming, music playlists, and even the settings of features in their cars.

1o deliver to business customers the best return on IT investments in the industry

We believe that, in addition to desiring leading technologies, customers also increasingly demand
the most cost-effective solutions for their needs. We seek to address this requirement both
through our architectures and our sales processes. Our Adaptive Enterprise platform and our
Smart Office initiative demonstrate our approach.

Our Adaptive Enterprise platform, which is the name of our extended business infrastructure
offering, leverages our portfolio to deliver enterprise-wide products and services emphasizing
standardization, virtualization, simplification, modularity and integration. We believe that
designing with these principles provides the most cost-effective infrastructures that can flexibly
adapt to changing business dynamics.

Through our Smart Office initiative, HP seeks to optimize the value small and medium business
(“SMB”) customers receive from their technology investments by pairing local and specialized
expertise from HP and its channel partners to help SMB customers plan, purchase and
implement high quality technology solutions from across our businesses more effectively and
efficiently.

To build world class cost structures and processes across our entire portfolio of businesses

We believe that value is increasingly driven through horizontal processes, not vertical processes.
Accordingly, we are focused on leveraging our scale to maximize purchasing efficiency and
leveraging our global footprint to maximize technical expertise and cost structure improvements
available in different regions around the world. We also have created horizontal organizations to
drive the technology imperatives mentioned above across our businesses.




* To focus our innovation and research and development

Our approach; to research and development is to make targeted investments in areas where we
can make unique contributions and achieve differentiation while partnering with top providers in
other areas to enable us to provide our customers complete IT solutions.

HP Products and Services; Segment Information

During fiscal 2004, our operations were organized into seven business segments: the Personal
Systems Group (“PSG”), the Imaging and Printing Group (“IPG”), Enterprise Storage and Servers
(“ESS”), HP Services (“HPS”), HP Financial Services (“HPFS”), Software and Corporate Investments.
Given the cross-segment linkages in our Adaptive Enterprise offering, and in order to capitalize on
up-selling and cross-selling opportunities, ESS, HPS and Software are structured beneath a broader
Technology Solutions Group (“TSG”). While TSG is not a business segment, this aggregation provides
a supplementary, view of our business.

A summary of our net revenue, earnings from operat10ns and assets for our business segments is
found in Note 18 t6 the Consolidated Financial Statements in Item 8, which is mcorporated herein by
reference. A discussion of factors potentially affecting our operations is set forth in “Management’s
Discussion and Analy51s of Financial Condition and Results of Operations—Factors That Could Affect
Future Results ” m Item 7, which is incorporated herein by reference.

Technology Sdlutians Group

TSG’s mission is to coordinate HP’s Adaptive Enterprise offering across organizations to create
solutions that ‘allow customers to manage and transform their business and IT environments. TSG
allows us to leverdge the resources and capabilities of our portfolio by applying key design principles
consistently across business, application and infrastructure services with a vision of standardization,
simplification, modularity and integration. Each of the business segments within TSG is described in
detail below. _

Gt A

e
Enterprise Stq;jage ,qnd Servers

The server market continues to shift towards standards-based architectures as proprietary hardware
and operating systems are being replaced by industry-standard server platforms that typically offer
compelling price/performance advantages by leveraging standards-based operating systems and
microprocessor designs. At the same time, critical business functions continue to demand particular
scalability and reliability. By providing a broad portfolio of server and storage solutions, ESS aims to
optimize the combined product solutions required by different customers and provide solutions for a
wide range of operating environments. In 2004, HP continued to ship more servers than any other
vendor in the industry. ESS provides storage and server products in a number of categories.

Business Critical Servers. Business critical servers include Reduced Instruction Set Computing
(“RISC”)-based servers running on the HP-UX operating system, Itanium®®)-based servers running on
HP-UX, Windows®® and Linux and the HP AlphaServer product line running on both Tru64
UNIX®® and Open VMS. The various server offerings range from low-end servers to high-end
scalable servers, including the Superdome line. Additionally, HP offers its NonStop fault-tolerant server
products for business critical solutions.

@ Ttanium® is a registered trademark of Intel Corporation.
@  Windows® is a registered trademark of Microsoft Corporation.

@) UNIX® is a registered trademark of The Open Group.




Industry Standard Servers. Industry standard servers include primarily entry-level and mid-range
ProLiant servers, which run primarily on the Windows, Linux and Novell operating systems and
leverage Intel- and AMD-based processors. The business spans a range of product’ lines that include
pedestal-tower servers, density-optimized servers and blade servers. HP’s industry-standard server
business continues to lead the industry in terms of units shlpped and has a strong position in blade
servers, the fastest-growing segment of the market.

Storage. HP’s StorageWorks offerings include entry-level, mid-range and enterprise arrays, storage
area networks, network attached storage, storage management software and virtualization technologies,
as well as tape drives, tape libraries and optical archival storage. HP’s storage offenngs continue to be
heavily weighted toward the tape drive and tape library markets.

HP Services

HPS provides a portfolio of multi-vendor IT services including technology services, consulting and
integration, and managed services. HPS also offers a variety of services tailored to particular industries
such as manufacturing, network and service providers, financial services and government and education
and services for the rest of the public sector. In collaboration with ESS and Software, HPS teams with
software and networking companies and local systems integrators to bring solutions to HP’s customers.
Although the largest segment of the overall services market is in outsourcing, HPS is weighted more
heavily towards Technology Services (formerly called Customer Support). However, Managed Services
became a larger portion of HPS revenue as it continued to grow at greater-than-market rates in fiscal
2004.

Technology Services. HPS provides a range of technology services from standalone product
support to high availability services for complex, global, networked, multi-vendor environments. This
business also manages the delivery of product warranty support through its own service organization, as
well as through authorized resellers. ‘

Consulting and Integration. HPS provides consulting and integration services that help customers
measure, assess and maintain the link between business and IT; design and integrate the customers’
environments into a more adaptive infrastructure; and align, extend and manage applications and
business processes. Consulting and integration provides cross-industry solutions in areas such as supply
chain, business portals, messaging and security.

Managed Servicges. Managed services offers IT management services, including comprehensive
outsourcing, transformational infrastructure services, client computing managed services, managed web
services, application services and business process outsourcing, as well as-business contmulty and
TECOVery services.

Software

Software provides management software solutions, including support, that allow enterprise
customers to manage their infrastructure, operations, applications and business processes under the HP
OpenView brand. In addition, Software delivers a suite of comprehensive, carrier-grade platforms for
developing and deploying next-generation voice, data and converged services to network and service
providers under the HP OpenCall brand.

HP is focused on extending its leadership position in network-management software into
application and business process management. As part of this drive, HP has made targeted software
acquisitions that have integrated technology and functionality enhancements into the HP OpenView
offerings and facilitated this extension. Having substantially integrated this new functionality, Software
is focused now on driving revenue growth with the enhanced products.




Personal Systems Group

PSG is one of the leading vendors of personal computers (“PCs”) in the world based on unit
volume shipped and annual revenue. PSG provides commercial PCs, consumer PCs, workstations, .
handheld computing devices, digital entertainment systems, calculators and other related accessories,
software and services for commercial and consumer markets. Like the broader PC market, the PSG
organization continues to experience a shift toward mobile products such as notebooks. Both
commercial and consumer PCs are based predommately on the Windows operating system and use
Intel and AMD processors.

Commeicial PCs. PSG offers a variety of personal computers optimized for commercial uses,
including enterprise and SMB customers, and for connectivity and manageability in networked
environments. These commercial PCs include the HP business desktops and the HP Compaq business
series, as well as Evo notebook PCs and Compaq Tablet PCs for mobile professionals.

- Consumer PCs. Consumer PCs include the HP Pavilion and Compaq Presario series of multi-
media consumer desktop PCs and notebook PCs, as well as HP Media Center PCs, and are targeted at
the home user. In addition to optimizing configurations and vaiue, PSG seeks to differentiate its
products with distinguishing features such as the HP Personal Media Drive, a removable hard drive.
that can easily plug into an HP Media Center PC or be removed and used as an external hard drive
with any notebook or PC supporting the common USB standard, allowing consumers to take their
digital media with them.

Workstations. . Workstations are individual computing products designed for users demanding
enhanced performance, such as computer animation, engineering design and other programs requiring
high-resolution graphics. HP provides workstations for UNIX, Windows and Linux-based systems.

Handheld Computing. HP provides a series of iPAQ handheld computing devices that run on
Windows Mobile software. These products range from entry-level devices primarily used as organizers
to advanced handheld computing devices with biometric security, wireless connectivity and even built-in
phone and camera capabilities.

Digital Entertainment. PSG’s digital entertainment products are targeted at the intersection of the
personal computing and consumer electronics markets and span a range of products and product
categories that allow customers to enjoy a broad range of digital entertainment experiences and to
enjoy their digital content. PSG’s digital entertainment products include DVD+RW drives; the HP
Movie Writer, which converts traditional VCR tapes into DVD’s; the HP Digital Entertainment Center,
which allows consumers to access their music, movies, home videos and photos from a single device via
remote control; plasma and LCD flat-panel televisions; and the Apple iPod®® from HP.

Imaging and Printing Group

IPG is the leading imaging and printing systems provider in the world for printer hardware,
printing supplies and scanning devices, providing solutions across customer segments from individual
consumers to small and medium businesses to large enterprises. IPG’s products can be categorized
generally as home and business printing, imaging and publishing devices and systems, digital imaging
products and printer supplies.

Printing and Imaging Devices and Systems. Home and business printing, imaging and publishing
devices and systems include color and monochrome single-function printers for shared and personal
use, printer- and copier-based multi-function devices, inkjet and laser all-in-one printers, wide- and
large-format inkjet printers and digital presses. Key initiatives in this area of IPG’s business include

) iPod® is a registered trademark of Apple Computer, Inc.




driving color printing penetranon in the offlce and continuing to expand further into high-end office
imaging systems. : .

Digital Imaging. An important part of IPG’s strategy is to provide digital imaging solutions that
rival traditional imaging for quality, cost and ease of use so that consumers can manage their digital
imaging at home. Digital imaging products include Photosmart printers, digital photography products
and scanners. HP is focused on driving a user-friendly experience across this range of products by
ensuring compatibility and common user .interfaces, where possible, and creating products that
anticipate and address the way in which consumers seek to use these technologies.

Supplies.  Printer supplies include laser and inkjet printer cartridges and other related printing
media. These supplies include HP-branded Vivera ink and HP Premium and Premium Plus photo
papers, which together are designed to work as a system to produce faster prints with improved
resistance to fading, increased print quality and better affordability. .

HP Financial Services

HPFS supports and enhances HP’s global product and service solutions, providing a broad range
of value-added financial life cycle management services. HPFS enables our worldwide customers to
acquire complete IT solutions, including hardware, software and services. The group offers leasing,
financing, utility programs and asset recovery services, as well as financial asset management services
for large global and enterprise customers. HPFS also provides an array of specialized financial services
to SMB customers and education and government entities. HPFS offers innovative, customized and
flexible alternatives to balance unique customer cash flow, technology obsolescence and' capacity needs.

Corporate Investments

Corporate Investments is managed by the Office of Strategy and Technology and includes Hewlett-
Packard Laboratories, also known as HP Labs, and certain business incubation projects. Revenue in
this segment is attributable to the sale of certain network infrastructure products and,in particular,
gigabit ethernet switch products that enhance computing and enterprise solutions as Well as the
licensing of specific HP technology to third parties.

Sales, Marketing and Distribution

We continue to manage our business and report our financial results based on.the principal
business segments described above. However, we organize the marketing and selling of our products
and services separately according to customer and distribution types. Our customers are organized by -
consumer and commercial customer groups, and distribution is organized by direct and channel. Within
the channel, we have various types of partners that we utilize for various customer groups. The partners
include the following:

» retailers that sell our products to the public through their own physical or internet stores;

* resellers that sell our products and services, frequéntly with their own value-added products or
services, to targeted customers groups;

¢ distribution partners that supply our solutions to smaller resellers with whom we do not have
direct relationships;

* independent distributors that sell our products into geographies or customer segments in which
we have a lesser presence;

. originél-equipment-manufactmer's’ (“OEMSs”) that integrate our products with their own
hardware or software and sell the integrated product;




* independent software vendors (“ISVs”) that provide their clients with specialized software
products that frequently drive additional products and services and often assist us in selling our
products and services to clients purchasing their products; and

* systems integrators that provide various expertise in designing and implementing custom IT
solutions and often partner with HPS to extend their expertise or influence the sale of our
products and services.

The balance of channel types varies by product category. For instance, we sell consumer PCs
largely through the retail channel and IPG products are sold largely through consumer and commercial
channels, but customers also can purchase these products directly from HP. High-end commercial
solutions generally are sold directly to customers, though lower-end servers may be sold either through
the channel or directly. We have distribution programs and incentive offerings for certain of our
channel partners that include volume-based incentives, product promotions, rebates, price-protection
terms, and rights to return products. Information on how these programs impact our financial reporting
can be found in “Management’s Discussion and Analysis of Financial Condition and Results of
Operations—Critical Accounting Policies—Revenue Recognition” in Item 7 and in Note 1 to the
Consolidated Financial Statements in Item 8, which are incorporated herein by reference.

Management of HP’s overall consumer-related sales and marketing activities resides in IPG.
Accordingly, IPG leads our cross-segment focus on integrated consumer products and digital imaging
and entertainment products in particular, as well as our annual consumer product launch for the back-
to-school and holiday season. IPG also manages consumer channel relationships with approximately
20,000 third-party retail locations for imaging and printing products, as well as other consumer products
including consumer PCs, which provides for a bundled sale opportunity between PCs and IPG products.
In addition, IPG manages direct consumer sales through www hp.com and through www.hpshopping.com,
a wholly-owned subsidiary that supports online sales.

A cross-segment organization called the Customer Solutions Group (“CSG”) manages commercial
sales and marketing activities. HP created CSG in May 2004 in order to provide a single organization
to manage enterprise, SMB and public sector customer relationships, as well as to simplify sales
processes across our segments to improve speed and effectiveness. Key CSG initiatives during 2004
included a focus on improving the mix of skills in our sales force, enhancing the efficiency of bid desk
requests by speeding up our ability to bid for business, and increasing the number of higher-margin
products and solutions sold by the sales force. CSG also oversees and coordinates sales and marketing
activities for both volume-based business such as industry-standard servers and value-based solutions
such as Superdome. In this capacity, CSG manages our direct sales force and pre-sales technical
consultants as well as our direct distribution activities for commercial products and go-to-market
activities with systems integrators and ISVs. PSG manages commercial reseller channels, due largely to
the significant volume of commercial PCs that HP sells through these channels.

In addition to our separate consumer and commercial marketing and channel-management
activities, we operate some cross-organizational efforts, such as our overall PartnerONE channel
incentive program, while the separate product groups manage some activities such as our OEM
relationships.

Manufacturing and Materials

Our manufacturing operations consist of manufacturing finished products from components and
sub-assemblies that we acquire from a wide range of vendors. In addition to our own manufacturing
operations, we utilize a number of contract manufacturing (“CM”) companies around the world to
manufacture HP-designed products. The use of CM companies is intended to generate cost efficiencies
and reduce time to market for certain HP-designed products. Third-party OEMs manufacture some
HP-branded products that we purchase and resell under the HP brand.




We utilize two primary methods of fulfilling demand for products: building products to order
(“BTO”) and configuring products to order (“CTO”). We employ BTO capabilities. to-maximize
manufacturing efficiencies by producing high volumes of basic product configurations.' CTO permits
configuration of units to the particular hardware and software customization requirements of certain
customers. Our inventory management and distribution practices in both BTO and CTO seek to
minimize inventory holding periods by taking delivery of the inventory and manufacturing immediately
prior to the sale or distribution of products to our customers.

We purchase materials, supplies and product subassemblies from a substantial number of vendors.
For many of our products, we have existing alternate sources of supply, or such sources are readily
available. However, we do rely on sole sources for laser printer engines and parts for products with
short life cycles (although some of these sources have operations in multiple locations). We are
dependent upon Intel as a supplier of processors and static random access memory (RAM) and
Microsoft for various software products. However, we believe that disruptions with these suppliers
would result in industry-wide dislocations and therefore would not dlsproportlonately dlsadvantage us
relative to our competitors.

Like other participants in the high technology industry, we ordinarily acquire materials and
components through a combination of blanket and scheduled purchase orders to support our
requirements for periods averaging 90 to 120 days. From time to time, we have experienced significant
price increases and limited availability of certain components that are not available from multiple
sources. Frequently, we are able to obtain scarce components for somewhat higher prices on the open
market, which may have an impact on gross margin but does not disrupt production. On occasion, we
acquire component inventory in anticipation of supply constraints or enter into longer -term pricing
commitments with vendors to improve the priority and availability of supply. See “Management s
Discussion and Analysis of Financial Condition and Results of Operatxons—Factors that Could Affect
Future Results—We depend on third party suppliers, and our revenue and gross margin could suffer if
we fail to manage supplier issues properly” in Item 7, which is incorporated herein by reference.

International N NI

Our products and services are available worldwide. We believe this geographic diversity allows us
to meet demand on a worldwide basis for both consumer and enterprise customers, draws on business
and technical expertise from a worldwide workforce, provides stability to our operatxons allows us to
drive economies of scale, provides revenue streams to offset geographic economic trends and offers us
an opportunity to exploit new markets for maturing products. In addition, we believe that future growth
is dependent in part on our ability to develop products and sales models that target developing
countries. In this regard, we believe that our broad geographic presence and our e-Inclusion program,
which is focused on developing products and business models that will bring technology to developing
countries, will give us a solid base to build upon for such future growth.

A summary of our domestic and international net revenue and net property, plant and equipment
is set forth in Note 18 to the Consolidated Financial Statements in Item 8, which is incorporated herein
by reference. Over 60% of our overall net revenue in fiscal 2004 came from outside of the United
States. A majority of our net revenue originating outside the United States was from customers other
than foreign governments.

For a discussion of risks attendant to HP’s foreign operations, see “Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Factors That Could Affect Future
Results—Due to the international nature of our business, political or economic changes or other factors
could harm our future revenue, costs and expenses and financial condition” in Item 7, “Quantitative
and Qualitative Disclosure about Market Risk” in Item 7A and Note 8 to the Consolidated Financial
Statements in Item 8, which are incorporated herein by reference.




Research and Development

Our developmerit efforts are focused on designing and developing products, services and solutions
that anticipate customers’ changing needs and desires and emerging technological trends. Our efforts
are also focused on identifying the areas where we believe we can make a unique contribution and the
areas where partnering with other leading technology companies will maximize our cost structure and
our customers’ experiences. Key research focus areas include:

* Next-generation computing: Using industry-standard components to develop an adaptive IT
infrastructure that automatically and securely moves, balances, shares and reuses computing
resources as needed.

*» Imaging and printing growth: Expanding HP technologies into new areas, such as commercial
printing; developing smarter cameras, video projectors, 3D imaging, enhanced device connectivity
and other technologies for innovative imaging applications.

* Industry collaborations: Developing solutions for customers in fields undergoing rapid change,
such as mobile devices and infrastructure for life sciences and education.

* Technologies for services: Developing architecture, tools, platforms and software in the areas of
adaptive infrastructure and services, as well as creating platforms, services and solutions that
provide end-to-end security.

* Consumer systems. Creating architectures that enable systems and devices to work better
together, including developing and driving open, cross-industry standards.

* Emerging and transformative technologies: Continuing to push the boundaries of science in areas
such as the development of nanoscale molecular computing and flexible displays as well as
designing product features targeted at making technology affordable and useful for customers in
emerging markets.

HP Labs, together with the various research and development groups within the five principal
business segments, are responsible for our research and development efforts. HP Labs is part of our
Corporate Investments segment.

Expenditures for research and development in fiscal 2004 were $3.5 billion, as compared to
$3.7 billion in fiscal 2003 and $3.4 billion in fiscal 2002. We anticipate that we will continue to have
significant research and development expenditures in the future to provide a continuing flow of
innovative, high-quality products and services to maintain and enhance our competitive position.

For a discussion of risks attendant to our research and development activities, see “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Factors That Could Affect
Future Results—If we cannot continue to develop, manufacture and market products and services that
meet customer requirements for innovation and quality, our revenue may suffer” in Item 7, which is
incorporated herein by reference.

