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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

(Mark one)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended October 28, 2006

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission file number 0-18225

CISCO SYSTEMS, INC.

(Exact name of Registrant as specified in its charter)

California 77-0059951
(State or other jurisdiction of (I.R.S. Employer

incorporation or organization) Identification Number)
170 West Tasman Drive

San Jose, California 95134
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(Address of principal executive office and zip code)
(408) 526-4000

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. YES x NO ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer x Accelerated Filer © Non-Accelerated Filer ~
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). YES © NO x

As of November 10, 2006, 6,072,718,791 shares of the registrant s common stock were outstanding.

Table of Contents 2



Edgar Filing: CISCO SYSTEMS INC - Form 10-Q

Table of

Part 1.

Item 1.

Item 2.
Item 3.
Item 4.
Part II.
Item 1.
Item 1A.
Item 2.
Item 3.
Item 4.
Item 5.

Item 6.

nien

CISCO SYSTEMS, INC.

FORM 10-Q

FOR THE QUARTER ENDED OCTOBER 28, 2006

INDEX

Financial Information

Financial Statements (Unaudited)

Consolidated Statements of Operations for the three months ended October 28. 2006 and October 29. 2005

Consolidated Balance Sheets at October 28. 2006 and July 29. 2006
Consolidated Statements of Cash Flows for the three months ended October 28. 2006 and October 29, 2005

Consolidated Statements of Shareholders Equity for the three months ended October 28. 2006 and October 29. 2005

Notes to Consolidated Financial Statements

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

Quantitative and Qualitative Disclosures About Market Risk
Controls and Procedures

Other Information

Legal Proceedings

Risk Factors

Unregistered Sales of Equity Securities and Use of Proceeds
Defaults Upon Senior Securities

Submission of Matters to a Vote of Security Holders

Other Information

Exhibits

Signature

Table of Contents

Page

N O B W

49
52

53
54
69
69
69
69
70
71



Edgar Filing: CISCO SYSTEMS INC - Form 10-Q

Table of Conten

Item 1. Financial Statements (Unaudited)

CONSOLIDATED STATEMENTS OF OPERATIONS

NET SALES:
Product
Service

Total net sales

COST OF SALES:
Product
Service

Total cost of sales

GROSS MARGIN

OPERATING EXPENSES:

Research and development

Sales and marketing

General and administrative

Amortization of purchased intangible assets
In-process research and development

Total operating expenses

OPERATING INCOME

Interest income, net
Other income (loss), net

Interest and other income (loss), net

PART I. FINANCIAL INFORMATION

CISCO SYSTEMS, INC.

(in millions, except per-share amounts)

(Unaudited)

INCOME BEFORE PROVISION FOR INCOME TAXES

Provision for income taxes

NET INCOME

Net income per share  basic

Table of Contents

Three Months Ended
October 28, October 29,
2006 2005

$ 6,940 5,491
1,244 1,059
8,184 6,550

2,499 1,751
452 389
2,951 2,140
5,233 4,410
1,083 996
1,686 1,453
364 278
105 59

4 2

3,242 2,788
1,991 1,622
157 154
28 (17

185 137
2,176 1,759
568 498

$ 1,608 1,261
$ 027 0.20
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Net income per share diluted $ 0.26
Shares used in per-share calculation  basic 6,061
Shares used in per-share calculation diluted 6,199

See Notes to Consolidated Financial Statements.
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CISCO SYSTEMS, INC.
CONSOLIDATED BALANCE SHEETS
(in millions, except par value)

(Unaudited)

ASSETS

Current assets:

Cash and cash equivalents

Investments

Accounts receivable, net of allowance for doubtful accounts of $180 at October 28, 2006 and $175 at July 29,
2006

Inventories

Deferred tax assets

Prepaid expenses and other current assets

Total current assets

Property and equipment, net
Goodwill

Purchased intangible assets, net
Other assets

TOTAL ASSETS

LIABILITIES AND SHAREHOLDERS EQUITY
Current liabilities:

Accounts payable

Income taxes payable

Accrued compensation

Deferred revenue

Other accrued liabilities

Total current liabilities
Long-term debt

Deferred revenue

Other long-term liabilities

Total liabilities

Minority interest

Shareholders equity:

Preferred stock, no par value: 5 shares authorized; none issued and outstanding

Common stock and additional paid-in capital, $0.001 par value: 20,000 shares authorized; 6,062 and 6,059
shares issued and outstanding at October 28, 2006 and July 29, 2006, respectively

Accumulated deficit

Accumulated other comprehensive income

Total shareholders equity

Table of Contents

October 28,
2006

$ 4313
15,207

3,091
1,477
1,582
1,581

27,251
3,444
9,298
2,065
2,850

$ 44908

$ 869
1,605
1,487
4,546
2,774

11,281
6,455
1,219

410

19,365

14

25,419
(233)
343

25,529

July 29,
2006

$ 3297
14,517

3,303
1,371
1,604
1,584

25,676
3,440
9,227
2,161
2,811

$43315

$ 880
1,744
1,516
4,408
2,765

11,313
6,332
1,241

511

19,397

24,257
(617)
272

23,912
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TOTAL LIABILITIES AND SHAREHOLDERS EQUITY $ 44908 $43315

See Notes to Consolidated Financial Statements.
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CISCO SYSTEMS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in millions)