Patents

Our general policy has been to seek patent protection for those inventions and improvements
likely to be incorporated into our products and services or where proprietary rights will improve our
competitive position. At October 31, 2004, our worldwide patent portfolio included over 25,000 patents,
a significant increase over the 21,000 patents we held at the end of fiscal 2003. Of these 25,000 patents,
approximately 9,000 are related to IPG, with approximately 4,000 of the IPG patents related to our
supplies business.

Patents generally have a term of twenty years. As our patent portfolio has been built over time, the
remaining terms on the individual patents vary. While we believe that our patents and applications are
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important for maintaining the competitive differentiation of our products and maximizing our return on
research and development investments, no single patent is in itself essential to us as a whole or any of
our principal business segments.

In addition to developing our patents, we license intellectual property from third parties where we
deem appropriate. We have also granted and continue to grant to others licenses under patents owned
by us when we consider these arrangements to be in our interests. These license arrangements include
a number of cross-licenses with third parties.

. [ AE

For a discussion of risks attendant to intellectual property rights, see “Management’s Discussion
and Analysis of Financial Condition and Results of Operations—Factors that Could Affect. Future
Results—QOur revenue, cost of sales, and expenses may suffer if we cannot continue to license or
enforce the intellectual property rights on which our business depends or if third parties assert that we
violate their intellectual property rights” in Item 7, which is incorporated herein by reference

Backlog ' e

We believe that backlog is not a meaningful indicator of future business prospee'ts due to the large
volume of products delivered from shelf or channel partner inventories, the shortening of product life
cycles and the relative portion of net revenue related to our service and support businesses. Therefore,
we believe that backlog information is not material to an understanding of our overall business.

Caer e

Seasonality

General economic conditions have an impact on our business and financial results. From time to
time, the markets in which we sell our products experience weak economic conditions that may
negatively affect sales. We experience some seasonal trends in the sale of our products and services.
For example, sales to governments (particularly sales to the U.S. government) often are stronger in the
third calendar quarter, European sales often are weaker in the summer months, and consumer sales
often are stronger in the fourth calendar quarter. Demand during the spring and éafly sumifier months
also may be adversely impacted by market anticipation of seasonal trends. See “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Factors' that Could Affect
Future Results—Our sales cycle makes planning and inventory management difficult and future
financial results less predictable” in Item 7, which is incorporated herein by reference.

A T
Competition '

We encounter aggressive competition in all areas of our business activity. We compete primarily on
the basis of technology, performance, price, quality, reliability, brand, distribution, range of products
and services, account relationships, customer service and support, security and availability of application
software. Our reputation, the ease of use of our products, the availability of multiple software
applications, our Internet infrastructure offerings, and our customer training, services .and support are
also important competitive factors.

The markets for each of our business segments are characterized by vigorous competition among
major corporations with long-established positions and a large number of new and rapidly growing
firms. Product life cycles are short, and to remain compet1t1ve we must develop new products and
services, periodically enhance our existing products and services and compete effectlvely on the basis of
the factors listed above. In addition, we compete with many of our current and potentxal partners,
including OEM that design, manufacture and often market their products under their own brand
names. The successful management of these competitive partner relationships will continue to be
critical to our future success. Moreover, we anticipate that we will have to continue to ad]ust prices on
many of our products and services to stay competitive.
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On an overall basis we are among the largest U.S.-based companies offering our range of general
purpose computers and personal information, imaging and printing products for industrial, scientific
and business applications, and IT services. We are the leader or among the leaders in each of our
principal business segments.

The competitive environments in which each segment operates are described below:

Personal Systems Group. The areas in which PSG operates are intensely competitive and are
characterized by rapid price reductions and inventory depreciation. Our primary competitor in the
branded personal computers area is Dell Inc (“Dell””), with additional competition, particularly in niche
markets, from companies such as Toshiba Corporation, Apple Computer Inc., International Business
Machines Corporation (“IBM”), which has announced its intention to sell a majority stake in this
business to the China-based Lenovo Group (formerly known as Legend), and the merged businesses of
Gateway, Inc and eMachines. In particular regions, we also experience competition from companies
such as Acer Inc. and Fujitsu Limited, both of which are particularly strong in Europe, and the Lenovo
Group, which is particularly strong in China. We also face competition from generically-branded or
“white box” manufacturers.

Imaging and Printing Group. The markets for printer hardware and associated supplies are highly
competitive, especially with respect to pricing and the introduction of new products and features. IPG’s
key competitors include Lexmark International Group Inc., Xerox Corporation (“Xerox”), Seiko Epson
Corporation, Sony Corporation of America, Canon USA, Inc. and Dell as a reseller of printer products.
We are the leading imaging and printing systems provider in the world for printer hardware, printing
supplies and scanning devices. We believe that our brand recognition, reputation for quality, breadth of
product offerings and large customer base are important competitive advantages. We and our
competitors continue to develop and market new and innovative products at competitive prices and, at
any given time, may set new market standards for quality, speed and function. In recent years, we and
our principal competitors have regularly lowered prices on printer hardware to reach new customers
and add customer value. In addition, refill and remanufactured alternatives for our supplies are
available from independent suppliers and, although generally offering lower print quality, may be
offered at lower prices and put pressure on our supplies sales and margins. Three important areas for
our growth include home management of digital imaging and printing, multi-function printers in the
office space and digital presses in our digital publishing business. While we encounter competitors
whose current market share is greater than ours, such as Xerox in copiers and Heidelberger
Druckmaschinen Aktiengesellschaft in publishing, we believe we will provide important new
contributions in both the home and publishing environments by providing comprehensive solutions.

Enterprise Storage and Servers. The areas in which ESS operates are intensely competitive and are
characterized by rapid and ongoing technological innovation and price reductions. Our competitors
range from broad solutions providers such as IBM to more focused competitors such as EMC
Corporation in storage, Dell in industry standard servers, and Sun Microsystems, Inc. in Unix-based
servers. Broad-based solutions providers benefit from their existing customer base and the breadth of
their product offerings, while more focused competitors are able to concentrate their efforts on
providing the most competitive product. We believe that our important competitive advantages in this
segment include our broad range of server and storage products and related services, our global reach
and our significant intellectual property portfolio and research and development capabilities, which will
contribute to further enhancements of our product offerings.

HP Services. The principal areas in which HPS competes are technology services, consulting and
integration and managed services. The support and consulting and integration markets have been under
significant pressure as customers scrutinize their IT spending. However, this trend has benefited the
managed services business as customers attempt to reduce their IT costs and focus their resources on
their core businesses. Our key competitors in this segment include IBM Global Services and the
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services businesses of other technology products organizations, as well as EDS Corporation and other
systems integration firms. Many of our competitors are able to offer a wide range of services through a
global network of service providers, and some of our competitors enjoy significant brand recognition.
HPS teams with many services companies to extend our reach and augment our capabilities. Our
competitive advantages include our global delivery organization, with a worldwide presence; our deep
technical expertise; our diagnostic and IT management tools; and the flexibility and choice we offer our
customers.

Software.  Our software competitors include other companies focused on providing software
solutions for IT management, such as BMC Software Inc, Computer Associates International Inc.,
Veritas Software (which has agreed to merge with Symantec Corp.) and Mercury Interactive, as well as
broad enterprise IT companies such as IBM.

HP Financial Services. In our financing business, our competitors are captive financing companies,
mainly IBM Global Financing, banks and financial institutions. We believe our competitive advantage in
this business over banks and financial institutions is our ability to finance products, services and total
solutions.

For a discussion of risks attendant to these competitive factors, see “Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Factors That Could Affect Future
Results—The competitive pressures we face could harm our revenue, gross margin and. prospects” in
Item 7, which is incorporated herein by reference.

Environment

‘ Certain of our operations involve the use of substances regulated under various federal, state, local
and international laws relating to the environment, including those governing the discharge of
pollutants into the air and water, the management and disposal of hazardous substances and wastes and
the cleanup of contaminated sites. Many of our products are subject to various federal, state, local and
international laws governing chemical substances in products, including those regulating the
manufacture and distribution of chemical substances and those restricting the presence of certain
substances in electronics products. We could incur substantial costs, including cleanup costs, fines and
civil or criminal sanctions, third-party damage or personal injury claims if we were to violate or become
liable under environmental laws or if our products become non-compliant with environmental laws. We
also face increasing complexity in our product design and procurement operations as we adjust to new
and upcoming requirements relating to the materials composition of our products; including the
restrictions on lead and certain other substances in electronics that will apply to specified electronics
products put on the market in the European Union as of July 1, 2006 (Restriction of Hazardous
Substances in Electrical and Electronic Equipment Directive) and similar legislation currently proposed
for China. In addition, we also could face significant costs and liabilities in connection with product
take-back legislation. The European Union has finalized the Waste Electrical and Electronic Equipment
Directive, which makes producers of electrical goods, including computers and printers, financially
responsible for specified collection, recycling, treatment and disposal of past and future covered
products. The deadline for enacting and implementing this directive by individual European Union
governments was August 13, 2004 (such legislation, together with the directive, the “WEEE
Legislation”), although extensions were granted in some countries. Producers are to be financially
responsible under the WEEE Legislation beginning in August 2005. Similar legislation may be enacted
in other geographies, including federal and state legislation in the United States, the cumulative impact
of which could be significant.

It is our policy to apply strict standards for environmental protection to sites inside and outside the
United States, even if we are not subject to regulations imposed by local governments. The liability for
environmental remediation and other environmental costs is accrued when HP considers it probable
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and can reasonably estimate the costs. Environmental costs and accruals are presently not material to
our operations or file‘ancial position, and we do not currently anticipate material capital expenditures
for environmental .control facilities.

Executive Officers:
Carleton S. Fiorina; age 50; Chairman and Chief Executive Officer

Ms. Fiotina serves as Chairman of the Board and Chief Executive Officer of HP. She became
Chairman of the Board in September 2000 after serving as President and Chief Executive Officer and
as a director since July 1999.

Ann O. Baskins; age 49; Senior Vice President, General Counsel and Secretary

Ms. Baskins was elected Senior Vice President in 2002 after serving as Vice President since
November 1999. She has served as General Counsel responsible for worldwide legal matters since
January 2000. She has served as Secretary since 1999 and was Assistant Secretary from 1985 to 1999.

Gilles Bouchard; age 44; Chief Information Officer and Executive Vice President, Global Operations

Mr. Bouchard was elected Chief Information Officer and Executive Vice President in
January 2004: Fiom’ ‘May 2002 to December 2003, he was Senior Vice President of IPG Operations.
From March 2001 t6 May 2002, he was Vice President and General Manager of HP’s Business
Customer Operations. Mr. Bouchard also served as Vice President of Worldwide Operations for HP’s
Personal Computing Organization from December 1999 to March 2001, and from June 1998 to
December ’1999 he was General Manager for the Pavilion home PC business in the Americas.

Debra L Dunn, age 48 Senior Vice President, Corporate Affairs

Ms. Dunn Jwas elected Senior Vice President in 2002 after serving as Vice President since _
November 1999 She previously held the position of General Manager of the Executlve Council from
1998 to 1999

Jon E. Flaxman; age 47; Senior Vice President and Controller

Mr. Flaxman was elected Senior Vice President in 2002 after serving as Vice President and
Controller since May 2001. From May 1999 to May 2001, he served as Vice President and Chief
Financial Officer of the Business Customer Organization. He was first appointed a Vice President in
1998.

Brian Humpliriés; age 31; Vice President, Investor Relations

Mr. Humphries was elected Vice President in 2004. Since July 2004, he has served as Vice
President of Investor Relations. From August 2003 to June 2004, he was Director of Financial
Communications. From May 2002 to July 2003, Mr. Humphries was Director of Finance for Industry

-Standard Servers business. Before the Compagq acquisition, he served as Compaq’s Director of Investor
Relations from May 1999 to May 2002.

Allison Johnsc‘)‘n‘;',él;ge' 43; Senior Vice President, Global Brand and Communications

Ms. Johnson was elected Senior Vice President in 2002. Ms. Johnson has served as Vice President,
Global Brand and Communications since January 2001. From January 2000 to January 2001, she was
Director, Global Brand and Communications. From January 1999 to January 2000, Ms. Johnson was
Director of Marketing Communications for HP’s Enterprise Systems Division.
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Vyomesh Joshi; age 50; Executive Vice President, Imaging and Printing Group

Mr. Joshi was elected Executive Vice President in 2002 after serving as Vice President since
January 2001. He became President of the Imaging and Printing Group in February 2001. Mr. Joshi
also served as Chairman of Phogenix Imaging LLC, a joint venture between HP and Kodak focused on
developing retail digital inkjet photo finishing equipment and supplies, until May 14, 2003, when
Phogenix was dissolved. Since 1989, he has held various management positions in IPG. From 1999 to
2000, he was Vice President and General Manager of Inkjet Systems. Effective January 2005, PSG also
is reporting to Mr. Joshi. ‘

Richard H. Lampman; age 59; Senior Vice President of Research, Director of HP Labs

Mr. Lampman was elected Senior Vice President in 2002. He has served as the director of HP
Labs since 1999. Mr. Lampman has held various positions with HP since 1971, when he joined HP.

Catherine A. Lesjak; age 45; Senior Vice President and Treasurer

Ms. Lesjak was elected Senior Vice President and Treasurer in 2003. From May 2002 to July 2003,
she was Vice President of Finance for Enterprise Marketing and Solutions and Vice President of
Finance for the Software Global Business Unit. From June 2000 to May 2002, Ms. Lesjak was
controller for the Software Solutions Organization. From September 1998 to September 2000, she
served as controller and credit manager for the Commercial Customer Organization.

Ann M. Livermore; age 46; Executive Vice President, Technology Solutions Group

Ms. Livermore was elected Executive Vice President in 2002 after serving as Vice Président since
1995. Since May 2004, she has led TSG. In April 2001, she became President of HPS. In October 1999,
she became President of the Business Customer Organization. She was appointed President of
Enterprise Computing in April 1999. Ms. Livermore is a member of the Board of Directors of United
Parcel Service, Inc. She is also on the board of visitors of the Kenan-Flagler Business School at the
University of North Carolina at Chapel Hill and the Board of Advisors at the Stanford Business
School.

Marcela Perez de Alonso; age 50; Executive Vice President, Human Resources and Workforce
Development

Ms. Perez was elected Executive Vice President, Human Resources and Workforce Development in
January 2004, From 1999 until she joined HP, Ms, Perez was Division Head of Citigroup North Latin
America Consumer Bank, in charge of the retail business operations of Citigroup in Puerto Rico,
Venezuela, Colombia, Peru, Panama, The Bahamas, and Dominican Republic. She served as Global
Consumer Head, Human Resources of Citigroup from 1996 to 1999.

Shane V. Robison; age 51; Executive Vice President and Chief Strategy and Technology Officer

Mr. Robison was elected Executive Vice President in 2002 following the Compaq acquisition. He
has served as Chief Strategy and Technology Officer since May 2002. Prior to joining HP, Mr. Robison
served as Senior Vice President, Technology and Chief Technology Officer at Compaq since 2000. Prior
to joining Compaq, Mr. Robison was President of Internet Technology and Development at AT&T
Labs, a technology research and development organization, a position he had held since 1999.
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Robert P. Wayman; age 59; Executive Vice President and Chief Financial Officer

Mr. Wayman-has served as Executive Vice President since December 1992 and Chief Financial
Officer of HP since 1984. Mr. Wayman is a director of CNF Inc. and Sybase Inc. He also serves as a
member of the Kellogg Advisory Board to.the Northwestern University School of Business.

Michael J. Winkler; age 59; Executive Vice President, Customer Solutions Group and Chief Marketing
Officer )

Mr. Winkler was elected Executive Vice President in 2002 in connection with the Compaq
acquisition. In August 2004, he became Executive Vice President, Customer Solutions Group. In
December 2002, he became the Chief Marketing Officer responsible for the Global Brand and
Communications, Global Alliances and Total Customer Experience teams. Prior to joining HP,

Mr. Winkler served. as Executive Vice President, Global Business Units of Compaq since 2000. Prior to
that, Mr. Winkler was-Senior Vice President and Group General Manager, Commercial Personal
Computing Group; a position to which he was elected in 1996. Mr. Winkler is a director of Banta
Corporation. - "u,

Employees
We had approximately 151,000 employees worldwide as of October 31, 2004,

Available Igfprmation ‘

Our Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on
Form 8-K and amendments to reports filed pursuant to Sections 13(a) and 15(d) of the Securities
Exchange Act of 1934, as amended, are available on our website at http://investor.hp.com, as soon as
reasonably practicable after HP electronically files such reports with the Securities and Exchange
- Commission.
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ITEM 2. Properties.

As of October 31, 2004, we owned or leased a total of approximately 69 millien square feet of
space worldwide. We believe that our existing properties are in good condition and are suitable for the
conduct of our business.

We anticipate that we will continue to obtain most of the capital necessary for expansion from
internally generated funds. Investment in new property, plant and equipment amounted to
approximately $2.1 billion in fiscal 2004, $2.0 billion in fiscal 2003 and $1.7 billion in fiscal 2002.

As of October 31, 2004, our sales and support operations occupied approxirhate_ly 17 million
square feet, of which approximately 4 million square feet were located within the United States. We
own 38% of the space used for sales and support activities and lease the remaining 62%.

Our manufacturing plants, research and development facilities and warehouse and administrative
facilities occupied approximately 52 million square feet, of which approximately 33 million square feet
were located within the United States. We own 61% of our manufacturing, research and development,
warehouse and administrative space and lease the remaining 39%. Our plants are equipped with
machinery, most of which we own and which, in part, we developed to meet the special requirements of
our manufacturing processes. At the end of fiscal 2004, we were productively utilizing the majority of
the space in our facilities, while actively disposing of space we determined to be excess.

The property we own is not subject to any material encumbrances.

As indicated above, we have seven business segments: PSG, IPG, ESS, HPS, HPFS, Software and
Corporate Investments. Because of the interrelation of these segments, a majority of ‘these segments
use substantlally all of the properties at least in part, and we retain the flexibility to use each of the
properties in whole or in part for each of the segments.

Our principal executive offices, including global headquarters, are located at 3000 Hanover Street,
Palo Alto, California, United States of America. The locations of our headquarters of geographic
operations at October 31, 2004 were as follows:

Headquarters of Geographic Operations

Americas Europe, Middle East, Africa Asia Pacific, including Japan
Houston, Texas Geneva, Switzerland Singapore
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The locations of our major product development and manufacturing facilities and HP Labs at
October 31, 2004 were as follows:

Product Development and Manufacturing

Americas Europe, Middle East, Africa Hewlett-Packard Laboratories
Cupertino, Fremont, Ontario, Palo Herrenberg, Germany Palo Alto, California
Alto, Roseville, San Diego and :
Woodland, California = . ) Dubli_n, Ireland . Cambridge, Massachusetts
Fort Collins and Loveland, Colorado Rehovot, Israel ’ Bangalore, India
Boise, Idaho Amersfoort and Gouda, The ' Haifa, Israel

o C Netherlands -
Indianapolis, Indiana |- Tokyo, Japan

e e Barcelona, Spain
Andover, Littleton and-Marlboro, Bristol, United Kingdom

Massachusetts * .- -~ . Bristol, Erskine and Inchinnan,
United Kingdom S

Omaha, Nebraska
Asia Pacific, including Japan

Nashua, New Hampshire
e Rydalmere, Australia

Corvallis, Ore‘gon o
o Shapghai, China

Memphis and Nashville, Tennessee
' Bangalore, India

Dallas, Ho'usto‘_n: an‘d‘Ricllljardson, :
Texas B Akishima, Japan .

Chester and Sanciston, Virginia Singapore
Vancouver, Wa;s‘;)ingtoﬁ A

Aguadilla, PueArtpﬂR‘jcp

Campinas, Brazil' ‘

Guadalajara, Mexico -

ITEM 3. Legal Proceedings.
Pending Litigation and Proceedings

Intergraph Hardware Technologies Company v. HE, Dell & Gateway is a lawsuit filed in United States
District Court for the Eastern District of Texas, Marshall County, on December 16, 2002. Gateway and
Dell are no longer defendants in this matter. The suit accuses HP of infringement of three patents
related to cache memory (the “Clipper Patents”). Intergraph Hardware Technologies Company
(“Intergraph™) séeks damages constituting a “reasonable royalty” (as well as enhanced damages), an
injunction, prejudgment interest, costs and attorneys’ fees. The complaint was served on HP on April 1,
2003. On May 21, 2003, HP answered and counterclaimed for a declaratory judgment that the patents
are not infringed by HP and that the patents are invalid and unenforceable. Fact discovery closed on
October 27, 2004.-A claim construction hearing was held on May 7, 2004, and the court issued a ruling
on the claim constriiction hearing on July 1, 2004. Jury selection is scheduled to begin on February 7,
2005, and trial is scheduled to begin on February 21, 2005. Expert discovery is ongoing. On May 7,
2004, Intergraph sued HP in United States District Court for the Eastern District of Texas, Tyler
County, for infringement of another patent related to cache memory management. Intergraph seeks an
injunction, declaratory relief and attorneys’ fees, but not damages. HP answered and counterclaimed,
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asserting Intergraph’s infringement of two HP software patents. HP seeks damages and an injunction.
Trial in that matter is scheduled to begin on April 11, 2005 for Intergraph’s claims, and on October 24,
2005 for HP’s claims. Intergraph has obtained significant settlements from other defendants, ranging
from $10 million (Advanced Micro Devices) to $300 million (Intel Corporation), relating to such
defendants’ direct use of the Clipper Patents. However, the ultimate resolution of these proceedings -
and the financial impact on HP, which will depend in part on determinations as to the useful life of the
patents, what would constitute “reasonable royalty” rates, the allocation of any amounts paid for
accounting purposes, the timing of any payments and the units impacted, remains' uncertam

On May 28, 2003, HP sued Intergraph Corporation, the parent of Intergraph, in Umted States
District Court for the Northern District of California, San Francisco Division, accusing. Intergraph
Corporation of infringement of four HP patents related to computer-aided design, video display
technology and information retrieval technology. Intergraph answered and counterclaimed for
declaratory relief on October 14, 2003. A claim construction hearing was held on October 22, 2004, and
the court issued its claim construction rulings on January 3, 2005. HP expects trial to begin in
mid-2005. HP seeks damages, an injunction, prejudgment interest, costs and attorneys* fees. On April 1,
2004, HP sued Intergraph Corporation in the Mannheim State Court in Mannheim, Germany, and -
related proceedings in Germany are pending, for infringement of two European Union patents related
to computer-aided design. HP seeks damages, an injunction and costs. Trial took place in
November 2004, and the court dismissed HP’s action based on a determination of Intergraph’s
noninfringement on January 7, 2005. On April 19, 2004, HP sued Z/I Imaging, a subsidiary of
Intergraph Corporation, and Intergraph Corporation, in United States District Court for the District of
Delaware, accusing Z/I Imaging of infringement of two patents related to image scanning technology.
Intergraph answered and counterclaimed for declaratory relief on May 28, 2004. Trial is scheduled to
begin on December 4, 2005. Also on April 19, 2004, HP sued Intergraph Corporation in United States
District Court for the Eastern District of Texas for infringement of one patent relating to computer-
aided design Intergraph answered and counterclaimed for declaratory relief on May 13, 2004. Jury
selection is expected to begin in December 2005. In both cases, HP seeks damages, an 1n]unct10n
prejudgment interest, costs and attorneys’ fees. g

Copyright levies. Proceedings. are being pursued against HP in certain Européan Union (“EU™)
member countries seeking to impose levies upon equipment (such as printers and multi-function
devices) alleging that these devices enable producing private copies of copyrighted materials.

Two non-binding arbitration proceedings instituted in June 2001 and June 2002, respectlvely, were
brought in Germany before the arbitration board of the Patent and Trademark Office.
VerwertungsGesellschaft Wort (“VG Wort™), a collection agency representing certain copyright holders,
brought the proceedings against HP, which relate to whether and to what extent copyright levies should
be imposed in accordance with copyright laws implemented in Germany relating to. multi-function
devices and printers that allegedly enable the production of copies by private persons. The published
tariffs on these devices in Germany range from 10 to 613.56 euros per unit. Non-binding proposals
were presented in the proceedings, both of which HP rejected. In May 2004, VG Wort filed a. lawsuit
against HP in the Stuttgart Civil Court in Stuttgart, Germany seeking levies on multi- functxon devices
(“MFDs”). A decision in this matter was issued on December 22, 2004. The court held that HP is
liable for payments regarding photocopiers sold in Germany, but did not determine the exact amount
payable per unit. The court further stated that HP should furnish information regarding the number of
MFDs sold in Germany up to December 2001 and the number of copies per minute that various MFDs
can produce. Finally, the court held that a levy of a maximum of 1.5% of the price was due on the
bundle “LI8150 MFP plus Scanner-Module C4166B,” and that the individual elements of this bundle
were not part of the claim. The deadline for filing an appeal of this decision is January 31, 2005. In
July 2004, VG Wort filed a separate lawsuit against HP in the Stuttgart Civil Court seeking levies on
printers. A decision in this matter was issued on December 22, 2004. The court held that HP is liable
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for payments regarding all printers using ASCII code sold in Germany, but did not determine the
amount payable per unit. The court further stated that HP should furnish information regarding the
number of printers's6ld in Germany since April 2001 and the number of copies per minute that various
printers can produce. The deadline for filing an appeal of this decision is January 27, 2005. In
September 2003, VG Wort filed a lawsuit against Fujitsu Siemens Computer GmbH (“FSC”) in Munich
State Court seeking levies on PCs. This is an industry test case in Germany, and HP has undertaken to
be bound by a final decision. A decision in this matter was issued on December 23, 2004 stating that
PCs are subject to a levy and that FSC should furnish information as to the number of PCs sold in
Germany since January 1, 2001. Further, FSC must pay 12 euros plus compound interest for each PC
sold in Germany from March 24, 2001. FSC has indicated that it will appeal the decision.

In Apr11 2001, the Organization for the Collective Management of Works of Literature, the
Organization, for the Collective Management of Works of Plastic Arts and their Applications, and the
Orgamzatlon for the Collectlve Management and Protection of Intellectual Property of Photographers
brought five: proceedlngs against HP Hellas EPE and Compaq Computer EPE in Greece relatmg to
whether a levy of 2% should be payable upon computer products, including central processing units,
monitors, kevboards mice, diskettes, prlnters scanners and related items in accordance with Greek
copyright law, before its amendment in September 2002. These proceedings are pending before the
Court of First Instance of Athens or before the Court of Appeal of Athens.

In April 1998, -Auvibel s.c.r.l., a Belgian collection agency, filed an appeal of a judgment in HP’s
favor with the’ Court of Appeal in Brussels relating to a dispute as to whether and to what extent
copyright levies should be imposed upon CD-writers and CD media. The case has been removed from
the court’s hst of pendlng cases, without prejudice to the parties’ right to reinstate the matter.

The total levies-due, if imposed, would be based upon the number of products sold, and the
per-product amotints of the levies, which will vary. Some EU member countries that do not yet have
levies on digital devices are expected to implement similar legislation to enable them to extend existing
levy schemes, while some other EU member countries are expected to limit the scope of levy schemes
and apphcablhty in the digital hardware environment. HP, other companies and various industry
associations ‘dre opposmg the extension of levies to the digital environment and advocating
compensation 'to rights holders through digital rights management systems. Based on such opposition,
HP’s assessments of the merits of various proceedings and HP’s estimates of the units impacted and
levies, HP has accrued amounts that it believes are adequate to address the matters described above.
However, the ultxmate tesolution of these matters, including the number of. units 1mpacted the amount
of levies 1mposed 1n various jurisdictions and the availability of HP to recover such amounts through
increased prices, remadins uncertain.

Alvis v. HP'i$- a nationwide defective product consumer class action that was filed in state court in
Jefferson County, Texas by a resident of Eastern Texas in April 2001. In February 2000, a similar suit
captioned LaPray v." Compagq was filed in state court in Jefferson County, Texas.-The basic allegation is
that HP and Compaq sold computers containing floppy disk controllers that fail to alert the user to
certain floppy disk controller errors. That failure is alleged to result in data loss or data corruption.
The complaints in Alvis and LaPray seek injunctive relief, declaratory relief, unspecified damages and
attorneys’ fees. In July 2001, a nationwide class was certified in the LaPray case, which' the Beaumont
Court of Appeals affirmed in June 2002. In May 2004, the Texas Supreme Court reversed the
certification of the nationwide class in the LaPray case and remanded the case to the trial court. The
trial court has not set a new class certification hearing. A class certification hearing was held on July 1
2003 in the Alvis case, and the court granted plaintiffs’ motion to certify a nationwide class action. HP
filed an appeal of that certification with the 9th Court of Appeals in Beaumont, Texas, which heard
oral arguments on HP’s appeal and received a supplemental briefing based upon the LaPray opinion
from the Texas Supreriie Court. On August 31, 2004, the 9th Court of Appeals in Texas reversed the
lower court’s decision certifying a nationwide class and remanded the case to the trial court. A class
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certification hearing was held on January 6, 2005. On January 12, the court notified the parties that it
will certify a Texas-wide class action for injunctive relief only. On June 4, 2003, Barrett v. HP and Grider
v. Compaq were each filed in state court in Cleveland County, Oklahoma, with factual: allegations
similar to those in Alvis and LaPray. The complaints in Barrett and Grider seek, among other things,
specific performance, declaratory relief, unspecified damages and attorneys’ fees. On November 5, 2003,
the court heard HP’s motion to dismiss Barrett v. HP and Grider v. Compag, which motion was
subsequently denied. On December 22, 2003, the court entered an order staying both the Barrett and
Grider cases until the conclusions of the Alvis and LaPray actions. On July 28, 2004, the Court lifted
the stay in Grider, but took under advisement the plaintiff’s motion to lift the stay in Barrest, On
November 5, 2004, Scott v. HP was filed in state court in San Joaquin County, California;.with factual
allegations similar to those in Alvis and LaPray. The complaint in Scott seeks class certification,
injunctive relief, unspecified damages (including punitive damages), restitution, costs and attorneys
fees. In addition, the Civil Division of the Department of Justice, the General Servicés Administration
Office of Inspector General and other Federal agencies are conducting an investigation of allegations
that HP and Compaq made or caused to be made false claims for payment to the Unltéd States for
computers known by HP and Compaq to contain defective parts or otherwise to perform in‘a defective
manner relating to the same alleged floppy disk controller errors. HP agreed with the Department of
Justice to extend the statute of limitations on its investigation until June 6, 2005. HP 1s cooperatmg
fully with this investigation.

On Deceniber 27, 2001 Cormnell University and the Comnell Research Foundation, Inc. filed an action
against HP in United States District Court for the Northern District of New York’ allegrng that HP’s
PA-RISC 8000 family of microprocessors, and servers and workstations incorporating those processors,
infringe a patent assigned to Cornell Research Foundation, Inc. that describes a way of ‘éxecuting
microprocessor instructions. HP has answered and counterclaimed. This action seeks-declaratory and
injunctive relief and unspecified damages. On March 26, 2004, the court issued a ruling interpreting the
disputed claim terms in the patent at issue. Discovery is ongoing, and no trial date has been set.

HP v. EMC Corporation (“EMC?”) is a lawsuit filed in United States District Court for the
Northern District of California on September 30, 2002, in which HP accuses EMC of 1nfnng1ng seven
HP patents. HP seeks damages, an injunction, prejudgment interest, costs and attorneys fees On
July 21, 2003, EMC filed its answer and a cross-claim asserting, among other things, that nurnerous HP
storage, server and printer products infringe six EMC patents. EMC seeks a permanent 1n]unct10n as
well as unspecified monetary damages, costs and attorneys’ fees for patent 1nfr1ngement The, court
issued an order corstruing disputed claim terms on June 23, 2004. Discovery is ongomg Tmal is
expected in late 2005 or early 2006. On November 27, 2004, HP filed a second lawsuit in United States
District Court for the Northern District of California, in which HP accuses additional models of certain
EMC products of infringing the same seven HP patents. HP seeks damages, an injunction, prejudgment
interest, costs and attorneys’ fees. EMC also filed suit against Storage Apps, a company .acquired by HP
in fiscal 2001, in United States District Court in Worcester, Massachusetts on October 20,-2000. The
suit accused StorageApps of infringement of EMC patents relating to storage devices, and sought a
permanent injunction as well as unspecified monetary damages for patent infringement. The court held
a hearing to construe the disputed claims terms of EMC’s three patents in the suit on July 21-22, 2003
and issued its claim construction ruling on September 12, 2003. Following a trial in May 2004, the jury
found that three of EMC’s patents are valid and infringed. The damages phase of the litigation has
commenced, and a trial on the issue of damages is scheduled to begin on February.17,2005. HP is
appealing the judgment of liability. Do

AT

Neubauer,_et al. v. Intel Corporation, Hewlett-Packard Company, et al. and Neubauer, ef al. v. Compaq
Computer Corporation are separate lawsuits filed on June 3, 2002 in state court in Madison County,
Illinois, alleging that HP and Compaq (along with Intel) misled the public by suppressing and
concealing the alleged material fact that systems that use the Intel Pentium 4 processor are less
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powerful and slower than systems using the Intel Pentium III processor and processors made by a
competitor of Intel. The court in the HP action has certified an Illinois class as to Intel but denied a
nationwide class. The plaintiffs seek unspecified damages, restitution, attorneys’ fees and costs and
certification of a nationwide class against HP and Compaq. The class action certification hearings
against HP and Compaq have not yet been scheduled. In each action, HP and Compaq have filed
motions to dismiss the cases, which the court has denied. HP and Compagq also have filed forum non
conveniens motions, which are pending. Skold, et al. v. Intel Corporation and Hewlett-Packard Company
is a lawsuit'in state court in Alameda County, California to which HP was joined on June 14, 2004,
based upon factual allegations similar to those in the Neubauer cases. The plaintiffs seek unspecified
damages, restitution, attorneys’ fees and cost and certification of nationwide class.

Forgent Networks v. HP et al. is a lawsuit filed on April 22, 2004 against HP as well as 30 other
companies in United States District Court for the Eastern District of Texas. The complaint accuses HP
of patent infringement with respect to HP’s products that implement JPEG compression. JPEG is a
standard for'data compression used in HP’s PCs, scanners, digital cameras, PDAs, and non-photo-
printers. Forgent seeks unspecified damages, an injunction, interest, costs and attorneys’ fees.
Separately, HP ‘has-alerted government regulators of Forgent’s participation in the JPEG -
standardization process and current licensing activities. Trial has been set for October 2005.

Hewlett-Packard Development Company, LP v. Gateway, Inc. is a lawsuit filed on March 24, 2004 by
HP’s wholly-owned subsidiary, Hewlett-Packard Development Company, LP (“HPDC”), against
Gateway, Inc. in U.S. District Court in the Southern District of California, alleging infringement of six
patents relating to. various notebook, desktop and enterprise computer technologies. On April 2, 2004,
HPDC filed an, amended complaint, adding infringement allegations for four additional patents. HPDC
seeks an injunction, .unspecified monetary damages, interest and attorneys’ fees. On May 10, 2004,
Gateway filed an answer and a counterclaim, alleging infringement of five Gateway patents relating to
computerized television, wireless, computer monitoring and computer expansion card technologies.
Gateway seeks an injunction, unspecified monetary damages, interest and attorneys’ fees. Claim
construction is scheduled to begin on January 24-25, 2005. On May 6, 2004, HPDC and HP filed a
complaint ‘with"the ‘U:S. International Trade Commission (“ITC”) against Gateway, alleging
infringement of séven -additional computer technology patents. HP seeks an injunction. On October 21,
2004, HPDC filed suit in the United States District Court for the Western District of Wisconsin against
eMachines, a wholly-owned subsidiary of Gateway, alleging infringement of five HPDC patents relating
to personal and desktop computers, of which three patents remain in suit. HPDC seeks an injunction,
unspecified monetary damages, interest and attorneys’ fees. :

On July 2, 2004, Gateway filed a complaint with the ITC against HP, alleging infringement of three
patents relating to audio control, imaging and computerized television technologies. Gateway seeks an
injunction. Clajm construction is scheduled to begin on February 10-11, 2005. Also on July 2, 2004,
Amiga Development LLC (“Amiga”), an entity affiliated with Gateway, filed a. lawsult against HP in
the Eastern District of Texas, alleging infringement of three patents relating to computer monitoring,
imaging and decoder technologies. Gateway seeks an injunction, unspecified monetary damages,
interest and attorneys’ fees. HP and HPDC have answered and counterclaimed, alleging infringement
by Amiga and Gateway of four HPDC patents related to personal computer technology. On August 18,
2004, Gateway filed a declaratory relief action against HPDC in the United States District Court for
the Southern District of California seeking a declaration of non-infringement and invalidity of the
above-referenced four HPDC patents relating to personal computer technology. HPDC answered and
counterclaimed and alleged infringement of the same four patents. HP seeks an 1nJunct10n unspecified
monetary damages, interest and attorneys’ fees. Claim construction is scheduled to begin in
January 2005.
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Hanrahan v, Hewlett-Packard Company and Carleton Fiorina is a lawsuit filed on November 3, 2003,
in the United. States District Court for the District of Connecticut on behalf of a putative class of
persons who sold common stock of HP during the period from September 4, 2001 <through. -
November 5, 2001. The. lawsuit seeks unspecified damages and generally alleges that HP and
Ms. Fiorina violated ‘the federal securities laws by making statements during this period which were
misleading in failing to disclose that Walter B. Hewlett would oppose the proposed acquisition of
Compaq by HP prior to Mr. Hewlett’s disclosure of his opposition to the proposed transaction. A
motion to transfer the action to federal court in California is pending, and no lead plamuff has yet
been appointed. o Ll

Stevens v. HP (renamed as Erickson v. HP) is an unfair business practices consumer cias§ action
filed in the Superior Court of California in Riverside County on July 31, 2000. Consumer. class action
lawsuits have been filed, in coordination with the original plaintiffs, in 33 additional jurisdictions. The
various plaintiffs throughout the country claim to have purchased different models-of-HP: inkjet
printers. The basic factual allegation of these actions is that affected consumers who. purchased HP
printers received half-full or “economy” ink cartridges instead of full cartridges. Plaintiffs claim that
HP’s advertising, packaging and marketing representations for the printers led the:consumers to believe
they would receive full cartridges. These actions seek injunctive relief, disgorgement of profits,
compensatory damages, punmve damages and attorneys’ fees under various state unfalr business
practices statutes and common law claims of fraud and negligent misrepresentation. I ‘thé ‘initial
California matter, the’ court granted summary judgment in HP’s favor and denied class ceitification. In
October of 2003, the California appellate court affirmed the lower court’s decisions and- dlsrmssed
plaintiff’s appeal. The matter was certified as a class action in North Carolina state court, ‘where it was
filed as Hughes v. Hewlett-Packard Company. HP prevailed at the trial of this case, which ¢oncluded in
September 2003. The litigation is not in trial in other jurisdictions, and the other ¢ases have not been
certified as class actions. Plaintiffs’ counsel in all 33 jurisdictions have signed a dismissal agreement,
which provides that all of the cases will be dismissed. Thus far twenty-one of the actlons have been
dismissed. »

Digwamaje et al. v. Bank of America et al. is a purported class action lawsuit that:names:HP and
numerous other multinational corporations as defendants. It was filed on September.27,:2002 in United
States District Court for the Southern District of New York on behalf of current and former-South
African citizens and their survivors who suffered violence and oppression under the apartheid regime.
The lawsuit alleges- that HP and other companies helped perpetuate, and profited from, the apartheid
regime during the period from 1948-1994 by selling products and services to agencies of the South
African government. Claims are based on the Alien Tort Claims Act, the Torture Protection Act, the
Racketeer Influenced and Corrupt Organizations Act and state law. The complaint seeks, among other
things, an accountlng, the creation of a historic commission, compensatory damages in ‘excess of
$200 billion, pumtlve damages in excess of $200 billion, costs and attorneys’ fees. On Novémber 29,
2004, the court dismiissed the plaintiffs’ complaint. On December 23, 2004, the p]amtlffs appealed the
decision to the Umted States Court of Appeals for the Second Circuit.