(Unaudited)
Three Months Ended
October 28, October 29,
2006 2005

Cash flows from operating activities:
Net income $ 1,608 $ 1,261
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 348 258
Employee share-based compensation expense 225 317
Share-based compensation expense related to acquisitions and investments 10 28
Provision for doubtful accounts 6 11
Provision for inventory 56 47
Deferred income taxes 60 125
Excess tax benefits from share-based compensation (151) 40)
In-process research and development 4 2
Net (gains) losses and impairment charges on investments (48) 11
Change in operating assets and liabilities, net of effects of acquisitions:
Accounts receivable 206 (135)
Inventories (162) (65)
Prepaid expenses and other current assets (16) “41)
Lease receivables, net 22) (26)
Accounts payable (11) (14)
Income taxes payable 48 4
Accrued compensation (29) (124)
Deferred revenue 116 (248)
Other liabilities 23 31
Net cash provided by operating activities 2,271 1,402
Cash flows from investing activities:
Purchases of investments 4,771) (7,973)
Proceeds from sales and maturities of investments 4,268 7,335
Acquisition of property and equipment (214) (215)
Acquisition of businesses, net of cash and cash equivalents acquired (121) (122)
Change in investments in privately held companies (48) (18)
Purchase of minority interest of Cisco Systems, K.K. (Japan) 25)
Other 41) (105)
Net cash used in investing activities 927) (1,123)
Cash flows from financing activities:
Issuance of common stock 1,019 136
Repurchase of common stock (1,500) (3,500)
Excess tax benefits from share-based compensation 151 40
Other 2 7
Net cash used in financing activities (328) (3,317)
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Net increase (decrease) in cash and cash equivalents 1,016
Cash and cash equivalents, beginning of period 3,297
Cash and cash equivalents, end of period $ 4313

See Notes to Consolidated Financial Statements.
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CISCO SYSTEMS, INC.

CONSOLIDATED STATEMENTS OF SHAREHOLDERS

(in millions)

(Unaudited)
Shares Common Stock
of and
Common Additional
Three Months Ended October 29, 2005 Stock Paid-In Capital
BALANCE AT JULY 30, 2005 6,331 $ 22,394
Net income
Change in unrealized gains and losses on investments,
net of tax
Other
Comprehensive income
Issuance of common stock 16 136
Repurchase of common stock (194) (687)
Tax benefits from employee stock incentive plans 55
Purchase acquisitions 1 24
Employee share-based compensation expense 311
Share-based compensation expense related to
acquisitions and investments 28
BALANCE AT OCTOBER 29, 2005 6,154 $ 22,261
Common
Stock
Shares and
of Additional
Common Paid-In
Three Months Ended October 28, 2006 Stock Capital
BALANCE AT JULY 29, 2006 6,059 $ 24,257
Net income
Change in unrealized gains and losses on investments,
net of tax
Comprehensive income
Issuance of common stock 69 1,019
Repurchase of common stock (66) (276)
Tax benefits from employee stock incentive plans 182
Purchase acquisitions 2
Employee share-based compensation expense 225
Share-based compensation expense related to
acquisitions and investments 10
BALANCE AT OCTOBER 28, 2006 6,062 $ 25,419

Supplemental Information

Table of Contents

Retained
Earnings
(Accumulated
Deficit)
$ 506

1,261

(2,813)

$ (1,046)

Accumulated
Deficit
$ (617)
1,608

(1,224)

$ (233)

EQUITY

Accumulated

Other
Comprehensive
Income
$ 274

(67)
15

$ 222

Accumulated
Other
Comprehensive
Income
$ 272

71

$ 343

Total
Shareholders
Equity
$ 23,174

1,261

(67
15

1,209

136
(3,500)

55

24

311

28

$ 21,437

Total
Shareholders
Equity
$ 23,912

1,608

71
1,679

1,019
(1,500)
182

225

$ 25529

10
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In September 2001, the Company s Board of Directors authorized a stock repurchase program. As of October 28, 2006, the Company s Board of
Directors had authorized an aggregate repurchase of up to $40 billion of common stock under this program. In addition, on November 15, 2006,
the Company s Board of Directors authorized the repurchase of up to an additional $7 billion of the Company s common stock with no
termination date. For additional information regarding stock repurchases, see Note 9 to the Consolidated Financial Statements. The purchase

price of shares of common stock repurchased was reflected as (i) a reduction to retained earnings until retained earnings were zero and then as an
increase to accumulated deficit and (ii) a reduction of common stock and additional paid-in capital. Issuance of common stock and the tax

benefit related to employee stock incentive plans are recorded in shareholders equity as an increase to common stock and additional paid-in
capital. The stock repurchases since the inception of this program are summarized in the table below (in millions):

Shares Retained
of Earnings
Common Stock
Common and Additional (Accumulated
Stock Paid-In Capital Deficit)
Repurchases of common stock 1,997 $ 6,570 $ 30,378

See Notes to Consolidated Financial Statements.
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Accumulated

Other

Comprehensive

Income

$

Total
Shareholders

Equity
$ 36,948

11
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
1. Description of Business

Cisco Systems, Inc. (the Company or Cisco ) designs, manufactures, and sells networking and other products related to the communications and
information technology industry and provides services associated with these products and their use. The Company s products are installed at
corporations, public institutions, telecommunications companies, commercial businesses and personal residences. Cisco provides a broad line of
products for transporting data, voice, and video within buildings, across campuses, and around the world.