In May 2002 the European Commission of the EU publicly stated that it was- con51der1ng
conducting an investigation into OEM activities concerning the sales of printers and supplies. to
consumers within the EU. The European Commission contacted HP requesting mforma‘uon on the
printing systems businesses. HP is cooperating fully with this inquiry. Cooen

In March 2003, the Korea Fair Trade Commission commenced an 1nvest1gat10n of the Korean
printing and supphes market. The Korea Fair Trade Commission contacted HP requestmg information
on its prlntmg systems business. A hearing is expected to be held in 2005. HP is cooperatmg fully with
this inquiry.
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The Government of Canada conducted cost audits of certain contracts between Public Works and
Government Services Canada (“PWGSC”) and each of Compaq Canada Corp. and Hewlett-Packard
(Canada) Co. relating to services provided to the Canadian Department of National Defence (“DND”).
Compaq Canada Corp. was combined with Hewlett-Packard (Canada) Co. following HP’s acquisition of
Compaq. HP cooperated fully with the audit and has conducted its own inquiry, sharing the results of
its investigation with PWGSC and DND. On May 14, 2004, HP announced that it had resolved the
dispute with the Government of Canada. HP Canada agreed to reimburse the Government of Canada
the sum of CDN$146 million (approximately US$105 million), an amount determined by both parties
to be appropriate upon investigation. HP recorded $70 million in the second quarter of fiscal 2004 and
had recorded $35 million in the prior fiscal year. HP determined that it was important for HP to honor
its contractual obligations, rather than engage in protracted litigation with the Government of Canada,
despite the lack of evidence that HP employees derived any improper benefit from the complex scheme
designed to exploit both parties. HP has initiated proceedings to recover these funds from responsible
individuals, and continues to consider further proceedings against others to recover additional funds.

HP is involved in lawsuits, claims, investigations and proceedings, including those identified above,
consisting of intellectual property, commercial, securities, employment, employee benefits and
environmental matters, which arise in the ordinary course of business. In accordance with SFAS No. 53,
“Accounting for Contingencies,” HP makes a provision for a liability when it is both probable that a
liability has been incurred and the amount of the loss can be reasonably estimated. HP believes it has
adequate provisions for any such matters. HP reviews these provisions at least quarterly and adjusts
these provisions to reflect the impacts of negotiations, settlements, rulings, advice of legal counsel, and
other information and events pertaining to a particular case. Based on its experience, HP believes that
any damage amounts claimed in the specific matters discussed above are not a meaningful indicator of
HP’s potential liability. Litigation is inherently unpredictable. However, HP believes that it has valid
defenses with respect to legal matters pending against it. Nevertheless, it is possible that cash flows or
results of operations could be materially affected in any particular period by the unfavorable resolution
of one or more of thiese contingencies.

Environinental

HP is pafty to, or otherwise involved in, proceedings brought by United States or state
environmental agencies under the Comprehensive Environmental Response, Compensation and
Liability Act (“CERCLA”), known as “Superfund,” or state laws similar to CERCLA. HP is also
conducting environmental investigations or remediations at several current or former operating sites
pursuant to administtative orders or consent agreements with state environmental agencies. It is our
policy to apply strict standards for environmental protection to sites inside and outside the United
States, even if not subject to regulations imposed by local governments. The liability for environmental
remediation and other environmental costs is accrued when it is considered probable and the costs can
be reasonably estimated. Historically, environmental costs have not been material to our operations or
financial pesition.

ITEM 4. Submission of Matters to a Vote of Security Holders.
Not applicable;

24




PART II

ITEM 5. Market for the Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities.

Information regarding the market prices of HP common stock and the markets for that stock may
be found in the “Quarterly Summary” in Item 8 and on the cover page of this Form 10-K, respectively,
which are incorporated herein by reference. We have paid cash dividends each fiscal year since 1965.
The current rate is $0.08 per share per quarter. As of December 31, 2004, there were approximately
158,246 stockholders of record. Additional information concerning dividends may be found in “Selected
Financial Data” in Item 6 and in [tem &, which are incorporated herein by reference.

Equity Compensation Plan Information

Information regarding HP’s equity compensation plans, including both stockholder approved plans
and plans not approved by stockholders, is set forth in the section entitled “Executive Compensation—
Equity Compensation Plan Information” in HP’s Notice of Annual Meeting of Shareowners and Proxy
Statement, to be filed within 120 days after Registrant’s fiscal year end of October 31, 2004 (the “Proxy
Statement”), which information is incorporated herein by reference.

Recent Sales of Unregistered Securities

On September 21, 2004 and October 27, 2004, HP issued a total of 2,350 shares of unregistered
HP common stock to two former employees of Indigo N.V. (“Indigo”) upon the exercise of options
assumed by HP in connection with HP’s acquisition of Indigo, for an aggregate purchase price of
$19,528. HP previously reported other sales of unregistered HP common stock during the 2004 fiscal
year in HP’s Quarterly Reports on Form 10-Q. The foregoing purchases and sales were exempt from
registration under the Securities Act of 1933, as amended, pursuant to Section 4(2) thereof, on the
basis that the transactions did not involve a public offering.

Issuer Purchases of Equity Securities

Total Number of
Shares Purchased as Approximate Dollar Value of

Total Number  Average Part of Publicly Shares that May Yet Be
of Shares  Price Paid Announced Purchased under the

Period Purchased  per Share Plans or Programs Plans or Programs
Month #1

(August 2004) . ............. .. 10,594,700 $17.59 10,594,700 $1,914,381,036
Month #2

(September 2004) . . ........ .. .. 101,659,945 $18.12 101,659,945 $3,072,420,529
Month #3

(October 2004) . .. ............. 9,500,000 $18.56 9,500,000 $2,896,069,320
Total .. ... .. 121,754,645 $18.11 121,754,645

HP repurchased shares in the fourth quarter of fiscal 2004 under an ongoing systematic program
to manage the dilution created by shares issued under employee stock plans and also to return cash to
stockholders. This program authorizes repurchases in the open market or in private transactions.
During fiscal year 2004 HP’s Board of Directors anthorized $5.0 billion for future repurchases of
outstanding common stock, including authorization to repurchase $3.0 billion of HP shares during the
fourth quarter that HP announced on September 20, 2004. Shares repurchased in the fourth quarter of
fiscal 2004 included open market repurchases of 31 million shares for $555 million, 72 million shares
for $1.3 billion under an accelerated share repurchase program with an investment bank that HP
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announced on September 20, 2004 (the “Accelerated Purchase™) and 19 million shares for $350 million
from the David and Lucile Packard Foundation (the “Packard Foundation”) under the terms of a
memorandum of understanding dated September 9, 2002 and amended and restated September 17,
2004 that, among other things, prices the repurchases by reference to the volume weighted-average
price for composite New York Stock Exchange transactions on trading days in which a repurchase
occurs. Both the Accelerated Repurchase and the repurchases from the Packard Foundation are
included in the totals in the table above.

The Accelerated Purchase occurred on September 20, 2004 and the program was completed in
November 2004, which is in the first quarter of fiscal 2005. Upon completion of the program, HP paid
a $51 million price adjustment based on the difference between the $18.82 weighted average price of
the open market stock purchases by the investment bank and the initial purchase price of $18.11 per
share. The price adjustment also included certain amounts reflecting the investment bank’s carrying
costs or benefits from purchasing shares at prices other than the initial price and the investment bank’s
benefits from receiving the $1.3 billion payment in advance of its purchases.

As of October 31, 2004, HP had remaining authorization of approximately $2.9 billion for future
share repurchases.
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ITEM 6. Selected Financial Data.

The information set forth below is not necessarily indicative of results of future operations, and
should be read in conjunction with Item 7, “Management’s Discussion and Analysis of Financial
Condition and Results of Operations,” and the Consolidated Financial Statements and notes thereto
included in Item 8, “Financial Statements and Supplementary Data,” of this Form 10-K, which are
incorporated herein by reference, in order to understand further the factors that may affect the
comparability of the financial data presented below.

HEWLETT-PACKARD COMPANY AND SUBSIDIARIES
Selected Financial Data®

For the fiscal years ended October 31,

2004 2003 2002 2001 2000
In millions, except per share amounts
Netrevenue ............c.oouvuunonnn AT $79.905 $73,061 $56,588 $45.226 $48,870
Earnings (loss) from operations® .............. 4,227 2,896  (1,012) 1,439 4,025

Net earnings (loss) from continuing operations

before cumulative effect of change in accounting

principle®® . oL 3,497 2,539 (903) 680 3,561
Net earnings (loss) per share from continuing

operations before cumulative effect of change in

accounting principle:@@®

Basic . ... $ 116 $ 083 §$ (036) $ 035 $ 1.80

Diluted. .. ........ .. i 1.15 0.83 (0.36) 0.35 1.73
Cumulative effect of change in accounting principle,

netof taxes® ... ... ... .. ... .. . ... — — — (272) —
Net loss per share for cumulative effect of change in

accounting principle, net of taxes:®

Basic ......... .. — — — (0.14) —

Diluted........ ... v — — — (0.14) —
Cash dividends declared per share® ............ 0.32 0.32 0.32 0.32 0.32
At year-end:

Total @ssets . . v v vt e $76,138 $74,716 $70,710 $32,584 $34,009

Longtermdebt................ .. ... .... 4,623 6,494 6,035 3,729 3,402

(1 HP’s Consolidated Financial Statements and notes thereto reflect the acquisition of Compagq,
which occurred on May 3, 2002. The occurrence of the acquisition in the middle of fiscal 2002
affects the comparability of fiscal 2004 and 2003 financial information to prior fiscal years. Certain
other amounts have been reclassified to conform to the current year presentation.

@ Earnings (loss) from operations includes the following items:

2004 2003 2002 2001 2000
In millions

Restructuring charges ... .......... ... ..o, $114 $ 800 $1,780 $384 $102
In-process research and development charges. ... .. 37 1 793 35 —
Amortization of purchased intangible assets . . ... .. 603 563 402 174 86
Acquisition-related charges . . ................. 54 280 701 25 —
Acquisition-related inventory write-downs . ....... — — 147 — —
Total charges before taxes . ... ................ $808 $1,644 $3823 §$618 $188
Total charges, netoftaxes . . .. ................ $571 $1,127 $3,031 $493 $150
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Net earnings (loss) from continuing operations before cumulative effect of change in accounting
principle includes the following items:

2004 2003 2002 2001 2000
In millions

(Gains) losses on investments and early

extinguishment of debt .. ................... $ 4) $ 29 § 75 $419 $(244)
Dispute seftlement .. ..o, 70 — (14) 400 —_
Total losses (gains) before taxes. ................ $§ 66 $ 29 $ 61 $819 $(244)
Total losses (gains), netof taxes. ................ $ 56 $ 23 § 64 $565 $(154)

All per-share amounts prior to fiscal 2001 reflect the retroactive effects of the two-for-one stock
split in the form of a stock dividend effective October 27, 2000.

Staff Accounting Bulletin No. 101, “Revenue Recognition in Financial Statements” (“SAB 101”),
was adopted by HP in fiscal 2001. SAB 101 established that revenue is recognized when persuasive
evidence of an arrangement exists, delivery occurs or services are rendered, the sales price is fixed
or determinable and collectibility is reasonably assured. The cumulative effect of this change in
accounting principle was $272 million, net of related taxes of $108 million.
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ITEM 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

HEWLETT-PACKARD COMPANY AND SUBSIDIARIES

Management’s Discussion and Analysis of
Financial Condition and Results of Operations

The following discussion should be read in conjunction with the Consolidated Financial Statements
and the related notes that appear elsewhere in this document.

OVERVIEW

We are a leading global technology company and generate net revenue and earn our profits from
the sale of products, technologies, solutions and services to consumers, businesses and governments.
Our portfolio is broad and includes personal computers, handheld computing devices, home and
business imaging and printing devices, publishing systems, storage and servers, a wide array of
information technology (“IT”) services and software solutions. We have seven business segments: the
Personal Systems Group (“PSG”), the Imaging and Printing Group (“IPG”), Enterprise Storage &
Servers (“ESS”), HP Services (“HPS”), HP Financial Services (“HPFS”), Software and Corporate
Investments. Given the cross-segment linkages in our Adaptive Enterprise Strategy, and in order to
capitalize on up-selling and cross-selling opportunities, ESS, HPS and Software are structured beneath
a broader Technology Solutions Group (“TSG”). While TSG is not an operating segment, we
sometimes provide financial data aggregating the segments within TSG in order to provide a
supplementary view of our business.

Our business strategy revolves around the following strategic imperatives:

* to provide consumer customers with superior products, services and overall experiences by
providing leading-edge technologies that work seamlessly together;

* to deliver to business customers the best return on IT investments in the industry;
* to build world class cost structures and processes across our entire portfalio of businesses; and

* to focus our innovation and research and development in areas where we can make unique
contributions while partnering with top providers in other areas to enable us to provide our
customers complete 1T solutions.

This approach requires us to excel both in individual product categories and in managing across
our broad portfolio in order to drive growth while optimizing cost structure. At the same time, our
product and geographic breadth help reduce volatility by balancing our financial results across a related
but diversified set of businesses.

Our financial results also are impacted by our ability to predict and to respond to industry-wide
trends. For instance, underlying our strategy is our belief that physical, static processes will continue to
shift to processes that are digital, mobile, virtual and personal. By anticipating these shifts and
preparing solutions that make these changes simple for customers, we have the opportunity to
accelerate these shifts and capture revenue and market share. Our approach to preparing these
solutions can be seen in programs such as our digital photography initiative, where we offer compatible
solutions spanning cameras, printers and paper, as well as in the focus on flexibility, modularity and
integration in our Adaptive Enterprise solutions.

Another trend significant to our business and financial results is the shift toward standardized
products, which presents revenue opportunities for certain of our businesses but presents an ongoing
challenge to our margins. To help address the potential margin impact of standardization, we take
ongoing actions related to both revenue generation and cost structure management. In the sales and
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HEWLETT-PACKARD COMPANY AND SUBSIDIARIES

Management’s Discussion and Analysis of
Financial Condition and Results of Operations (Continued)

marketing area, we are instituting programs designed to improve the rates at which we sell higher-
margin configurations or options. We also continue to focus on managing procurement and labor
expenses. Key to our overall efforts in delivering superior products while maintaining a world-class cost
structure is the increasingly global nature of technology expertise. This trend is allowing us to develop a
global delivery structure to take advantage of regions where advanced technical expertise is available at
lower costs. As part of this effort, we continually evaluate our workforce and make adjustments we
deem appropriate. When we make adjustments to our workforce, we may incur expenses associated
with workforce reductions that delay the benefit of a more efficient workforce structure, but we believe
that the fundamental shift to global delivery is crucial to maintaining a long-term competitive cost
structure.

In terms of how our execution has translated into financial performance, the following provides
our overview of key fiscal 2004 financial metrics:

HP TSG
Consolidated ESS HPS Software Total PSG IPG HPFS
in millions, except per share amounts

Netrevenue . ............... $79,905 $15,152  $13,778 $ 922 $29,852  $24,622  $24,199  $1,895
Year over year net revenue

% increase (decrease) . ....... 9% 4% 12% 19% 8% 16% 7% %
Earnings (loss) from operations . . . . $ 4227 $ 173 $1,263 $(145) $1,291 § 210 $ 3,847 $ 125
Earnings (loss) from operations as a

% of net revenue ... ........ 5.3% 11% 92% (15.7)% 43% 0.9% 15.9% 6.6%
Netearnings . . ... ........... $ 3,497
Net earnings per share

Basic ..., $ 116

Diluted.................. $ 115

Cash and cash equivalents for the fiscal year ended October 31, 2004 totaled $12.7 billion, a
decline of $1.5 billion from the October 31, 2003 balance of $14.2 billion. The decline was related
primarily to increased cash returned to stockholders through share repurchases and increased cash
utilized for acquisitions in fiscal 2004, offset in part by increased earnings.

We intend the discussion of our financial condition and results of operations that follows to
provide information that will assist in understanding our consolidated financial statements, the changes
in certain key items in those financial statements from year to year, and the primary factors that
accounted for those changes, as well as how certain accounting principles, policies and estimates affect
our consolidated financial statements.

In order to provide additional information relating to our operating results, we also present a
supplemental section of combined company information that discusses our operating results for the
fiscal year ended October 31, 2002 as if HP and Compaq had been a combined company for all of
fiscal 2002.

The discussion of results of operations at the consolidated level is followed by a more detailed
discussion of results of operations by segment and supplemental sections of combined company
information that discuss our segment operating results as if HP and Compaq had been a combined
company for all of fiscal 2002.

For a further discussion of factors that could impact operating results, see the section entitled
“Factors That Could Affect Future Results” below.
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Management’s Discussion and Analysis of
Financial Condition and Results of Operations (Continued)

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
General

The Consolidated Financial Statements of HP are prepared in accordance with U.S. generally
accepted accounting principles, which require management to make estimates, judgments and
assumptions that affect the reported amounts of assets, liabilities, net revenue and expenses, and the
disclosure of contingent assets and liabilities. Management bases its estimates on historical experience
. and on various other assumptions that are believed to be reasonable under the circumstances, the
results of which form the basis for making judgments about the carrying values of assets and liabilities
that are not readily apparent from other sources. Senior management has discussed the development,
selection and disclosure of these estimates with the Audit Committee of HP’s Board of Directors.
Management believes that the accounting estimates employed and the resulting balances are
reasonable; however, actual results may ‘differ from these estimates under different assumptions or
conditions.

An accounting policy is deemed to be critical if it requires an accounting estimate to be made
based on assumptions about matters that are highly uncertain at the time the estimate is made; if
different estimates reasonably could have been used; or if changes in the estimate that are reasonably
likely to occur periodically could materially impact the financial statements. Management believes the
following critical accounting policies reflect the significant estimates and assumptions used in the
preparation of the Consolidated Financial Statements.

Valuation of Goodwill and Indefinite-Lived Purchased Intangible Assets

We review goodwill and purchased intangible assets with indefinite lives for impairment annually
and whenever events or changes in circumstances indicate the carrying value of an asset may not be
recoverable in accordance with SFAS No. 142, “Goodwill and Other Intangible Assets.” The provisions
of SFAS No. 142 require that a two-step impairment test be performed on goodwill. In the first step,
we compare the fair value of each reporting unit to its carrying value. Our reporting units are
consistent with the reportable segments identified in Note 18 of the Consolidated Financial Statements
in Item 8. We determine the fair value of our reporting units based on a weighting of income and
market approaches. Under the income approach, we calculate the fair value of a reporting unit based
on the present value of estimated future cash flows. Under the market approach, we estimate the fair
value based on market multiples of revenue or earnings for comparable companies. If the fair value of
the reporting unit exceeds the carrying value of the net assets assigned to that unit, goodwill is not
impaired and we are not required to perform further testing. If the carrying value of the net assets
assigned to the reporting unit exceeds the fair value of the reporting unit, then we must perform the
second step of the impairment test in order to determine the implied fair value of the reporting unit’s
goodwill. If the carrying value of a reporting unit’s goodwill exceeds its implied fair value, then we
record an impairment loss equal to the difference. SFAS No. 142 also requires that the fair value of the
purchased intangible assets with indefinite lives be estimated and compared to the carrying value. We
estimate the fair value of these intangible assets using an income approach. We recognize an
impairment loss when the estimated fair value of the intangible asset is less than the carrying value.

Determining the fair value of a reporting unit or an indefinite-lived purchased intangible asset is
judgmental in nature and involves the use of significant estimates and assumptions. These estimates
and assumptions include revenue growth rates and operating margins used to calculate projected future
cash flows, risk-adjusted discount rates, future economic and market conditions, and determination of
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appropriate market comparables. We base our fair value estimates on. assumptions we believe to be -
reasonable but that are unpredictable and inherently uncertain. Actual future results may differ from
those estimates. In addition, we make certain judgments and assumptions in allocating shared assets
and liabilities to determine the carrying values for each of our reporting units. .

Our annual goodwill impairment analysis, which was performed during the fourth quarter of fiscal
2004, did not result in an impairment charge. The excess of fair value over carrying value for each of
"HP’s reporting units as of August 1, 2004, the annual testing date, ranged from approximately
$700 million to approximately $34 billion. In order to evaluate the sensitivity of the fair value
calculations on the goodwill impairment test, we applied a hypothetical 10% decrease to the fair values
of each reporting unit. This hypothetical 10% decrease would result in excess fair value over carrying
value ranging from approximately $200 million to approximately $30 billion for each of HP’s reporting
units.

Revenue Recognition

We enter into contracts to sell our products and services, and, while the majority of our sales
agreements contain standard terms and conditions, there are agreements that contain multiple elements
or non-standard terms and conditions. As a result, significant contract interpretation is sometimes
required to determine the appropriate accounting, including whether the deliverables specified in a
multiple element arrangement should be treated as separate units of accounting for revenue recognition
purposes, and, if so, how the price should be allocated among the elements and when to recognize
revenue for each element. We recognize revenue for delivered elements only when the fair values of
undelivered elements are known, uncertainties regarding customer acceptance are resolved and there
are no customer-negotiated refund or return rights affecting the revenue recognized for delivered
elements. Changes in the allocation of the sales price between elements might impact the timing of
revenue recognition but would not change the total revenue recognized on the contract.

We recognize revenue as work progresses on certain fixed price contracts, such as consulting
arrangements, using the proportional performance method. When applying the proportional
performance method, we rely on estimates of total expected contract costs in order to determine the
amount of revenue earned to date. We follow this method because reasonably dependable estimates of
the revenue applicable to various stages of a contract can be made. Total contract profit is subject to
revisions throughout the life of the contract. Changes in revenue as a result of revisions to cost
estimates are recorded to income in the period in which the facts that give rise to the revision become
known,

We record estimated reductions to revenue for customer and distributor programs and incentive
offerings, including price protection, promotions, other volume-based incentives and expected returns.
Future market conditions and product transitions may require us to take actions to increase customer
incentive offerings, possibly resulting in an incremental reduction of revenue at the time the incentive is
offered. Additionally, certain incentive programs require us to estimate, based on historical experience,
the number of customers who will actually redeem the incentive.
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Allowance for Doubtful Accounts

Our allowance for doubtful accounts is determined using a combination of factors to ensure that
our trade and financing receivables balances are not overstated due to uncollectibility. We maintain an
allowance for doubtful accounts for all customers based on a variety of factors, including the length of
time receivables are past due, trends in overall weighted average risk rating of the total portfolio,
macroeconomic conditions, significant one-time events, historical experience and the use of third-party
credit risk models that generate quantitative measures of default probabilities based on market factors
and the financial condition of customers. Also, we record specific provisions for individual accounts
when we become aware of a custamer’s inability to meet its financial obligations to us, such as in the
case of bankruptcy filings or deterioration in the customer’s operating results or financial position. If
circumstances related to customers change, our estimates of the recoverability of receivables would be
further adjusted, either upward or downward. The annual provision for doubtful accounts has ranged
from 0.1% to 0.5% of net revenue over the last three fiscal years. Using our third-party credit risk
model at October 31, 2004, a 50 basis point deterioration in either the weighted average default
probabilities of our significant customers or in the overall mix of our portfolio would have resulted in
an approximately $20 million increase to our trade allowance at the end of fiscal year 2004.

Inventory

Our inventory is stated at the lower of cost or market. Adjustments to reduce the cost of inventory
to its net realizable value, if required, are made at the product group level for estimated excess,
obsolescence or impaired balances. Factors influencing these adjustments include changes in demand,
rapid technological changes, product life cycle and development plans, component cost trends, product
pricing, physical deterioration and quality issues. Revisions to these adjustments would be required if
these factors differ from our estimates.

Restructuring

We have engaged, and may continue to engage, in restructuring actions, which require
management to utilize significant estimates related to realizable values of assets made redundant or
obsolete and expenses for severance and other employee separation costs, lease cancellation and other
exit costs. Should the actual amounts differ from our estimates, the amount of the restructuring charges
could be materially impacted.

Warranty Provision

We provide for the estimated cost of product warranties at the time revenue is recognized. We
evaluate our warranty obligations on a product group basis. Our standard product warranty terms
generally include post-sales support and repairs or replacement of a product at no additional charge for
a specified period of time. While we engage in extensive product quality programs and processes,
including actively monitoring and evaluating the quality of our component suppliers, our estimated
warranty obligation is based upon warranty terms, ongoing product failure rates, repair costs, product
call rates, average cost per call and current period product shipments. If actual product failure rates,
repair rates, service delivery costs or post-sales support costs differ from our estimates, revisions to the
estimated warranty liability would be required. Warranty terms generally range from one to three years
depending upon the product. Over the last three fiscal years, the annual warranty provision has
averaged approximately 4% of net product revenues, while actual annual warranty costs also have
averaged approximately 4% of net product revenues.
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Retirement Benefits

Our pension and other post-retirement benefit costs and obligations are dependent on various
actuarial assumptions used in calculating such amounts. These assumptions relate to discount rates,
salary growth, long-term return on plan assets, medical cost trend rates and other factors. We base the
discount rate assumption on current investment yields on high quality fixed income investments. The
salary growth assumptions reflect our long-term actual experience and future and near-term outlook.
Long-term return on plan assets is determined based on historical portfolio results and management’s
expectation of the future economic environment, as well as target asset allocations. Our medical cost
trend assumptions are developed based on historical cost data, the near-term outlook and an
assessment of likely long-term trends. Actual results that differ from our assumptions are accumulated
and amortized over the estimated future working life of the plan participants.

Our major assumptions for determining net benefit cost for pension and post-retirement plans
include the long-term return on plan assets, the discount rate for determining plan obligations and the
future expected average increase in compensation levels. These rates vary by plan and the weighted
average rates used are set forth in Note 15 to the Consolidated Financial Statements. Each assumption
has different sensitivity characteristics, and, in general, changes, if any, have moved in the same
direction over the last several years. For fiscal 2004, a change in the weighted average rates would have
had the following impact on our net benefit cost:

* a decrease of 25 basis points in the long-term rate of return would have increased our net
benefit cost by approximately $20 million;

* a decrease of 25 basis points in the discount rate would have increased our net benefit cost by
approximately $50 million; and

* a decrease of 25 basis points in the future compensation rate would have decreased our net
benefit cost by approximately $40 million.

Taxes on Earnings

Our effective tax rate includes the impact of certain undistributed foreign earnings for which no
U.S. taxes have been provided because such earnings are planned to be reinvested indefinitely outside
the United States. As described in Note 12 to the Consolidated Financial Statements, our fiscal year
2004 results do not reflect the impact of the American Jobs Creation Act of 2004 (the “Jobs Act”). We
have not completed the process of reevaluating our position with respect to the indefinite reinvestment
of foreign earnings to take into account the possible election of the repatriation provisions contained in
the Jobs Act. Foreign earnings remittance amounts are planned based on projected cash flow needs as
well as the working capital and long-term investment requirements of our foreign subsidiaries and our
domestic operations. Based on these assumptions, we estimate the amount that will be distributed to
the United States and provide the U.S. federal taxes due on these amounts. Further, as a result of
certain employment actions and capital investments undertaken by HP, income from manufacturing
activities in certain countries is subject to reduced tax rates, and in some cases is wholly exempt from
taxes, for years through 2018. Material changes in our estimates of cash, working capital and long-term
investment requirements in the various jurisdictions in which we do business could impact our effective
tax rate.

We record a valuation allowance to reduce our deferred tax assets to the amount that is more
likely than not to be realized. We have considered future market growth, forecasted earnings, future
taxable income, the mix of earnings in the jurisdictions in which we operate, and prudent and feasible
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tax planning strategies in determining the need for a valuation allowance. In the event we were to
determine that we would not be able to realize all or part of our net deferred tax assets in the future,
an adjustment to the deferred tax assets would be charged to earnings in the period in which we make
such determination. Likewise, if we later determine that it is more likely than not that the net deferred
tax assets would be realized, we would reverse the applicable portion of the previously provided
valuation allowance. In order for us to realize our deferred tax assets we must be able to generate
sufficient taxable income in the tax jurisdictions in which the deferred tax assets are located.

We calculate our current and deferred tax provision based on estimates and assumptions that could
differ from the actual results reflected in income tax returns filed during the subsequent year.
Adjustments based on filed returns are recorded when identified, which is generally in the third quarter
of the subsequent year for U.S. federal and state provisions.

The amount of income taxes we pay is subject to ongoing audits by federal, state and foreign tax
authorities, which often result in proposed assessments. Our estimate for the potential outcome for any
uncertain tax issue is highly judgmental. We believe we have adequately provided for any reasonably
foreseeable outcome related to these matters. However, our future results may include favorable or
unfavorable adjustments to our estimated tax liabilities in the period the assessments are made or
resolved or when statutes of limitation on potential assessments expire. Additionally, the jurisdictions in
which our earnings or deductions are realized may differ from our current estimates. As a result, our
effective tax rate may fluctuate significantly on a quarterly basis.

RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment” (“SFAS
123R”), which replaces SFAS No. 123, “Accounting for Stock-Based Compensation” (“SFAS 123”) and
supercedes APB Opinion No. 25, “Accounting for Stock Issued to Employees.” SFAS 123R requires all
share-based payments to employees, including grants of employee stock options, to be recognized in the
financial statements based on their fair values, beginning with the first interim or annual period after
June 15, 2005, with early adoption encouraged. The pro forma disclosures previously permitted under
SFAS 123, no longer will be an alternative to financial statement recognition. We are required to adopt
SFAS 123R in our fourth quarter of fiscal 2005, beginning August 1, 2005. Under SFAS 123R, we must
determine the appropriate fair value model to be used for valuing share-based payments, the
amortization method for compensation cost and the transition method to be used at date of adoption.
The transition methods include prospective and retroactive adoption options. Under the retroactive
options, prior periods may be restated either as of the beginning of the year of adoption or for all
periods presented. The prospective method requires that compensation expense be recorded for all
unvested stock options and restricted stock at the beginning of the first quarter of adoption of
SFAS 123R, while the retroactive methods would record compensation expense for all unvested stock
options and restricted stock beginning with the first period restated. We are evaluating the
requirements of SFAS 123R and we expect that the adoption of SFAS 123R will have a material impact
on our consolidated results of operations and earnings per share. We have not yet determined the
method of adoption or the effect of adopting SFAS 123R, and we have not determined whether the
adoption will result in amounts that are similar to the current pro forma disclosures under SFAS 123.

See Note 1 of the Consolidated Financial Statements in [tem 8 for a description of other recent
accounting pronouncements, including the expected dates of adoption and estimated effects on results
of operations and financial condition.
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RESULTS OF OPERATIONS

Results of operations in dollars and as a percentage of net revenue were as follows:

For the fiscal years ended October 31

2004 2003® 20029
In milliens

Netrevenue ................ ... ..... $79,905 100.0% $73,061 100.0% $56,588 100.0%
Costofsales™. ... ... ... ... ... .... 60,340  75.5% 53,858 73.7% 41,793 73.9%
Grossmargin. . ...t 19,565 245% 19,203 263% 14,795 26.1%
Research and development............... 3,506 4.4% 3,651 5.0% 3,368 6.0%
Selling, general and administrative ......... 11,024  13.8% 11,012 15.0% 8,763 155%
Amortization of purchased intangible assets . . 603 0.8% 563 0.8% 402 0.7%
Restructuring charges. . . ................ 114 0.1% 800 1.1% 1,780 3.1%
Acquisition-related charges. ... ........... 54 01% 280 0.4% 701 1.2%
In-process research and development charges . 37 — 1 — 793 1.4%
Earnings (loss) from operations . .......... 4,227 53% 2,89 40% (1,012) (1.8)%
Interest and other,net . . ................ 35 —_ 21 — 52 0.1%
Gains (losses) on investments and early

extinguishment of debt . .. ............. 4 — (29) — (75 (0.1)%
Dispute settlement . . .. ................. (70)  (0.1)% — — 14 —
Earnings (loss) before taxes .............. 4,196 52% 2,888 40% (1,021) (1.8)%
Provision for (benefit from) taxes . ......... 699 0.8% 349 0.5% (118) (0.2)%
Net earnings (loss). . . ...... ... ... $ 3,497 44% § 2,539 35% $ (903) (1.6)%

M Cost of products, cost of services and financing interest.

@ Certain reclassifications have been made to prior year amounts in order to conform to the current
year presentation.

Net Revenue

The components of weighted average net revenue growth for the fiscal years ended October 31 are
as follows:

2004 2003

Percentage points
Personal Systems Group . . .. ... .ot e 4.7 115
Imaging and Printing Group . . .. . ... o it e 22 3.9
HP Services . . ..o e e 1.9 5.8
Enterprise Storage and Servers .. . ... ... .. 0.8 7.4
Software ................ ... P 0.2 0.1
HP Financial Services. . . . .. ... — 04
Corporate Investments & Other . .. ... ...ttt i, (6.4) —
Total HP ... e e 9.4 9.1
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In fiscal 2004, net revenue increased 9% from the prior year period (3% on a constant currency
basis). The favorable currency impact was due primarily to the weakening of the dollar against the
euro. U.S. net revenue remained flat at $29.4 billion, while international net revenue increased 15% to
$50.5 billion. PSG experienced net revenue growth across all businesses, with customer demand
resulting in significant volume increases in desktop and notebook PCs. The overall volume increase was
offset by a slight decline in the overall average selling prices (“ASPs”) due to a mix shift to lower-end
products as well as component cost declines. IPG net revenue growth in fiscal year 2004 was driven by
the continued volume growth of printer supplies. LaserJet supplies and color laser printers experienced
strong volume growth due to the growing demand for color-related products and digital photography.
HPS achieved net revenue growth across all businesses in fiscal 2004. The impact of major outsourcing
deals and, to a lesser extent, the Triaton acquisition in the second half of the year, contributed to the
growth in managed services and technology services (formerly called customer support). In fiscal 2004,
ESS net revenue growth was generated by sales of industry standard servers, primarily our ProLiant
server line. Revenue declines from competitive pressures in storage and business critical servers
moderated the overall segment net revenue growth. The slight decrease in HPFS net revenue for fiscal
2004 was due primarily to lower levels of revenue-generating assets.

In fiscal 2003, net revenue increased 29% from the prior year period (23% or a constant currency
basis) as a result primarily of our acquisition of Compaq at the beginning of May 2002. The favorable
currency impact was due primarily to the weakening of the dollar against the euro. U.S. net revenue
increased 25% to $29.2 billion, while international net revenue grew 32% to $43.8 billion. The net
revenue increase in fiscal 2003 as compared to fiscal 2002 attributable to our acquisition of Compaq
resulted in market share increases in PSG, ESS and HPS and, to a lesser extent, HPFS. IPG also
contributed to the overall net revenue increase in fiscal 2003 due primarily to strong growth in our
printer supplies reflecting higher volumes as a result of continued expansion of the printer hardware
installed base and, to a lesser extent, growth in printer hardware and digital imaging products as well as
synergies resulting from the Compaq acquisition. Declining ASPs due to competitive pricing pressures
and a shift in sales mix to lower-priced products and service offerings moderated our overall net
revenue increases in fiscal 2003.

Gross Margin

The weighted average components of the change in gross margin as a percentage of net revenue
for the fiscal years ended October 31 are as follows:

2004 2003

: Percentage points

Enterprise Storage and Servers . . ... ... o (0.8) 0.1
HP ServiCes . . . oo e e 0.6) —
Personal Systems GTOUD . . . .. oottt e e (0.5) (0.3)
Imaging and Printing GIoup .. .. ..ot e — 0.2)
Software . .. ... — —
HP Financial Services. . . . ... .. i 0 0.4
Corporate Investments & Other . . ... ... ... . .. . . . .. — 0.2
Total HP . e (1.8) 0.2
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Competitive pricing pressures contributed significantly to the gross margin decline in ESS, HPS
and PSG for fiscal 2004 as compared to fiscal 2003. In ESS the competitive environment contributed to
the gross margin decline in the standards based server group along with the storage group. In addition
to competitive pricing pressures, the gross margin decline in HPS reflected mix shifts to lower margin
contracts for technology services and large outsourcing contracts for managed services, which typically
have lower margins in the early stages of their life cycles. Competitive pricing pressures, particularly in
Europe, contributed to the gross margin decline in PSG. IPG gross margin remained flat for fiscal
2004, with the favorable impact from cost reductions and increased shipments in supplies being offset
by a mix shift to lower margin products. HPFS gross margin increased for fiscal 2004 due to higher
portfolio profitability primarily from end-of-lease transactions. In fiscal 2004, gross margin also was
favorably impacted by the currency effects on net revenue resulting primarily from the weakening of
the dollar against the euro.

The gross margin improvement for fiscal 2003 as compared to fiscal 2002 was due to cost
reductions resulting from workforce reductions and initial economies of scale and procurement leverage
resulting from the Compaq acquisition. Declining ASPs due to competitive pricing pressures and a mix
shift toward lower-margin products across most of our segments moderated the overall increase. In
addition, fiscal 2003 gross margin was impacted favorably by currency effects on net revenue resulting
primarily from the weakening of the dollar against the euro, as well as higher cost of sales in fiscal
2002 due to $147 million of inventory adjustments resulting from product roadmap decisions. ESS
showed a slight improvement compared to the prior year period as a result of growth in storage, which
offset the unfavorable impact of a mix shift toward industry standard servers. HPS did not have a
significant impact on the change in gross margin. PSG had a negative impact on gross margin due to an
unfavorable mix shift with increased sales in lower-margin products as a percentage of the overall
business.

Operating Expenses
Research and Development

In comparison to prior years, research and development expense as a percentage of net revenue
decreased in fiscal 2004 and 2003. For fiscal 2004, total research and development spending decreased
as a percentage of net revenue in each of our major segments. The decrease was a result of our focus
on investing in categories of the business that yield stronger long-term returns in the marketplace and
on curtailing spending in the more mature categories of our business, particularly within ESS. In
addition, we continued to realize synergies from the Compaq acquisition during fiscal 2004, and we
have shifted our business towards more standards-based products, leveraging research and development
from our technology partners. These decreases as a percentage of net revenue were moderated by
increased research and development spending in IPG related to strategic initiatives and unfavorable
currency impacts resulting primarily from the weakening of the dollar against the euro. IPG’s increase
in research and development spending was due primarily to our investment in inkjet technology. For
fiscal 2003, the decrease was due primarily to a full year of increased net revenue from our acquisition
of Compagq, combined with the favorable impact of prior year restructuring actions, as well as expense
control measures. In addition, the overall decrease in fiscal 2003 expense was moderated by higher
pension and other post-retirement costs and unfavorable currency effects of the weakening of the dollar
against the euro.
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Selling, General and Administrative

The decline in selling, general and administrative expense as a percentage of net revenue in fiscal
2004 as compared to fiscal 2003 was due primarily to the increase in net revenue outpacing expense
growth. This was in part a result of effective expense controls and workforce reduction measures.
Unfavorable currency impacts moderated the decline due to the weakening of the dollar against the
euro. In fiscal 2003, as compared to fiscal 2002, selling general and administrative expense as a
percentage of net revenue declined slightly. The majority of the change was attributable to our
acquisition of Compaq in May 2002, including our workforce reduction efforts, expense control
measures as well as lower bad debt expense. In addition, fiscal 2003 expense was impacted partially by
unfavorable currency effects primarily from the weakening of the dollar against the euro.

Amortization of Purchased Intangible Assets

The increase in amortization expense in fiscal 2004 as compared to fiscal 2003 was due primarily
to the amortization of intangible assets related to the acquisition of Triaton GmbH, Triaton France SAS
and Triaton N.A., Inc. (USA) (collectively “Iriaton”) in April 2004. The increase in amortization
expense in fiscal 2003 as compared to fiscal 2002 was due primarily to amortization of purchased
intangible assets related to the acquisition of Compaq in May 2002, and to a lesser extent, the
acquisition of Indigo N.V. (“Indigo”) in March 2002. This increase was offset in part by the elimination
of goodwill amortization, as well as the write-off of purchased intangible assets related to our
middleware and storage virtualization offerings in fiscal 2002 that related to the Compaq acquisition
product road map.