On February 24, 2006, the Company completed the acquisition of Scientific-Atlanta, Inc. ( Scientific-Atlanta ), a provider of set-top boxes,
end-to-end video distribution networks, and video system integration. With this acquisition, the Company has enhanced its video capabilities to
help enable the convergence of data, voice and video technologies. The Company seeks to have further strategic business relationships with key
service provider customers, and to reach a broad range of consumers with its enhanced product line following the acquisition.

2. Summary of Significant Accounting Policies

Fiscal Year

The Company s fiscal year is the 52 or 53 weeks ending on the last Saturday in July. Fiscal 2007 and fiscal 2006 are 52-week fiscal years.
Basis of Presentation

The accompanying financial data as of October 28, 2006 and for the three months ended October 28, 2006 and October 29, 2005 has been
prepared by the Company, without audit, pursuant to the rules and regulations of the Securities and Exchange Commission (SEC). Certain
information and footnote disclosures normally included in financial statements prepared in accordance with accounting principles generally
accepted in the United States have been condensed or omitted pursuant to such rules and regulations. The July 29, 2006 Consolidated Balance
Sheet was derived from audited financial statements, but does not include all disclosures required by accounting principles generally accepted in
the United States. However, the Company believes that the disclosures are adequate to make the information presented not misleading. These
Consolidated Financial Statements should be read in conjunction with the Consolidated Financial Statements and the notes thereto, included in
the Company s Annual Report on Form 10-K for the fiscal year ended July 29, 2006.

In the opinion of management, all adjustments (which include normal recurring adjustments, except as disclosed herein) necessary to present a
fair statement of financial position as of October 28, 2006, results of operations, cash flows, and shareholders equity for the three months ended
October 28, 2006 and October 29, 2005, as applicable, have been made. The results of operations for the three months ended October 28, 2006
are not necessarily indicative of the operating results for the full fiscal year or any future periods.

Computation of Net Income per Share

Basic net income per share is computed using the weighted-average number of common shares outstanding during the period. Diluted net
income per share is computed using the weighted-average number of common shares and dilutive potential common shares outstanding during
the period. Dilutive potential common shares primarily consist of employee stock options, restricted common stock and restricted stock units.

Table of Contents 12
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Statement of Financial Accounting Standards No. 128, Earnings per Share, requires that employee equity share options, nonvested shares, and
similar equity instruments granted by the Company be treated as potential common shares outstanding in computing diluted earnings per share.
Diluted shares outstanding include the dilutive effect of in-the-money options which is calculated based on the average share price for each
fiscal period using the treasury stock method. Under the treasury stock method, the amount the employee must pay for exercising stock options,
the amount of compensation cost for future service that the Company has not yet recognized, and the amount of tax benefits that would be
recorded in additional paid-in capital when the award becomes deductible are assumed to be used to repurchase shares.

Recent Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board (FASB) issued Financial Interpretation No. 48, Accounting for Uncertainty in Income
Taxes an interpretation of FASB Statement No. 109 ( FIN 48 ), which is a change in accounting for income taxes. FIN 48 specifies how tax
benefits for uncertain tax positions are to be recognized, measured, and derecognized in financial statements; requires certain disclosures of
uncertain tax matters; specifies how reserves for uncertain tax positions should be classified on the balance sheet; and provides transition and
interim-period guidance, among other provisions. FIN 48 is effective for fiscal years beginning after December 15, 2006 and as a result, is
effective for the Company in the first quarter of fiscal 2008. The Company is currently evaluating the impact of FIN 48 on its Consolidated
Financial Statements.

In September 2006, the SEC issued Staff Accounting Bulletin No. 108 ( SAB 108 ), Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements. SAB 108 provides interpretative guidance on the process of quantifying
financial statement misstatements and is effective for fiscal years ending after November 15, 2006. The Company applied the provisions of SAB
108 in the first quarter of fiscal 2007 and there was no impact to the Consolidated Financial Statements.

Reclassifications

Certain reclassifications have been made to prior period amounts in order to conform to the current period s presentation.
3. Business Combinations

Purchase Acquisitions

A summary of the purchase acquisitions and asset purchases for the three months ended October 28, 2006 is as follows (in millions):

In-Process Purchased

Purchase Liabilities R&D Intangible
Consideration Assumed Expense Assets Goodwill
Arroyo Video Solutions, Inc. $ 86 $ 1 $ 3 $ 25 $ 57
Other 38 2 1 20 19
Total $ 124 $ 3 $ 4 $ 45 $ 76

Acquisition of Arroyo Video Solutions, Inc. to help enable carriers to accelerate the creation and distribution of network-delivered
entertainment, interactive media and advertising services across the growing portfolio of televisions, personal computers, and mobile
handsets

Table of Contents 13
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Under the terms of the definitive agreements related to the acquisitions and asset purchases, the purchase consideration consisted of cash and
stock options assumed. The purchase consideration for the Company s acquisitions and asset purchases is also allocated to tangible assets
acquired. The Consolidated Financial Statements include the operating results of each business from the date of acquisition. Pro forma results of
operations for the acquisitions completed during the three months ended October 28, 2006 have not been presented because the effects of the
acquisitions, individually or in the aggregate were not material to the Company s results.