Restructuring Charges

HP implemented certain strategic restructuring programs during fiscal years 2003 and 2002. Net
restructuring charges for the 3-year period ended October 31, 2004 aggregated approximately
$2.7 billion, the majority of which related to restructuring of pre-merger HP in connection with the
2002 acquisition of Compag. In fiscal 2003, HP implemented restructuring programs in order to
manage our cost structure and better align it with business conditions. The majority of restructuring
charges incurred during fiscal 2004 represent fiscal 2003 restructuring plan activities that did not meet
the recognition criteria for accrual during 2003 and, accordingly, were charged to expense as incurred
in fiscal 2004, as well as changes in the original estimates for the fiscal 2002 and 2003 plans. These
changes in estimates were related primarily to asset impairments for buildings vacated as a result of the
Compaq acquisition, adjustments to estimates of severance and other employee benefits costs as well as
revisions to contract termination costs.

In addition, HP recorded approximately $1.2 billion of restructuring liability as part of the
acquisition of Compaq and allocated such liability as an element of the original purchase price
allocation in fiscal 2002. Approximately $960 million of this amount related to the restructuring of the
pre-merger Compagq business at the time of the acquisition, and approximately $259 million related to
pre-existing Compagq restructuring liabilities. Downward revisions to the original estimates for these
pre-merger Compag-related restructuring plans have been recorded as decreases to the Compagq-related
goodwill, while increases have been recorded as restructuring expense in the period in which they
occur.

The effect of the restructuring programs put in place as a result of the acquisition of Compaq has
been to reduce costs by removing duplication, leverage the benefits of the larger organization, as well

39




HEWLETT-PACKARD COMPANY AND SUBSIDIARIES

Management’s Discussion and Analysis of
Financial Condition and Results of Operations (Continued)

as streamline and focus the operations of HP. Cost benefits earned from strategic product roadmap
decisions, headcount and facilities reductions and realignment, and more focused and efficient research
and development and sales and marketing programs, have been substantial, as seen in the progressive
lowering of operating expenses as a percentage of net revenue. Of the total $3.5 billion of cost
synergies associated with the Compagq integration completed at the end of fiscal 2003, approximately
$2 billion are the result of these acquisition-related restructuring plans. These efforts not only have
improved profitability but also have allowed HP to target and serve its customers better.

Restructuring liabilities of $288 million at October 31, 2004 are composed primarily of the
remaining cash payments on certain severance benefits for non-U.S. operations and contract
termination costs, including canceled facility leases. These obligations will be largely settled by the end
of fiscal 2010. In addition, approximately $6 million of costs related to the 2003 plans have not yet
been accrued, as the requirements for recognition have not yet been met, and will be charged to
operations as the restructuring activities occur during fiscal 2005.

The following table summarizes the major activities in aggregate and during fiscal 2004, 2003 and
2002 related to restructuring programs:

Aggregate For the fiscal years ended October 31

Total 2004 2003 2002

In millions, except employee data
Workforce reductions (number of employees):

2002 plans—estimate and estimate revisions .. ............ 17,600 — (300) 17,900
2002 plans—exXitS . . . ... (17,600) (100) (4,800) (12,700)
Remainingtoexit., . ... ... ..o i e e —
2003 plans—estimate and estimate revisions . ............. 8,600 (400) 9,000
2003 plans—exits . . .. ... (8,300) (1,300) (7,000)
Remaining toexit. . ... . ... .o v 300

Restructuring program charges:

2003 cost structure realignment charges:

Severance and other benefits . ..................... $ 645 $ 6 $ 639
AsSet ImpaIrments . . .. . ... 77 6 71
Other infrastructure CostS. . . . . v v v v v i v i e et et 67 25 42
Sub-total . . ... e 789 37 752
2002 HP and Compagq restructuring charges:
Severance and other benefits . . .................... $ 1,099 $ 38 $ 32 $ 1,029
Asset IMpairments . . ... ...ttt 611 — 65 546
Other infrastructure costs . . . .. . ... v ot 172 37 (49) 184
Sub-total . . ... . e 1,882 75 48 1,759
2001 restructuring plan charges . . ............ ... .. ... 23 2 — 21
Total ... e e $ 2,694 $ 114 $ 800 $ 1,780
Pre-merger Compagq restructuring plans and goodwill adjustments:
Pre-existing 2001 Compag plan. ... ................ $ 231 R I )] 3 (26) $ 259
2002 Compagplan . ......... ... 795 (71) (94) 960

Total ..o $ 1,02 $ (73) $ (120) $ 1,219




HEWLETT-PACKARD COMPANY AND SUBSIDIARIES

Management’s Discussion and Analysis of
Financial Condition and Results of Operations (Continued)

Workforce Rebalancing

We continue to focus on managing procurement expenses and developing a global delivery
structure to take advantage of regions where advanced technical expertise is available at lower costs. As
part of this effort, we continually evaluate our workforce and make adjustments we deem appropriate.
When we make adjustments to our workforce, we may incur expenses associated with workforce
reductions that delay the financial benefit of a more efficient workforce structure, but we believe that
the fundamental shift to global delivery is crucial to maintaining a long-term competitive cost structure.
In this context, we expect to incur expenses of approximately $200 million in the first half of fiscal 2005
in connection with workforce reductions. Full financial benefits from workforce reductions begin when
aggregate cost savings exceed the separation expenses, which is typically in the quarterly period
following the quarter in which these expenses are incurred.

Acquisition-Related Charges

Acquisition-related charges in fiscal 2004, 2003 and 2002 consist substantially of costs related to the
Compaq acquisition. Acquisition-related charges in fiscal 2004 consisted primarily of the amortization
of deferred compensation, merger-related inventory adjustments and professional fees, while the costs
in fiscal 2003 and fiscal 2002 were attributable primarily to costs incurred for employee retention
bonuses, professional fees and consulting services. Acquisition-related charges in fiscal year 2002 also
included costs incurred for proxy solicitation and advertising for the Compaq acquisition.

In-Process Research and Development Charges

In-process research & development (“IPR&D”) charges are recorded in connection with
acquisitions accounted for as business combinations, as more fully described in Note 5 to the
Consolidated Financial Statements. Research and development projects engaged in by an acquired
company are analyzed as of the acquisition date to determine their current technological feasibility and
possible future alternative uses. Based on an analysis of estimated costs to develop, discounted cash
flows from the projects, revenue estimates related to market size, growth factors, technology trends and
in the absence of alternative future use, HP determines the purchase price amount to be allocated to
IPR&D and records the amount as expense at that time. In fiscal 2004, 2003 and 2002 we recorded
IPR&D charges of $37 million, $1 million and $793 million, respectively, related to acquisitions during
those years.

Interest and Other, Net

Interest and other, net increased $14 million in fiscal 2004 from fiscal 2003. The increase in fiscal
2004 was the result of lower interest expense offset partially by higher currency losses from balance
sheet remeasurement and related hedging strategies. Interest and other, net decreased $31 million in
fiscal 2003 from fiscal 2002. The decline in fiscal 2003 was attributable primarily to increased interest
expense associated with higher average borrowings and lower dividend and other income associated
with our investment activities as compared to fiscal 2002, while lower net currency losses from our
balance sheet remeasurement moderated the decline.

Gains (Losses) on Investments and Early Extinguishment of Debt

The net gain for fiscal 2004 was attributable mainly to the realization of a contingent gain
associated with a prior period divestiture and realized gains from the sale of investments in excess of
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impairment charges. Net losses in fiscal 2003 and 2002 resulted mainly from impairment charges in
excess of gains realized on our investment portfolio. Losses decreased in fiscal 2003 from 2002 while
gains from the early extinguishment of debt under our repurchase program for zero coupon
subordinated convertible notes offset slightly the fiscal 2002 impairment losses.

Our investment portfolio includes equity investments in publicly-traded and privately-held emerging
technology companies. Many of these emerging technology companies are still in the start-up or
development stage. Our investments in these companies are inherently risky because the technologies
or products they have under development are typically in the early stages and may never become
successful. Depending on market conditions, we may incur additional charges on our investment
portfolio in the future.

Dispute Settlement

On May 14, 2004, HP announced that it had resolved a dispute regarding certain contracts with
the Government of Canada. HP Canada agreed to reimburse the Government of Canada the sum of
CDNS$146 million (approximately US$105 million on such date). This settlement resulted in an
additional charge of $70 million in the second quarter of fiscal 2004, as more fully described in Note 17
of the Consolidated Financial Statements in Item 8,

In July 2001, we signed a definitive agreement with Comdisco, Inc. (“Comdisco”) to acquire
substantially all of Comdisco’s business continuity services business. The agreement was subject to the
bankruptcy court sales process and related approvals. In November 2001, the bankruptcy court
announced that we were not selected as the winning bid to acquire Comdisco’s business continuity
services business. In the third quarter of fiscal 2002, we received $14 million in a settlement related to
the termination of the definitive agreement.

Provision for (Benefit from) Taxes

Our effective tax rate on earnings from operations in fiscal 2004, 2003, and 2002 differs from the
U.S. federal statutory rate of 35% due generally to tax rate benefits of certain earnings from operations
in Jower-tax jurisdictions throughout the world for which no U.S. taxes have been provided because
such earnings are planned to be reinvested indefinitely outside the United States. For a full
reconciliation of our effective tax rate to the U.S. federal statutory rate, see Note 12 of the
Consolidated Financial Statements in Item 8.

Our effective tax rate resulted in a 16.7% provision in fiscal 2004 on our pretax earnings, a 12.1%
provision in fiscal 2003 on our pre-tax earnings and an 11.6% benefit in fiscal 2002 on our pre-tax loss.
In fiscal 2004, the tax rate benefited from net favorable adjustments to previously estimated tax
liabilities of $207 million, which decreased the provision for taxes by approximately $0.07 per share.
Excluding these adjustments, our tax rate for fiscal 2004 would have been 21.6%. The most significant
favorable adjustments related to the resolution of a California state income tax audit, a net favorable
revision to estimated tax accruals upon filing the 2003 U.S. income tax return, and a reduction in taxes
on foreign earnings due to a change in regulatory policy. These favorable adjustments were offset in
part by the net effect of smaller adjustments to income tax liabilities in various jurisdictions,

The increase in the overall tax rate in fiscal 2004 from fiscal 2003, and fiscal 2003 from fiscal 2002,
is driven primarily by a decline in the benefit percentage from lower rates in other jurisdictions in both
periods. Lower tax rates in non-U.S. jurisdictions provided a benefit of 15.3% in fiscal 2004, a decline
from a benefit of 23.9% and 36.0% in fiscal 2003 and fiscal 2002, respectively. The major factor causing
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the reduction in this rate benefit percentage in fiscal 2004 and fiscal 2003 from the respective preceding
years is the decline in restructuring and other deductible acquisition-related charges that were incurred
for the most part in higher-tax jurisdictions during those years. In fiscal 2002, operating losses also were

a significant contributor to the tax benefit, offset in part by the impact of non-deductible items,
primarily acquisition-related charges, goodwill amortization and IPR&D charges. '

Combined Company Results

The following discussion includes the combined results of operations of HP and Compagq as if the
acquisition had occurred as of the beginning of fiscal 2002. We have included this additional
information in order to provide further insight into our prior period operating results and trends. This

supplemental information is presented in a manner consistent with the disclosure requirements of

Statement of Financial Accounting Standards (“SFAS”) No. 141, “Business Combinations.” The
combined company results for fiscal 2003 are the same as the historical results, as Compaq was
included for the entire period. Due to different historical fiscal period ends for HP and Compag, the
results for the fiscal year ended October 31, 2002 combine the results of HP for the fiscal year ended
October 31, 2002 and the historical quarterly results of Compaq for the six-month period ended
March 31, 2002 and for the period May 3, 2002 (the acquisition date) to October 31, 2002.

Results of operations for the combined company, in dollars and as a percentage of net revenue,

were as follows:

For the fiscal years ended October 31

2003@ 2002@
In millions

Net TEVENMUE . . . o vttt e e e et e e $73,061 100.0% $72,346 100.0%
Costof salest!) . . . ... . 53,858 73.7% 54311  75.1%
GrosS MAILIL . . . vttt e et et it e 19,203  263% 18,035 24.9%
Research and development . . . .................. ... .. ... 3,651 50% 3,953 5.4%
Selling, general and administrative . ...................... 11,012 15.0% 11,091 15.3%
Amortization of purchased intangible assets. . ............... 563 0.8% 664 0.9%
Restructuring charges . . .. ........... ... L 800 1.1% 1,780 2.5%
Acquisition-related charges . . . .. ....... ... . . 280 0.4% 772 1.1%
In-process research and development charges ............... 1 — 793 1.1%
Earnings (loss) from operations ......................... 2,896 4.0% (1,018) (1.49)%
Interest and other, net . . ....... .. ... 21 — 20 —
Losses on investments and early extinguishment of debt . . ... . .. 29) — (70)  (0.1)%
Dispute settlement . . . ... ... .. . — — 14 —
Earnings (loss) before taxes . ........... .. .. ... . ...... 2,888 40% (1,054) (15%
Provision for (benefit from) taxes . ....................... 349 0.5% (126) (0.2)%
Net earnings (I08S) . . . oottt it e e $ 2,539 35% $ (928) (1.3)%

M Cost of products, cost of services and financing interest.

@ Certain reclassifications have been made to prior fiscal year balances in order to conform to the

current fiscal year presentation.
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Net Revenue

The weighted average components of the increase in net revenue for the fiscal year ended
October 31 were as follows:

2003
Percentage points

Imaging and Printing Group . . . ... ... ... ... 3.0
Enterprise Storage and Servers . ... ... ... (1.0)
Personal Systems Group . . . .. oottt e e 0.9
HP Financial Services. . .. ... v i e (0.2)
SOftWaTe . .. e (0.1)
HP Services . . ... oot —
Corporate Investments & Other ... ... .. ... .. .. ... . . 0.2
Total HP . ..o 1.0

On a combined company basis, net revenue increased 1% (but declined 4% on a constant currency
basis) in fiscal 2003. U.S. net revenue remained essentially flat at $29.2 billion, while international net
revenue increased 1% to $43.8 billion. Overall, the combined company net revenue in fiscal 2003 was
impacted favorably by currency effects, particularly the weakening of the dollar against the euro. Lower
average selling prices due to competitive pricing pressures, a shift in sales mix to lower-priced products
and service offerings and the consolidation of product offerings as a result of post-acquisition product
roadmap decisions moderated the overall increase. The net revenue increase in IPG was driven by
strong growth in printer supplies resulting from a rise in volumes, reflecting continued expansion of the
printer hardware installed base, and to a lesser extent, growth from our business printer hardware and
digital imaging products. The ESS net revenue decline was attributable primarily to a net revenue
decrease in business critical servers due to competitive pricing as well as cautious enterprise capital
spending. The net revenue decline in PSG resulted primarily from lower average selling prices due to
competitive pricing pressure and, to a lesser extent, a decline in volumes in commercial and consumer
desktop PCs. The HPFS net revenue decline was due primarily to a decrease in revenue-generating
assets. HPS net revenue decreased slightly due primarily to declines in the consulting and integration
business, moderated by increases in managed services and technology services net revenue.

Gross Margin

The weighted average components of the increase in gross margin as a percentage of revenue for
the fiscal year ended October 31, 2003 were as follows:

2003
Percentage points

Personal Systems Group . . ... ..ttt 0.5
Imaging and Printing GIOUP . . . . .. oottt et e 0.3
HP Financial ServiCes. . . ... oottt e 0.3
Enterprise Storage and SEIVEIS . . .. .. oottt i e 0.1
Software . ... e 0.1
Corporate Investments & Other ... ... ... ... i, e 0.2
HP Services . . ... (0.1)

Total HP . oo 1.
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Gross margin as a percentage of combined company net revenue improved 1.4 percentage points
in fiscal 2003 as compared to fiscal 2002. Overall, gross margin improvement in fiscal 2003 was
attributable primarily to cost savings resulting from improved cost structures, continued expense control
measures and, to a lesser extent, decreased component prices, moderated by declining average selling
prices due to competitive pricing pressures. The gross margin improvement in PSG was due primarily
to reduced direct and indirect procurement costs, reflecting synergies associated with our acquisition of
Compaq. The improvement in HPFS gross margin was due primarily to reduced bad debt expense
resulting from a stronger portfolio. IPG gross margin improvement was due primarily to the higher-
margin supplies business becoming a greater percentage of IPG net revenue combined with favorable
currency impact on net revenue resulting primarily from the weakening of the dollar against the euro.
ESS’s gross margin improvement primarily reflected cost reductions in the storage and industry
standard server businesses as a result of the Compagq acquisition, offset in part by the product mix shift
away from higher-margin business critical servers toward lower-margin industry standard servers. The
HPS gross margin decline was attributable primarily to competitive pricing pressures and reduced
service levels in the technology services business. In addition, the overall gross margin was impacted
favorably by a 0.2 percentage point improvement attributable primarily to inventory adjustments of
$147 million in fiscal 2002 resulting from product roadmap decisions.

Operating Expenses
Research and Development

Research and development expense decreased 8% in fiscal 2003 as compared to fiscal 2002. The
decrease was attributable primarily to our workforce reduction efforts and expense control measures. In
fiscal 2003, research and development expense decreased in each of our business segments, except for
IPG, in which research and development expense increased by 8%. IPG’s increase in research and
development spending resulted primarily from our continued investment in emerging inkjet technology.
In addition, the overall decrease in fiscal 2003 expense was moderated by higher pension and other
post-retirement costs and unfavorable currency effects of the weakening of the dollar against the euro.

Selling, General and Administrative

Selling, general and administrative expense remained flat in fiscal 2003 as compared to fiscal 2002.
In fiscal 2003, unfavorable currency effects driven mainly by the weakening of the dollar against the
euro, higher sales and marketing costs associated with the company-wide product branding campaign
and higher pension and other post-retirement. costs offset almost entirely the overall decreases
attributable to workforce reduction efforts, expense control measures and lower bad debt expense.

Amortization of Purchased Intangible Assets

Effective in fiscal 2003 (the date of adoption of SFAS No. 142, “Goodwill and Other Intangible
Assets”), we no longer amortize goodwill and instead test goodwill at least annually for impairment. On
a combined company basis, amortization expense decreased by $101 million in fiscal 2003 as compared
to fiscal 2002. The decrease in fiscal 2003 expense was due primarily to the elimination of goodwill
amortization and the write-off of the purchased intangible assets related to our middleware and storage
virtualization offerings in fiscal 2002 as a result of product roadmap decisions in connection with the
Compaq acquisition. ‘
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Restructuring Charges

On a combined company basis, we recorded restructuring charges of $800 million in fiscal 2003
and $1.8 billion in fiscal 2002. A discussion of the fiscal 2003 and 2002 charges recorded by HP is
included in the previous presentation.

Acquisition-Related Charges

In connection with the Compaq acquisition, the combined company incurred acquisition-related
charges of $280 million in fiscal 2003 and $772 million in fiscal 2002, which charges consisted primarily
of costs incurred for employee retention bonuses, consulting services and other professional fees. In
addition, the acquisition-related charges in fiscal 2002 included costs incurred for proxy solicitation and
advertising.

In-Process Research and Development Charges

IPR&D charges are the same on a combined company basis as previously discussed.

Interest and Other, Net

On a combined company basis, interest and other, net remained essentially flat in fiscal 2003. In
fiscal 2003, lower net losses on foreign currency transactions resulting from our balance sheet
remeasurement and related hedging strategies as compared to fiscal 2002 were offset almost entirely by
Iower interest income and higher interest expense on debt.

Losses on Investments and Early Extinguishment of Debt

On a combined company basis, net losses were $29 million in fiscal 2003 and $70 million in fiscal
2002 due generally to the reasons discussed previously.

Dispute Settlement

In fiscal 2002 we recorded settlement income of $14 million, as more fully discussed  previously.

Provision for (Benefit from) Taxes

On a combined company basis, our effective tax rate resulted in a 12.1% provision in fiscal 2003
on our pretax ecarnings and a 12.0% benefit in fiscal 2002 on our pretax loss. Our effective tax rate
differed from the U.S. federal statutory rate of 35% in fiscal 2003 and 2002 due generally to the
reasons discussed previously.