Pro Forma Financial Information

The financial information in the table below summarizes the combined results of operations of Cisco and Scientific-Atlanta, on a pro forma
basis, as though the companies had been combined at the beginning of fiscal 2006. The pro forma financial information for the three months
ended October 29, 2005 combines the historical results of operations of Cisco for the three months ended October 29, 2005, with the historical
results of operations of Scientific-Atlanta for the three months ended September 30, 2005.

The pro forma financial information is presented for informational purposes only and is not indicative of the results of operations that would
have been achieved if the acquisition of Scientific-Atlanta and issuance of $6.5 billion of debt (see Note 7 to the Consolidated Financial
Statements) had taken place at the beginning of fiscal 2006. The debt was issued to finance the acquisition of Scientific-Atlanta as well as for
general corporate purposes. For the purposes of this pro forma financial information, the interest expense on the entire debt, including the effects
of hedging, was included in the pro forma financial adjustments. The pro forma financial information for the three months ended October 29,
2005 also includes the purchase accounting adjustments on historical Scientific-Atlanta inventory, adjustments to depreciation on acquired
property and equipment, a charge for in-process research and development, amortization charges from acquired intangible assets, adjustments to
interest income, and related tax effects.

The following table summarizes the pro forma financial information (in millions, except per-share amounts):

Three Months
Ended
October 29,
2005
Net sales $ 7,040
Net income $ 1,104
Net income per share basic $ 0.18
Net income per share diluted $ 0.17

In-Process Research and Development

The Company s methodology for allocating the purchase price for purchase acquisitions to in-process research and development ( in-process
R&D ) is determined through established valuation techniques. In-process R&D is expensed upon acquisition because technological feasibility
has not been established and no future alternative uses exist. Total in-process R&D expense for the three months ended October 28, 2006 and
October 29, 2005 was $4 million and $2 million, respectively.

Table of Contents 15
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Purchased Intangible Assets

The following table presents details of the purchased intangible assets acquired during the three months ended October 28, 2006 (in millions,
except years):

Customer
Technology Relationships Total
Weighted Weighted
Average Average
Useful Life Useful Life
(in Years) Amount (in Years) Amount Amount
Arroyo Video Solutions, Inc. 5.0 $ 14 7.0 $ 11 $ 25
Other 4.0 16 5.0 4 20
$ 30 $ 15 $ 45
The following tables present details of the Company s purchased intangible assets (in millions):
Accumulated
October 28, 2006 Gross Amortization Net
Technology $ 1,008 $ (295) $ 713
Customer relationships 1,550 (235) 1,315
Other 140 (103) 37
Total $ 2,698 $ (633) $2,065
Accumulated
July 29, 2006 Gross Amortization Net
Technology $ 1,052 $ (302) $ 750
Customer relationships 1,535 (175) 1,360
Other 164 (113) 51
Total $2,751 $ (590) $2,161

The estimated future amortization expense of purchased intangible assets as of October 28, 2006 is as follows (in millions):

Fiscal Year Amount
2007 (remaining nine months) $ 391
2008 477
2009 393

Table of Contents 16
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2010 283

2011 214

Thereafter 307

Total $ 2,065
10
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Goodwill

The following table presents the changes in goodwill allocated to the Company s reportable segments during the three months ended October 28,
2006 (in millions):

Balance at Balance at
July 29, October 28,
2006 Acquisitions Other 2006

United States and Canada $ 6,778 $ 49 $(5) $ 6,822
European Markets 1,127 14 1,141
Emerging Markets 292 3 295
Asia Pacific 277 7 284
Japan 753 3 756
Total $ 9227 $ 76 $(5) $ 9,298

Compensation Expense Related to Acquisitions and Investments

The following table presents the compensation expense related to acquisitions and investments (in millions):

Three Months Ended
October 28, October 29,

2006 2005
Share-based compensation expense related to acquisitions and investments $10 $ 28
Cash compensation expense related to acquisitions and investments 11 12
Total $21 $ 40

Beginning in fiscal 2006, share-based compensation related to acquisitions and investments is measured under SFAS 123(R) and includes
deferred share-based compensation relating to acquisitions completed prior to fiscal 2006. As of October 28, 2006, the remaining balance of
share-based compensation related to acquisitions and investments to be recognized over the vesting periods was approximately $66 million.

In connection with the Company s purchase acquisitions and asset purchases, the Company has agreed to pay certain additional amounts of up to
$97 million in cash contingent upon achieving certain agreed-upon technology, development, product, or other milestones or continued
employment of certain employees with the Company. In each case, any additional amounts paid will be recorded as compensation expense.
During the three months ended October 28, 2006, the Company recorded $8 million of additional compensation expense pursuant to these
agreements. As of October 28, 2006, the Company has recorded an aggregate of $29 million of additional compensation expense pursuant to
these agreements.