Segment Information

A description of the products and services, as well as year-to-date financial data, for each segment
can be found in Note 18 to the Consolidated Financial Statements in Item 8. We have restated segment
financial data for the fiscal years ended October 31, 2003 and 2002 to reflect changes in HP’s
organizational structure that occurred at the beginning of the first quarter of fiscal 2004. We describe
these changes more fully in Note 18 to the Consolidated Financial Statements in Item 8. We have
presented the business segments in this Form 10-K based on our management organizational structure
as of October 31, 2004, and the distinct nature of various businesses. Future changes to this
organizational structure may result in changes to the reportable segments disclosed. The discussions

46




HEWLETT-PACKARD COMPANY AND SUBSIDIARIES

Management’s Discussion and Analysis of
Financial Condition and Results of Operations (Continued)

below include the results of each of our segments. Supplemental sections of combined company
information that discuss our segment operating results as if HP and Compaq had been combined for all
of fiscal 2002 are presented in a manner consistent with the supplemental combined-company
disclosures included in the consolidated operating results discussion.

Technology Solutions Group

Given the cross-segment linkages in our Adaptive Enterprise offering, and in order to capitalize on
up-selling and cross-selling opportunities, ESS, HPS and Software are structured beneath a broader
Technology Solutions Group (“TSG”). While TSG is not an operating segment, we sometimes provide
financial data aggregating the segments within TSG in order to provide a supplementary view of our
business. Each of the reportable segments of TSG is described in more detail below.

Enterprise Storage and Servers
' For the fiscal years ended October 31

2004 2003 2002
In millions
NELTEVEIUE . o o v ettt ettt et e e ettt e e e e e e $15,152 $14,593 $10,402
Earnings (loss) from operations . .. ....... ... ... ... ... ..., $ 173 § 142 § (308)
Earnings (loss) from operations as a % of net revenue . .......... 11% 1.0% 3.0)%

The components of weighted average net revenue growth, by business unit, for the fiscal years
ended October 31 were as follows:

2004 2003
Percentage points
Industry standard servers . . ... ... .. e e 5.9 29.4
Business critical SEIvers .. ... ... ... (0.5) 4.0
SOTaZE . . o e e (1.6) 6.9
Total ESS .. e e 3.8 40.3

ESS net revenue increased 4% in fiscal year 2004 from fiscal 2003. Revenue on a constant
currency basis decreased 2%. The favorable currency impact was due primarily to the weakening of the
dollar against the euro. In fiscal 2004, ESS performance was hurt in the third fiscal quarter by
execution issues, namely a systems migration in the U.S., channel management issues in EMEA and
weakness in Storage. ESS net revenue growth was, however, helped by industry standard servers’ unit
growth of 22%, which translated to a 12% net revenue increase from fiscal 2003 in that category. Net
revenue in business critical servers declined by 2% in fiscal 2004 as compared to fiscal 2003, reflecting
the ongoing decline of the AlphaServer product line. RISC and Itanium-based servers experienced
revenue growth. We introduced mid-range and high-end Itanium products widely in fiscal year 2004,
and sales continued to increase during the year, with Itanium servers representing 16% of business
critical servers in the fourth fiscal quarter. HP-UX server revenue increased 2% from fiscal 2003, offset
by declines in Alpha as we transition customers to non-Alpha products. NonStop server net revenue
declined 1% from the prior year, reflecting a maturing installed base. Storage net revenue declined 7%,
with declines in both the overall array and tape businesses. Net revenue declines from fiscal 2003 were
due primarily to our exposure to the declining tape market, aggressive pricing, inadequate storage sales
specialists coverage and some product updates that occurred late in fiscal 2004, Growth in storage
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software and network attached storage offset partially the revenue decline in the primary product
groups.

ESS earnings from operations in fiscal 2004 improved by 0.1 percentage points, reflecting a

3.9 percentage point decrease in operating expenses in relation to revenue resulting from effective cost
management and increased volume in the industry standard server business. A decline in gross margin
of 3.8 percentage points offset the decline in operating expenses and volume growth. The gross margin
decline was the result of competitive pressures impacting both the industry standard servers group and
the storage business, along with a mix shift to lower margin products within the business critical servers
group and more generally the continued mix shift towards industry standard servers within the segment.
The business continues to focus on increasing direct sales, improving option attach rates and reducing
warranty costs in order to optimize future gross margins. Additionally, the execution issues of the third
quarter that led to an operating loss in the quarter hampered full year performance.

The increase in ESS year-over-year operating results in fiscal 2003 was due substantially to the
acquisition of Compaq. The significant increases from Compagq’s industry standard server business and
Compaqg’s storage and business critical server businesses were the main contributors to the overall net
revenue growth in fiscal 2003. Although overall unit sales increased due to the acquisition of Compagq,
continued competitive pricing pressures impacted ASPs unfavorably in fiscal 2003. Discontinuance of
HP’s NetServer and certain storage products as part of the post-acquisition product roadmap decisions
moderated volume growth. The improvement in the operating margin ratio was attributable primarily to
workforce reduction activities and effective cost management, offset in part by a decline in gross
margin. The gross margin deterioration reflected competitive pricing pressures and a mix shift toward
industry standard servers, which have significantly lower margins than other products in the segment.

Enterprise Storage and Servers—Supplemental Combined Company Information

We present a supplementary discussion of ESS combined company results below.

Supplemental Combined
Company Information
For the fiscal years ended October 31

2003 2002
In millions
Net TEVEINUE . . o vttt it e et e e e e e $14,593 $15,337
Earnings (loss) from operations . . ... ......... it $ 142 $ (313)
Earnings (loss) from operations as a % of net revenue .......... 1.0% 2.0)%

ESS’s combined company net revenue declined 5% in fiscal 2003. The net revenue decrease in
fiscal 2003 was 10% on a constant currency basis. The favorable currency impact was due primarily to
the weakening of the dollar against the euro. Overall, segment net revenue in fiscal 2003 continued to
be impacted unfavorably by competitive pricing pressures, product roadmap transitions and cautious
enterprise IT spending across all business units and most geographic regions.
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The components of weighted average net revenue growth by business unit were as follows for the
fiscal year ended October 31:

2003

Percentage points
Business critical SEIVErs . ... ... e (CNY)
SEOTAZE - ottt e e e e (0.5)
Industry standard SEIVEIS . .. .. .ot i i e e e 0.7
Other . o e —
Total BSS ..o e (4.9)

The combined company net revenue decline for many business critical server products in fiscal
2003 reflected competitive pricing as well as constraints on enterprise capital spending for large
purchases. Low-end and mid-range UNIX net revenue declined during the period, offset in part by
strong growth in high-end UNIX servers due to continued strength in Superdome products. NonStop
server net revenue declined in fiscal 2003, reflecting weak spending in the telecommunications and
financial services industries. Product roadmap transitions in tape libraries due to our exiting the OEM
business and decreased sales of legacy arrays, offset in part by a mix shift toward EVA products, drove
the storage net revenue decline in fiscal 2003. Unit sales of industry standard servers increased in fiscal
2003 and more than offset the net revenue decline attributable to lower ASPs and a mix shift toward
low-end servers. Despite unit declines in our NetServer products due to the post-acquisition roadmap
decision to discontinue this line of servers, total industry standard server units grew approximately 9%
in the period due to strong worldwide shipments of our ProLiant servers.

Combined company earnings from operations as a percentage of net revenue were 1.0% in fiscal
2003. In fiscal 2003, the operating loss improvement of 3.0 percentage points was due to a
1.7 percentage point decrease in operating expenses as a percentage of net revenue and a
1.3 percentage point increase in gross margin. Cost savings achieved through workforce reductions and
continued cost control measures, offset in part by an unfavorable currency impact, drove the decline in
operating expense as a percentage of net revenue in fiscal 2003. The gross margin improvement in the
period reflected primarily cost reductions resulting from the Compaq acquisition in the storage and
industry standard server businesses, coupled with a product mix shift within business critical servers and
storage. An unfavorable mix shift from low- and mid-range business critical servers toward lower-
margin industry standard servers moderated the gross margin improvements during the period.

HP Services
For the fiscal years ended October 31
2004 2003 2002
In millions
NEt TEVEIUE . . L it e e e et e e e $13,778 $12,357 $9,052
Earnings from operations . ........... ...ttt $ 1,263 $ 1,362 $ 891
Earnings from operations as a % of net revenue ................ 9.2% 11.0% 9.8%
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The components of weighted average net revenue growth by business unit were as follows for the
fiscal years ended October 31:

2004 2003

Percentage points
Managed SeIVICES . . . v v ot e e e 5.8 8.8
Technology SEIVICES . . . . vttt e e e e 53 239
Consulting and integration ... .......... ..ttt i 0.4 37
Other . — 0.1
Total HPS ... e e 11.5 36.5

!l

HPS’ net revenue increased 12% in fiscal 2004 compared to fiscal 2003. On a constant currency
basis, net revenue increased 5% in fiscal 2004. The favorable currency impact was due primarily to the
weakening of the dollar against the euro and the yen. In fiscal 2004, the growth in managed services
was due to increased net revenue from new large outsourcing deals and the expansion of services to
existing customers, as well as the Triaton acquisition. The growth in technology services net revenue
was driven primarily by favorable currency impacts and the Triaton acquisition, along with strength in
integrated support, desktop lifecycle and mission critical support solutions. An increase in core
consulting and integration services contributed to a slight growth in the consulting and integration
business in fiscal 2004, while a decrease in sales of complimentary third-party products impacted net
revenue for this business negatively.

HPS earnings from operations as a percentage of net revenue declined 1.8 percentage points in
fiscal 2004 in part due to the continued growth in managed services, a lower-margin business, becoming
an increasingly larger part of HPS. Operating profit ratio declines in the managed services and
technology services business contributed to the overall segment operating profit ratio decline in fiscal
2004. Large outsourcing contracts at the early stages of their life cycle had lower margins in fiscal 2004,
which drove the decline in the managed services operating profit ratio. In the technology services
business, competitive pricing pressures in both renewals and new contracts and a mix shift from higher
margin support agreements (e.g., Unix) to lower margin contracts (e.g., networking installations and
integrated multi-vendor support offerings) affected the technology services operating profit ratio and to
a lesser degree costs related to the integration of recent acquisitions. The overall operating profit ratio
decline was moderated somewhat by an operating profit ratio improvement in the consulting and
integration business as a result of a sales force focus on HP’s Adaptive Enterprise offerings, customer
relationship management and continued process improvements.

The increase in HPS year-over-year operating results in fiscal 2003 was due substantially to the
acquisition of Compaq. Although the acquisition of Compaq resulted in an increase in services across
all business units in fiscal 2003, our consulting and integration and technology services businesses were
impacted unfavorably by the weak demand for IT infrastructure products, the slowdown of enterprise
spending, and competitive pricing pressures. Our managed services business benefited from the
slowdown in fiscal 2003 as customers reduced costs by outsourcing IT infrastructure. Earnings from
operations as a percentage of net revenue increased in fiscal 2003 as compared to fiscal 2002 due to
expense control measures and workforce reduction initiatives. A shift in the net revenue mix away from
the consulting and integration business, which typically has operating profit ratios lower than the
segment average, also increased the earnings from operations ratio.
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We present a supplementary discussion of HPS combined company results below.

Supplemental Combined
Company Information
For the fiscal years ended October 31

2003 2002
In millions
NEE TEVEIUE &+ o\t et e e e e e et $12,357 $12,368
Earnings from operations . ... ...........couiiiiininann $ 1,362 $ 1,370
Earnings from operations as a % of net revenue .............. 11.0% 11.1%

HPS’ combined company net revenue was essentially flat in fiscal 2003 as compared to fiscal 2002,
On a constant currency basis, net revenue decreased approximately 6% in fiscal 2003. The favorable
currency impact in fiscal 2003 was due primarily to the weakening of the dollar against the euro.

The components of weighted average net revenue growth, by business unit were as follows for the
fiscal year ended October 31:

2003

Percentage points
Consulting and integration .. ... ... .ot e (44)
Technology SEIviCes .. . ... i e 1.6
Managed SEIVICES . . . . v v vttt et e 2.7
Other .o —
Total HPS ..o e e e e 0.1)

A decline in core consulting and integration services drove the combined company net revenue
decrease in the consulting and integration business in fiscal 2003. The decline in core consulting and
integration net revenue reflected competitive pricing pressures and weak demand. An increase in new
and existing large outsourcing deals, reflecting the ongoing mix shift toward larger comprehensive deals
as customers outsourced substantial portions of their IT infrastructure to HP, as well as favorable
currency impacts mentioned above, contributed to the growth in managed services net revenue in fiscal
2003. The growth in technology services net revenue in fiscal 2003 was due primarily to favorable
currency impacts.

Combined company earnings from operations as a percentage of net revenue was 11.0% in fiscal
2003 compared to 11.1% in fiscal 2002. Although the operating profit ratio remained flat in fiscal 2003,
operating expenses decreased as a percentage of net revenue through expense control measures and
workforce reductions initiated in fiscal 2002, as well as reduced costs reflecting synergies associated
with our acquisition of Compag. A favorable business mix shift away from the consulting and
integration business, which typically has an operating profit ratio lower than the segment average,
further helped the overall segment operating profit ratio in the period. An operating profit ratio
decline in the technology services business reduced fiscal 2003 operating margin. Competitive pricing
pressures and reduced service levels had a negative impact on technology services operating margins.
Higher pension and post-retirement costs resulting from fiscal 2003 changes in underlying assumptions,
including a decrease in expected portfolio performance, a decrease in discount rates and an increase in
medical cost trend rates, as well as the extension of participation in pension and post-retirement benefit
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plans to eligible pre-acquisition Compaq employees in the United States not covered by such plans
prior to January 1, 2003 also contributed to the overall segment operating profit ratio decline in fiscal
2003.

Software
For the fiscal years ended October 31
2004 2003 2002
In millions .
NEt TEVEIIUE .« o o v vttt e vt et e e et e e e e $ 922 $ 774 $ 703
Loss from operations . . ... ..ottt $ (145) $ (190) $ (348)
Loss from operations as a % of netrevenue . .................. (15.7)% (24.5)% (49.5)%

In fiscal 2004, Software net revenue increased 19% (16% without acquisitions) from fiscal 2003
and 13% on a constant currency basis. The majority of the currency impact resulted from the
weakening of the dollar against the euro. Of the overall 19% net revenue increase, OpenView, our
management solutions software product line, represented 13% (10% without acquisitions) percentage
points of growth on a weighted average net revenue basis, while OpenCall, our telecommunications
solutions product line, contributed the remaining 6 percentage points of the net revenue increase.
OpenView net revenue growth was the result of market share gains in a growing market along with the
impact of recent acquisitions, which add breadth to our Adaptive Enterprise portfolio. The growth in
OpenCall was due to increased spending in the telecommunications industry, associated with the
adoption of the next generation of network infrastructure.

The operating margin improvement of 8.8 percentage points in fiscal 2004 from fiscal 2003 was
driven primarily by a decrease of operating expense as a percentage of net revenue. The decrease in
operating expense was attributable to effective cost management as operating expenses, particularly
marketing and research and development costs, grew slower than net revenue despite the unfavorable
impact of currency and increased acquisition-related costs. There was some gross margin decline,
resulting from an increasingly competitive pricing environment.

In fiscal year 2003, software net revenue increased by 10% when compared to fiscal 2002, due
primarily to the acquisition of Compaq. Of the overall 10% revenue increase, on a weighted average
basis OpenView represented 6 percentage points of the increase, while OpenCall contributed the
remaining 4 percentage points of the revenue increase. The addition of Compaq products (primarily in
OpenCall) more than offset the decline in sales of similar HP products, which resulted from continued
weakness in the telecommunications industry across all geographical regions. OpenView net revenue
growth was the result of market share gains in a growing market.

In fiscal 2003, the improvement in the operating margin ratio of 25.0 percentage points from fiscal
2002 was attributable primarily to workforce reductions and effective cost management, offset in part
by the unfavorable impact of currency. The gross margin improvement reflected a product mix shift
towards higher margin OpenView products.
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We present a supplementary discussion of Software combined company results below.

Supplemental Combined
Company Information
For the fiscal years ended October 31

2003 2002
In millions
NEUTEVENMUE . . . oot vt i it ne s $ 774 $ 817
Loss from operations . ............. ..ttt $ (190) $ (349)
Loss from operations as a % of netrevenue. . ................ (24.5)% 42.N%

In fiscal 2003, Software combined company net revenue declined 5% compared to fiscal 2002, Of
the overall net revenue decrease, OpenCall accounted for 10 percentage points of the decline on a
weighted average net revenue basis, partially offset by an increase in OpenView net revenue of
5 percentage points. The decline in OpenCall resulted from continued weakness in the
telecommunications industry, across all geographical regions. OpenView net revenue growth was the
result of market share gains in a growing market.

The fiscal 2003 software operating margin improvement of 18.2 percentage points compared to
fiscal 2002 was due to a 9.5 percentage point decrease in operating expense as a percentage of net
revenue, along with an 8.7 percentage points increase in gross margin. Cost savings achieved through
workforce reductions and continued cost control measures, offset in part by the unfavorable impact of
currency, drove the decline in operating expense as a percentage of net revenue in fiscal 2003. The
gross margin improvement reflected a product mix shift towards higher-margin OpenView products.

Personal Systems Group
For the fiscal years ended October 31

2004 2003 2002
In millions
NELTEVENUE . . . vttt ettt et sttt e e e $24,622 $21,210 $14,680
Earnings (loss) from operations .. . .......... .. ... . .. $ 210 $ 22 % (236)
Earnings (loss) from operations as a % of net revenue . .......... 0.9% 0.1% (1.6)%

The components of weighted average net revenue growth, by business unit were as follows for the
fiscal years ended October 31:

2004 2003

Percentage points
Desktop PCs . ..o e e 7.9 21.9
NOteboOK PCs . . oo e e e 71 19.6
Handhelds . .. ..o e e e e e 0.7 2.0
WOTKSEAtIONS © . v v v v e e et et e e e e e e e e e e 04 1.1
10 13 17=) — (0.1)
Total PSG . ot e e e e 16.1 44.5
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PSG’s net revenue increased 16% in fiscal 2004 from fiscal 2003. On a constant currency basis, the
increase was 10%. The favorable currency impact was due primarily to the weakening of the dollar
against the euro. In fiscal 2004, the net revenue increase across all businesses was the result primarily
of an overall 17% volume increase. Volume increases were the result of strong market growth in both
consumer and commercial segments, our re-entry into the China market, and the introduction of new
products such as the media center PCs, widescreen notebook PCs, converged devices and a broader
product line offering in pen-based iPags. In fiscal 2004, consumer and commercial desktop PC volumes
increased 15% and 11%, respectively, while notebook PC volume increased 21%. The volume increase
was moderated by a slight decline in ASPs. The ASP decline was due to a mix shift toward lower-end
personal workstations and iPaq handhelds, as well as component cost declines, and was offset partially
by a strong monitor attach rate in business PCs. Year-over-year net revenue increases in consumer and
commercial desktop PCs were 15% and 12%, respectively, while notebook PC net revenue increased
22%.

PSG’s earnings from operations as a percent of net revenue was 0.9% in fiscal 2004 compared to
0.1% in fiscal 2003. The increase is the result of volume increases and a decline in operating expenses
of 1.3 percentage points, offset by a decline in gross margin of 0.4 percentage points. The operating
expense decline is due to headcount reductions, tightening of administrative costs, lower research and
development spending, and scale efficiencies in selling and marketing costs. The gross margin decline is
due primarily to continued competitive pressures in Europe, expansion into developing markets and a
shift towards lower-end products.

The increase in PSG’s year-over-year operating results in fiscal 2003 was due substantially to the
acquisition of Compagq in fiscal 2002. Although the acquisition of Compagq resulted in an increase in
unit sales, the continued competitive pricing environment impacted ASPs unfavorably in fiscal 2003.
The execution of post-acquisition product roadmap decisions, which included the discontinuance of the
HP Vectra and Jornada product lines, impacted commercial desktop PC and handheld volumes
unfavorably in fiscal 2003. Earnings from operations as a percentage of net revenue increased during
fiscal 2003 due to a decrease in operating expenses, primarily from headcount reductions and tightening
of administrative costs, as well as lower research and development spending and an improvement in
gross margin. The gross margin improvement was the result primarily of our reduced direct and
indirect procurement costs reflecting synergies associated with our acquisition of Compag, as well as a
shift toward our lower-cost direct business.