In connection with the Company s acquisitions of variable interest entities, the Company has agreed to pay certain additional amounts of up to
$180 million in cash contingent upon achieving certain agreed-upon technology, development, product, or other milestones or continued
employment of certain employees with the Company. In each case, any additional amounts paid will be recorded as compensation expense.
During the three months ended October 28, 2006, the Company recorded $3 million of additional compensation expense pursuant to these
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agreements. As of October 28, 2006, the Company has recorded an aggregate of $29 million of additional compensation expense pursuant to
these agreements.

11
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CISCO SYSTEMS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

4. Balance Sheet Details

The following tables provide details of selected balance sheet items (in millions):

Inventories:

Raw materials

Work in process

Finished goods:

Distributor inventory and deferred cost of sales
Manufacturing finished goods

Total finished goods

Service-related spares
Demonstration systems

Total

Property and equipment, net:

Land, buildings, and leasehold improvements
Computer equipment and related software
Production, engineering, and other equipment
Operating lease assets

Furniture and fixtures

Less accumulated depreciation and amortization
Total

Other assets:

Deferred tax assets

Investments in privately held companies
Income tax receivable

Lease receivables, net

Other

Total

Deferred revenue:

Service

Product:

Unrecognized revenue on product shipments and other deferred revenue

Table of Contents

October 28,
2006

$ 155
402

424
272

696

190
34

$ 1,477

$ 3,674
1,382
3,816

155
365

9,392
(5,948)

$ 3444
$ 943
618
277

468
544

$ 2,850

$ 4,032

1,248

July 29,
2006

$ 131
377

423
236

659

170
34

$ 1,371

$ 3,647
1,352
3,678

153
363

9,193
(5,753)

$ 3,440
$ 983
574
279

464
511

$ 2,811

$ 4,088

1,156
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Cash receipts related to unrecognized revenue from two-tier distributors
Total product deferred revenue
Total

Reported as:
Current
Noncurrent

Total

12
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485

1,733

5,765

4,546
1,219

5,765

405

1,561

$ 5,649
$ 4,408
1,241

$ 5,649
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CISCO SYSTEMS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

5. Lease Receivables, Net

Lease receivables represent sales-type and direct-financing leases resulting from the sale of the Company s and complementary third-party
products and services. These lease arrangements typically have terms from two to three years and are generally collateralized by a security
interest in the underlying assets. The current portion of lease receivables, net, is recorded in prepaid expenses and other current assets, and the
noncurrent portion is recorded in other assets in the Consolidated Balance Sheets. The net lease receivables are summarized as follows (in

millions):

October 28,
2006

Gross lease receivables $ 975
Unearned income and other allowances (181)
Total $ 794
Reported as:
Current $ 326
Noncurrent 468
Total $ 794

Contractual maturities of the gross lease receivables at October 28, 2006 were as follows (in millions):

Fiscal Year

2007 (remaining nine months)
2008

2009

2010

2011

Thereafter

Total
Actual cash collections may differ from the contractual maturities due to early customer buyouts, refinancings, or defaults.
6. Investments

The following tables summarize the Company s investments (in millions):

October 28, 2006

Table of Contents

July 29,
2006
$ 960
(188)
$ 772
$ 308
464
$ 772
Amount
$ 326
306
201
97

37

8

$ 975

22



Edgar Filing: CISCO SYSTEMS INC - Form 10-Q

Fixed income securities:

U.S. government notes and bonds

Corporate notes, bonds, and asset-backed securities
Municipal notes and bonds

Total fixed income securities
Publicly traded equity securities

Total

Table of Contents

Amortized
Cost

$ 5451
7,607
1,474

14,532
440

$ 14972

13

Gross
Unrealized
Gains

$ 12
6

18
299

$ 317

Gross
Unrealized
Losses

$ (22
(56)

(73)
)

$ (82)

Fair
Value

$ 5441
71,557
1,474

14,472
735

$ 15,207
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CISCO SYSTEMS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)
Gross Gross Fair
Amortized Unrealized Unrealized

July 29, 2006 Cost Gains Losses Value
Fixed income securities:
U.S. government notes and bonds $ 5,179 $ 3 $ 47) $ 5,135
Corporate notes, bonds, and asset-backed securities 7,950 2 (88) 7,864
Municipal notes and bonds 809 3) 806
Total fixed income securities 13,938 5 (138) 13,805
Publicly traded equity securities 467 252 @) 712
Total $ 14,405 $ 257 $ (145) $14,517

The following table summarizes the maturities of the Company s fixed income securities at October 28, 2006 (in millions):

Amortized Fair

Cost Value
Less than 1 year $ 3,467 $ 3,460
Due in 1 to 2 years 4,090 4,075
Due in 2 to 5 years 5,204 5,165
Due after 5 years 1,771 1,772
Total $ 14,532 $ 14,472

Actual maturities may differ from the contractual maturities because borrowers may have the right to call or prepay certain obligations.
7. Long-Term Debt

In February 2006, the Company issued $500 million of senior floating interest rate notes due 2009 (the 2009 Notes ), $3.0 billion of 5.25% senior
notes due 2011 (the 2011 Notes ) and $3.0 billion of 5.50% senior notes due 2016 (the 2016 Notes ), for an aggregate principal amount of $6.5
billion. The 2011 Notes and the 2016 Notes are redeemable by the Company at any time, subject to a make-whole premium. To achieve its

interest rate objectives, the Company entered into $6.0 billion notional amount of interest rate swaps. In effect, these swaps convert the fixed
interest rates of the 2011 Notes and the 2016 Notes to floating interest rates based on the London Interbank Offered Rate (LIBOR). Gains and
losses in the fair value of the interest rate swaps offset changes in the fair value of the underlying debt. See Note 8§ to the Consolidated Financial
Statements. The Company was in compliance with all debt covenants as of October 28, 2006.
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The following table summarizes the Company s long-term debt (in millions, except percentages):

October 28, 2006 July 29, 2006
Effective Effective

Amount Rate(1) Amount Rate(1)
Senior notes:
2009 Notes $ 500 5.48% $ 500 5.27%
2011 Notes 3,000 5.60% 3,000 5.39%
2016 Notes 3,000 5.83% 3,000 5.62%
Total senior notes 6,500 6,500
Other notes 5 5
Unamortized discount (18) (18)
Fair value adjustment (32) (155)
Total $ 6,455 $6,332

(1) The effective rates for the 2011 Notes and the 2016 Notes reflect the variable rate in effect as of the period end on the interest rate swaps designated as fair
value hedges of those notes, including the amortization of the discount.

Interest is payable quarterly on the 2009 Notes and semi-annually on the 2011 Notes and 2016 Notes. Interest expense, net of the effect of

hedging, was $94 million for the first quarter of fiscal 2007 and was included in interest income, net in the Consolidated Statements of

Operations. Cash paid for interest during the three months ended October 28, 2006 was $166 million. There was no interest expense or cash paid

for interest during the three months ended October 29, 2005.

8. Commitments and Contingencies
Operating Leases

The Company leases office space in several U.S. locations. Outside the United States, larger sites include Australia, Belgium, Canada, China,
France, Germany, India, Italy, Japan, and the United Kingdom. Future annual minimum lease payments under all noncancelable operating leases
with an initial term in excess of one year as of October 28, 2006 were as follows (in millions):

Fiscal Year Amount
2007 (remaining nine months) $ 191
2008 185
2009 148
2010 129
2011 115
Thereafter 618
Total $ 1,386
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Purchase Commitments with Contract Manufacturers and Suppliers

The Company purchases components from a variety of suppliers and uses several contract manufacturers to provide manufacturing services for
its products. During the normal course of business, in order to manage manufacturing lead times and help ensure adequate component supply,
the Company enters into agreements with contract manufacturers and suppliers that either allow them to procure inventory based upon criteria as
defined by the Company or that establish the parameters defining the Company s requirements. In certain instances, these agreements allow the
Company the option to cancel, reschedule, and adjust the Company s requirements based on its business needs prior to firm orders being placed.
Consequently, only a portion of the Company s reported purchase commitments arising from these agreements are firm, noncancelable, and
unconditional commitments. As of October 28, 2006, the Company had total purchase commitments for inventory of approximately $2.3 billion,
compared with $2.0 billion as of July 29, 2006.

In addition to the above, the Company records a liability for firm, noncancelable, and unconditional purchase commitments for quantities in
excess of its future demand forecasts consistent with the Company s allowance for inventory. As of October 28, 2006, the liability for these
purchase commitments was $146 million, compared with $148 million as of July 29, 2006, and was included in other accrued liabilities.

Nuova Systems, Inc.

In the first quarter of fiscal 2007, the Company made an investment in Nuova Systems, Inc. ( Nuova Systems ), which conducts research and
development on data center-related products. As a result of this investment, the Company owns approximately 80% of Nuova Systems and has
consolidated the results of Nuova Systems in the Company s Consolidated Financial Statements beginning in the first quarter of fiscal 2007. This
investment includes $50 million of funding and a license to certain of the Company s technology. In addition, upon the occurrence of certain
events, the Company has committed up to $42 million of additional funding to Nuova Systems.

In connection with this investment, the Company and Nuova Systems have entered into a call option agreement that provides the Company with
the right to purchase the remaining interests of approximately 20% in Nuova Systems. If exercised by the Company, the call option provides that
the minority interest holders would be eligible to receive two milestone payments based on a formula set forth in the call option agreement. The
amounts due under the milestone payments will be recognized by the Company when it is determined that the exercise of the call option is
probable. These amounts will be recorded as compensation expense based on an estimate of the fair value of the amounts earned by the minority
interest holders pursuant to a vesting schedule. Subsequent changes to the fair value of the amounts probable of being earned and the continued
vesting will result in adjustments to the recorded compensation expense. If the Company exercises the call option, the potential amount recorded
as compensation expense would be up to a maximum of $578 million.

Other Commitments

The Company has entered into an agreement to invest approximately $800 million in venture funds managed by SOFTBANK Corp. and its
affiliates ( SOFTBANK ) that are required to be funded on demand. The total commitment is to be invested in venture funds and as senior debt
with entities as directed by SOFTBANK. The Company s commitment to fund the senior debt is contingent upon the achievement of certain
agreed-upon milestones. As of October 28, 2006, the Company had invested $576 million in the venture funds pursuant to the commitment,
compared with $523 million as of July 29, 2006. In addition, as of October 28, 2006 and July 29, 2006, the Company had invested $49 million in
the senior debt pursuant to the commitment, all of which has been repaid.
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The Company also has certain other funding commitments related to its privately held investments that are based on the achievement of certain
agreed-upon milestones. The funding commitments were approximately $28 million as of October 28, 2006, compared with approximately $34
million as of July 29, 2006.