Personal Systems Group—Supplemental Combined Company Information

We present a supplementary discussion of PSG’s combined compary results below.

Supplemental Combined
Company Information
For the fiscal years ended October 31

2003 2002
In millions
NEt TEVEIIUE © o v et e et e e e $21,210 $21,869
Earnings (loss) from operations . . . ........ ... ... . L, $ 22 $ (367)

Earnings (loss) from operations as a % of net revenue .. ........ 0.1% 1.7)%
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PSG’s combined company net revenue declined 3% in fiscal 2003. The net revenue decrease in
fiscal 2003 was 8% on a constant currency basis. The favorable currency impact was due primarily to
the weakening of the dollar against the euro.

The components of weighted average net revenue growth, by business unit were as follows for the
fiscal year ended October 31:

2003
Percentage points

Desktop PCs . ... ..o (5.8)
Other PSG .. ..o (0.1)
WOLKSEAtIONS . . . . vttt e e (0.1)
Handhelds . . . ... .. e —
Notebook PCs . . . ... 3.
Total PSG .. e 3.0)

The combined company net revenue decline in fiscal 2003 resulted from a decline in average
selling prices across all businesses within PSG and, to a lesser extent, a decline in volumes in
commercial and consumer desktop PCs. The decline in average selling prices during the period was
attributable to the realignment of product prices. The continued mix shift from desktops to notebooks
impacted unfavorably consumer and commercial desktop PC volumes. Additionally, the commercial
desktop PC volume decline in the period was due to the execution of post-acquisition product roadmap
decisions, which included the discontinuance of the HP Vectra product line. Notebook PC volumes
increased in fiscal 2003 compared to the prior year, due-to increased product competitiveness, a
broader product portfolio, and the previously mentioned mix shift from desktops to notebooks, offset in
part the desktop PC decreases. In addition to the increase in notebook PC volumes, handheld volumes
increased due to new product introductions.

The combined company earnings from operations as a percentage of net revenue was 0.1% in
fiscal 2003 compared to a loss of 1.7% in fiscal 2002. In fiscal 2003, an improvement in gross margin as
a percentage of net revenue represented 1.1 percentage points of the 1.8 percentage point increase,
while the remaining 0.7 percentage point increase was due to a decrease in operating expenses as a
percentage of revenue. The gross margin improvement resulted from our reduced direct and indirect
procurement costs, reflecting synergies associated with our acquisition of Compaq, moderated by the
declining ASPs described above. The operating expense improvement resulted from headcount
reductions, tightening of administrative costs and lower research and development expense.

Imaging and Printing Group

For the fiscal years ended October 31

2004 2003 2002
In millions
NELTEVENUE . o o o e oo e e e e e e e e e e e e e $24,199 $22,569 $20,358
Earnings from operations . ................tiiiiia.. $ 3,847  § 3,596 $ 3,365
Earnings from operations as a % of netrevenue. . .............. 15.9% 15.9% 16.5%
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IPG’s net revenue grew 7% in fiscal 2004 and 11% in fiscal 2003. On a constant currency basis,
the net revenue increase was 2% in fiscal 2004 and 5% in fiscal 2003. The favorable currency impact
was due primarily to the weakening of the dollar against the euro.

The components of weighted average net revenue growth, by business unit were as follows for the
fiscal years ended October 31:

2004 2003

Percentage points
Printer supplies . ... ..o e 53 7.6
Business printer hardware. . ....... .. . o 1.7 1.6
Digital imaging products. . . .. ... ... . e — 0.7
Home printer hardware ... ... e e 0.1) 0.5
Other ..o 3 0.5
Total TPG o oo e 7.2 10.9

(l

The growth in printer supplies net revenue in fiscal 2004 reflected higher volumes as a result of
the continued expansion of the printer hardware installed base, due primarily to the strong
performance of color-related products and digital photography initiatives. In fiscal 2004, the growth in
business printer hardware net revenue was attributable to unit volume growth in color laser printers,
business inkjet printers, monochrome laser printers and the increasing demand for multi-function
printers. A continued shift in demand to lower-priced products and a competitive pricing environment
moderated the net revenue increase in business printer hardware during the period. Net revenue
remained unchanged in digital imaging products as a result of growth in camera unit shipments, offset
by a decrease in sales of scanners due to a declining market. The decline in home printer hardware was
driven by decreases in ASPs due to the continued shift in demand to lower-priced products, particularly
in the sub-$200 all-in-one market, as well as a decline in sales of single-function devices.

In fiscal 2004, earnings from operations as a percentage of net revenue were 15.9%, consistent
with fiscal 2003. As a percentage of net revenue, both operating expense and gross margin remained
flat in fiscal 2004 as compared to fiscal 2003. Gross margin improvement in supplies was due in part to
cost reductions and volume increases moderated by a mix shift to lower margin products. Gross margin
improvement also was the result of favorable mix shifts in home printer hardware. Gross margin
declines in digital imaging and business printer hardware, due in part to a shift to lower margin
products in an increasingly competitive pricing environment, moderated the improvement. Within total
operating expense, there was a slight increase in administrative expense, offset by a slight decline in
selling costs, while both research and development costs and marketing costs, as a percentage of net
revenue, remained flat for fiscal 2004.

In fiscal 2003, growth in printer supplies net revenue reflected higher volumes as a result of
continued expansion of the printer hardware installed base. Sales of color and low-end monochrome
printers as well as multi-function printers and digital press products drove the net revenue increase in
business printer hardware during the period. A continued shift in demand to lower-priced products and
a competitive pricing environment moderated the net revenue increase in business printer hardware
during the period. Net revenue growth in digital imaging products in fiscal 2003 was attributable to
sales of newly introduced cameras and Photosmart printers that were part of the segment’s consumer
launch in the last half of fiscal 2002 and new models of cameras and Photosmart printers introduced in
the consumer launch in fiscal 2003, offset in part by a decrease in sales of scanners due to the declining
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scanner market. The net revenue increase in home printer hardware in fiscal 2003 was attributable to a
significant volume increase in all-in-one devices, as well as a shift from single-function printers to multi-
function devices. Decreases in ASPs due to the continued shift in demand to lower-priced products,
particularly in the sub-$200 all-in-one market, as well as decreases in sales of single-function devices,
moderated home printer net hardware revenue growth during the period.

In fiscal 2003, IPG’s earnings from operations as a percentage of net revenue were 15.9%
compared to 16.5% in fiscal 2002. In fiscal 2003, the 0.6 net percentage point decrease in earnings from
operations ratio consisted of a 0.8 percentage point increase in operating expense as a percentage of
revenue, offset by an improvement in gross margin of 0.2 percentage points. The increase in operating
expense as a percentage of net revenue was driven mainly by increased marketing costs associated with
a company-wide product branding campaign and selling costs associated with an increased focus on
commercial sales in the segment, as well as unfavorable currency impacts. Gross margin improved due
primarily to a mix of less low margin hardware, an increase in the supplies business, which typically has
gross margins that exceed the segment average, becoming a greater percentage of total segment net
revenue, as well as a favorable currency impact on net revenue resulting from the strengthening of the
euro as noted above offset partially the operating expense ratio increase. Gross margin decline in
business printer hardware and digital imaging products reflecting a shift to lower priced printing and
imaging products and continued competitive pricing offset partially the gross margin improvement.

Imaging and Printing Group—Supplemental Combined Company Information

As Compagq did not have a comparable imaging and printing business, IPG’s historical results are
not materially different from the combined company results below.
Supplemental Combined

Company Information
For the fiscal years ended October 31

2003 2002
In millions
NEETEVENUE « .« oo v vt et et ettt e e e e e e $22,569 $20,399
Earnings from operations ............ ... ... ... $ 3,596 $ 3,366
Earnings from operations as a % of net revenue .............. 15.9% 16.5%

HP Financial Services

For the fiscal years ended October 31

2004 2003 2002
In millions
NEt TEVENUE . . v vttt ettt e et e ettt e $1,895 $1,921 $1,707
Earnings (loss) from operations . .............. ... ... $ 125 $ 79 $ (134)
Earnings (loss) from operations as a % of net revenue. . .......... 6.6% 4.1% (7.9%

HPFS net revenue decreased 1% in fiscal 2004 compared to fiscal 2003. The decrease resulted
primarily from lower average levels of revenue-generating assets and lower used equipment sales. The
decrease in average assets was due to portfolio amortization and asset sales exceeding new lease
originations throughout most of the year. Lower interest rates also contributed to the net revenue
decrease.
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In fiscal 2004, the 2.5 net percentage point increase in the earnings from operations ratio consisted
of a 1.3 percentage point increase in gross margin and a 1.2 percentage point decrease in operating
expense as a percentage of net revenue. The gross margin improvement was driven by higher portfolio
profitability resulting primarily from end of lease transactions and, to a lesser extent, lower interest
costs as a percentage of net revenue. The gross margin increase was offset in part by higher reserves
related to certain aged receivables, particularly in Europe, the Middle East and Africa (“EMEA”) in
the fourth quarter of fiscal 2004. Cost savings achieved through continued cost controls, offset in part
by an unfavorable currency impact, caused the decline in operating expenses as a percentage of net
revenue. :

The acquisition of Compaq caused a substantial portion of the fluctuation in HPFS operating
results in fiscal 2003 as compared to fiscal 2002. The acquisition resulted in higher revenue-generating
assets; however, a slowdown in lease originations moderated the net revenue increase. In fiscal 2003,
~ earnings from operations as a percentage of net revenue improved from fiscal 2002 due to a significant
reduction in bad debt expense, coupled with a decline in interest costs as a percentage of net revenue.

Financing Originations

For the fiscal years ended October 31

2004 2003 2002
In millions
Total financing originations. . ........ ... .. i $3,852 $3,784 $3,490

New financing originations increased 2% in fiscal 2004 compared to fiscal 2003. The increase
resulted from higher levels of financing in Asia Pacific and a favorable currency impact, offset in part
by a lower penetration rate of HP sales. Originations increased 8% in fiscal 2003 from fiscal 2002 due
to the acquisition of Compaq. The impacts of strengthened credit controls, weakness in the global
economy and lower average selling prices of HP products offset in part the increase in originations.

. Portfolio Assets and Ratios

HPEFS is a financial services organization and, as such, maintains a strategy to generate a
competitive return on equity by effectively leveraging its portfolio against the risks associated with
interest rates and credit. The HPFS business model is asset-intensive, and uses certain internal metrics
to measure its performance against other financial services companies, including a segment balance
sheet that is derived from HP’s internal management reporting system. The accounting policies used to
derive these amounts are substantially the same as those used by the consolidated company. However,
certain intercompany loans and accounts that are reflected in the segment balances are eliminated in
HP’s Consolidated Financial Statements. A reconciliation of segment assets to consolidated total assets
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is included in Note 18 of the Consolidated Financial Statements in Item 8. The portfolio assets and
ratios derived from the segment balance sheet for HPFS were as follows at October 31:

2004 2003

: In millions

POrtfOliO ASSEES . . . v v et e $7,380 $7,171
Allowance for doubtful accounts . . ....... ... ... . . o 213 210
Operating lease equUIPMENt TESEIVE .. . ..o v vttt i 51 30
TOtal TESEIVE . . . . it 264 240
Net portfolio @SSets . .. . vttt e $7,116  $6,931
Reserve coverage . .. ... .. 3.6% 33%
Debt to equity ratio . . ... ..t i e 5.1x 4.5x

@) Portfolio assets include financing receivables of $5.3 billion and net equipment under operating
" leases of $1.4 billion as disclosed in Note 9 of the Consolidated Financial Statements in Item 8, as
well as approximately $400 million of capitalized profit on intercompany equipment transactions
and approximately $300 million of intercompany leases, both of which are eliminated in
consolidation.

Portfolio assets at October 31, 2004 increased 3% from the end of fiscal 2003. The increase
resulted from higher financing originations and a favorable currency impact. The percentage of
portfolio assets reserved increased in fiscal 2004 primarily due to higher reserves related to certain aged
receivables in EMEA, offset in part by the write-off of assets covered by specific reserves.

HPEFES funds its operations mainly through a combination of intercompany debt and working
capital. The portfolio assets and ratios are derived from the segment balance sheet. The increase in the
debt to equity ratio reflects a planned increase in portfolio leverage.

HP Financial Services—Supplemental Combined Company Information

We present a supplementary discussion of HPFS combined company results below:

Supplemental Combined
Company Information
For the fiscal years ended October 31

2003 2002
In millions
NELTEVETIUE . . . o vt et et e e e e e e $1,921 $2,088
Earnings (loss) from operations . .. ........ ... ... $ 79 $ (128)
Earnings (loss) from operations as a % of net revenue . ......... 41% (6.1)%

HPFS combined company net revenue declined 8% in fiscal 2003. Lower lease originations during
fiscal 2003 contributed to the decrease in net revenue. Strengthened credit controls and the ongoing
weakness in the global economy resulted in the decrease in lease originations and the related decrease
in revenue-generating assets. Decreases in ASPs of HP products also were a factor in the decrease in
lease originations in fiscal 2003. Increased revenue from used equipment sales and other mid-term and
end-of-term portfolio activities moderated the net revenue decrease.
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Combined company earnings from operations as a percentage of net revenue were 4.1% in fiscal
2003 compared to a loss of 6.1% in fiscal 2002. In fiscal 2003, a reduction in bad debt expense for
customer write-offs resulting from strengthened global credit standards and a stronger portfolio resulted
in the majority of the operating profit ratio improvement. Lower interest costs as a percentage of net
revenue also had a positive impact on the ratio.

Corporate Investments
For the fiscal years ended October 31

2004 2003 2002
In millions
Net revenue . . . .. e e e e e $ 449 $ 344 $ 288
Loss from Operations . .. .........uuuvnienn e, $(178) $ (161) $(232)
Loss from operations as a % of net revenue . .................. (39.6)%  (46.8)%  (80.6)%

In fiscal 2004, the majority of the net revenue in this segment related to network infrastructure _
products, which grew 27% from fiscal 2003 and was the result of continued enhancements in the overall
product portfolio, particularly in gigabit Ethernet switch products. In fiscal year 2003, the year-over-
year net revenue growth in network infrastructure products was 18% due to increased volumes from a
new product platform.

In fiscal 2004, expenses related to corporate development, global alliances and HP Labs increased
10% from the prior fiscal year. The increase was the result in part of increased investment in strategic
initiatives. In fiscal 2003, expenses related to corporate development, global alliances and HP Labs
decreased 13% from fiscal 2002 due to the winding down of several incubation programs. These
expenses contributed to the majority of the loss in this segment’s results. These expenses were offset in
part by operating profit from network infrastructure product sales for all of the periods presented.
Operating profit for the network infrastructure product group declined slightly in fiscal 2004 due mostly
to increased operating expense levels, primarily related to headcount growth in research and
development, sales and marketing. Operating profit from network infrastructure product sales increased
in fiscal 2003 due in part to the successful launch of a new platform of modular Ethernet switches,
which reduced the overall operating loss for Corporate Investments for that year.

LIQUIDITY AND CAPITAL RESOURCES
American Jobs Creation Act of 2004

Our cash balances are held in numerous locations throughout the world, including substantial
amounts held outside the United States. Most of the amounts held outside the United States could be
repatriated to the United States, but, under current law, would be subject to United States federal
income taxes, less applicable foreign tax credits. Repatriation of some foreign balances is restricted by .
local laws. HP has provided for the United States federal tax liability on these amounts for financial
statement purposes, except for foreign earnings that are considered indefinitely reinvested outside the
United States. ‘

The American Jobs Creation Act of 2004, enacted on October 22, 2004 (the “Jobs Act”), provides
for a temporary 85% dividends received deduction on certain foreign earnings repatriated during a
one-year period. The deduction would result in an approximate 5.25% federal tax rate on the
repatriated earnings. To qualify for the deduction, the earnings must be reinvested in the United States
pursuant to a domestic reinvestment plan established by a company’s chief executive officer and
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approved by its board of directors. Certain other criteria in the Jobs Act must be satisfied as well. The
maximum amount of HP’s foreign earnings that qualify for the temporary deduction is $14.5 billion.
For HP, the one-year period during which the qualifying distributions can be made is fiscal 2005.

HP is in the process of evaluating whether it will repatriate any foreign earnings under the
repatriation provisions of the Jobs Act and, if so, the amount that it will repatriate. The range of
reasonably possible amounts that HP is considering for repatriation, which would be eligible for the
temporary deduction, is zero to $14.5 billion. HP is awaiting the issuance of further regulatory guidance
and passage of statutory technical corrections with respect to certain provisions in the Jobs Act prior to
determining the amounts it will repatriate. If such regulatory guidance or technical corrections are
favorable, HP is likely to repatriate amounts in the high end of our range. HP expects to determine the
amounts and sources of foreign earnings to be repatriated, if any, during the third quarter of fiscal
2005. Use of the funds will be governed by a domestic reinvestment plan, as required by the Jobs Act.

Repatriation of the maximum amount eligible for the temporary deduction, which is $14.5 billion,
could result in additional United States federal income tax expense, which HP currently estimates to be
between $850 million and $925 million, in fiscal 2005. Repatriation also would substantially increase
liquidity in the United States, although use of the additional liquidity would be restricted by the
domestic reinvestment plan. There would be a corresponding reduction in liquidity at HP’s foreign
subsidiaries. Some foreign subsidiaries would be required to borrow in order to repatriate their
earnings to the U.S. We expect HP’s significant positive foreign cash flows would be sufficient to repay
any foreign debt and replenish foreign cash balances over time. Should HP decide not to repatriate
foreign earnings under the Jobs Act, we would meet United States liquidity needs through ongoing cash
flows, external borrowing, or both. We utilize a variety of tax planning and financing strategies in an
effort to ensure that our worldwide cash is available in the locations in which it is needed.

FINANCIAL CONDITION

Our total cash and cash equivalents declined approximately 11%, to $12.7 billion at October 31,
2004 from $14.2 billion at the end of fiscal 2003. Year-over-year net borrowings also declined 5.8%, or
$440 million, to $7.1 billion at October 31, 2004. Improved net earnings in fiscal 2004 helped generate
$5.1 billion in cash from operating activities. The cash generated by operations in fiscal 2004 funded
nearly 77% of the $6.6 billion in fiscal 2004 investing and financing activities, with the remaining 23%
coming from cash reserves due to our strong cash position. The $6.6 billion used for investing and
financing activities includes $4.4 billion for share repurchases and acquisitions during fiscal 2004,
compared to $900 million of share repurchases and acquisitions in fiscal 2003. Our cash position
remains strong and, as previously discussed, our liquidity in the United States may improve in fiscal
2005 due to HP’s alternatives under the repatriation provisions of the Jobs Act. ,
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For the fiscal years ended October 31

2004 2003 2002
In millions
Net cash provided by operating activities . . . .. ................. $5088  $6,057 $5444
Net cash (used in) provided by investing activities ............... (2,454) (1,512) 3,118
Net cash used in financing activities ......................... (4,159) (1,549) (1,567)
Net (decrease) increase in cash and cash equivalents ............. $(1,525)  $ 2,99 $ 6,995
Key Performance Metrics
October 31

. 2004 2003 2002
Days of sales outstanding in accounts receivable . . . .............. .. ... ..... 43 40 42
Daysof supply ininventory . . ... ... i .. 39 37 4
Days of purchases outstanding in accounts payable . . ....................... (52) (56) -(47)
Cash conversion cycle .. ... ... e 30 21 35

Days of sales outstanding in accounts receivable (“DSO”) measures the average number of days
our receivables are outstanding. DSO is calculated by dividing accounts receivable, net of allowance for
doubtful accounts, by a 90-day average net revenue.

Days of supply in inventory (“DOS”) measures the average number of days from procurement to
sale of our product. DOS is calculated by dividing inventory by a 90-day average cost of goods sold.

Days of purchases outstanding in accounts payable (“DPO”) measures the average number of da