Variable Interest Entities

In the ordinary course of business, the Company has investments in privately held companies and provides financing to certain customers
through its wholly owned subsidiaries, which may be considered to be variable interest entities. The Company has evaluated its investments in
privately held companies and customer financings and determined that there were no significant unconsolidated variable interest entities as of
October 28, 2006.

Guarantees and Product Warranties

The Company s guarantees issued that are subject to recognition and disclosure requirements as of October 28, 2006 and July 29, 2006 were not
material. The following table summarizes the activity related to the product warranty liability during the three months ended October 28, 2006
and October 29, 2005 (in millions):

Three Months Ended
October 28, October 29,
2006 2005
Balance at beginning of period $ 309 $ 259
Provision for warranties issued 115 102
Payments (101) (100)
Balance at end of period $ 323 $ 261

The Company accrues for warranty costs as part of its cost of sales based on associated material product costs, labor costs for technical support
staff, and associated overhead. The products sold are generally covered by a warranty for periods ranging from 90 days to five years, and for
some products the Company provides a limited lifetime warranty.

In the normal course of business, the Company indemnifies other parties, including customers, lessors, and parties to other transactions with the
Company, with respect to certain matters. The Company has agreed to hold the other parties harmless against losses arising from a breach of
representations or covenants, or out of intellectual property infringement or other claims made against certain parties. These agreements may
limit the time within which an indemnification claim can be made and the amount of the claim. In addition, the Company has entered into
indemnification agreements with its officers and directors, and the Company s bylaws contain similar indemnification obligations to the
Company s agents.

It is not possible to determine the maximum potential amount under these indemnification agreements due to the Company s limited history with
prior indemnification claims and the unique facts and circumstances involved in each particular agreement. Historically, payments made by the
Company under these agreements have not had a material effect on the Company s operating results, financial position, or cash flows.

Derivative Instruments

The Company uses derivative instruments to manage exposures to foreign currency, interest rate, and equity security price risks. The Company s
objective in holding derivatives is to reduce the volatility of earnings and
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cash flows associated with changes in foreign currency, interest rates, and equity security prices. The Company s derivatives expose it to credit

risk to the extent that the counterparties may be unable to meet the terms of the agreement. The Company seeks to reduce such risks by limiting

its counterparties to major financial institutions. In addition, the potential risk of loss with any one counterparty resulting from this type of credit
risk is monitored. Management does not expect material losses as a result of defaults by counterparties.

Foreign Currency Derivatives

The Company conducts business globally in numerous currencies. As such, it is exposed to adverse movements in foreign currency exchange
rates. The Company enters into foreign exchange forward contracts to reduce the short-term effects of foreign currency fluctuations on foreign
currency receivables, investments, and payables. The gains and losses on the foreign exchange forward contracts offset the transaction gains and
losses on foreign currency receivables, investments, and payables recognized in earnings.

The Company does not enter into foreign exchange forward contracts for trading purposes. Gains and losses on the contracts are included in
other income (loss), net, in the Consolidated Statements of Operations and offset foreign exchange gains and losses from the revaluation of
intercompany balances or other current assets, investments, or liabilities denominated in currencies other than the functional currency of the
reporting entity. The Company s foreign exchange forward contracts related to current assets and liabilities generally range from one to three
months in original maturity. Additionally, the Company has entered into foreign exchange forward contracts with maturities of up to two years
related to long-term customer financings. The foreign exchange contracts related to investments generally have maturities of less than one year.

The Company periodically hedges certain foreign currency forecasted transactions related to certain operating expenses with currency options
and forward contracts. These transactions are designated as cash flow hedges. The effective portion of the derivative s gain or loss is initially
reported as a component of accumulated other comprehensive income and subsequently reclassified into earnings when the hedged exposure
affects earnings. The ineffective portion, if any, of the gain or loss is reported in earnings immediately. These currency option contracts
generally have maturities of less than 18 months. The Company does not purchase currency options for trading purposes. Foreign exchange
forward and option contracts are summarized as follows (in millions):

Notional Fair
October 28, 2006 Amount Value
Forward contracts:
Purchased $ 1,432 $ 2
Sold $ 455 $ @
Option contracts:
Purchased $ 459 $ 14
Sold $ 442 $
Notional Fair
July 29, 2006 Amount Value
Forward contracts:
Purchased $ 1,376 $ (2
Sold $ 554 $ 3
Option contracts:
Purchased $ 591 $ 20
Sold $ 573 $ @
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Interest Rate Derivatives

The Company s primary objective for holding fixed income securities is to achieve an appropriate investment return consistent with preserving
principal and managing risk. To realize these objectives, the Company may utilize interest rate swaps or other derivatives designated as fair
value or cash flow hedges. The Company has entered into $1.0 billion of interest rate swaps designated as fair value hedges of its investment
portfolio. Under these interest rate swap contracts, the Company makes fixed-rate interest payments and receives interest payments based on
LIBOR. The effect of these swaps is to convert fixed-rate returns to floating-rate returns based on LIBOR for a portion of the Company s fixed
income portfolio. The gains and losses related to changes in the value of the interest rate swaps are included in other income (loss), net, in the
Consolidated Statements of Operations and offset the changes in fair value of the underlying hedged investment. As of October 28, 2006 and
July 29, 2006, the fair values of the interest rate swaps designated as hedges of the Company s investments were $33 million and $45 million,
respectively, and were reflected in prepaid expenses and other current assets in the Consolidated Balance Sheets.

In conjunction with its issuance of fixed-rate senior notes in February 2006, the Company entered into $6.0 billion of interest rate swaps
designated as fair value hedges of the fixed-rate debt. Under these interest rate swap contracts, the Company receives fixed-rate interest
payments and makes interest payments based on LIBOR. The effect of these swaps is to convert fixed-rate interest expense to floating-rate
interest expense based on LIBOR. The gains and losses related to changes in the value of the interest rate swaps are included in other income
(loss), net, in the Consolidated Statements of Operations and offset the changes in fair value of the underlying debt. As of October 28, 2006 and
July 29, 2006, the fair values of the interest rate swaps were $32 million and $155 million, respectively, and were reflected in other long-term
liabilities in the Consolidated Balance Sheets.

Equity Derivatives

The Company maintains a portfolio of publicly traded equity securities which are subject to price risk. The Company may hold equity securities
for strategic purposes or to diversify the Company s overall investment portfolio. To manage its exposure to changes in the fair value of certain
equity securities, the Company may, from time to time, enter into equity derivative contracts. As of October 28, 2006, the Company had entered
into forward sale and option agreements on certain publicly traded equity securities designated as fair value hedges. The gains and losses due to
changes in the value of the hedging instruments are included in other income (loss), net, in the Consolidated Statements of Operations and offset
the change in the fair value of the underlying hedged investment. As of October 28, 2006, the notional and fair value amounts of the derivatives
were $128 million and $71 million, respectively. As of July 29, 2006, the notional and fair value amounts of the derivatives were $164 million
and $93 million, respectively.

Legal Proceedings

Beginning on April 20, 2001, a number of purported shareholder class action lawsuits were filed in the United States District Court for the
Northern District of California against the Company and certain of its officers and directors. The lawsuits were consolidated, and the
consolidated action is purportedly brought on behalf of those who purchased the Company s publicly traded securities during an alleged class
period of November 10, 1999 through February 6, 2001. On August 18, 2006, the Company announced an agreement to resolve the litigation.
Pursuant to that agreement (which is subject to final documentation and court approval), liability insurers will pay $91.75 million to the
plaintiffs in resolution of all claims against the Company and its officers and directors. If the settlement is approved by the Court, the settlement
fund, less fees and expenses, will be distributed to purchasers of Cisco common stock between November 10, 1999 and February 6, 2001 who
timely
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file valid proofs of claim under procedures to be implemented by the Court. Plaintiffs had alleged that defendants made false and misleading
statements, purported to assert claims for violations of the federal securities laws, and sought unspecified compensatory damages and other
relief. The Company and the individual defendants continue to deny all allegations in the lawsuit.

On February 16, 2005, a purported shareholder derivative lawsuit was filed in the Superior Court of California, County of Santa Clara, against
various of the Company s officers and directors and naming the Company as a nominal defendant. In July 2006, the Superior Court dismissed all
claims and gave plaintiff until October 2006 in which to file an amended complaint, if plaintiff chose to do so. Pursuant to agreement between

the parties, plaintiff has elected not to amend its complaint or file an appeal challenging the Superior Court s order. The lawsuit had included
derivative and class claims for breach of fiduciary duty, unjust enrichment, constructive trust and violations of the California Corporations Code,
was based upon allegations of wrongdoing in connection with option grants and compensation to officers and directors, the timing of option
grants, and the Company s share repurchase plan, and sought unspecified compensation and other damages, rescission of options and other relief.

In addition, the Company is subject to legal proceedings, claims, and litigation arising in the ordinary course of business, including intellectual
property litigation. While the outcome of these matters is currently not determinable, the Company does not expect that the ultimate costs to
resolve these matters will have a material adverse effect on the Company s consolidated financial position, results of operations, or cash flows.

9. Shareholders Equity
Stock Repurchase Program

In September 2001, the Company s Board of Directors authorized a stock repurchase program. As of October 28, 2006, the Company s Board of
Directors had authorized an aggregate repurchase of up to $40 billion of common stock under this program. During the three months ended
October 28, 2006, the Company repurchased and retired 66 million shares of Cisco common stock at an average price of $22.85 per share for an
aggregate purchase price of $1.5 billion. As of October 28, 2006, the Company had repurchased and retired 2.0 billion shares of Cisco common
stock at an average price of $18.51 per share for an aggregate purchase price of $36.9 billion since inception of the stock repurchase program

and the remaining authorized amount for stock repurchases under this program was $3.1 billion with no termination date. In addition, on
November 15, 2006, the Company s Board of Directors authorized the repurchase of up to an additional $7 billion of the Company s common
stock with no termination date.

The purchase price for the shares of the Company s stock repurchased was reflected as a reduction to shareholders equity. In accordance with
Accounting Principles Board Opinion No. 6, Status of Accounting Research Bulletins, the Company is required to allocate the purchase price of
the repurchased shares as (i) a reduction to retained earnings until retained earnings are zero and then as an increase to accumulated deficit and

(ii) a reduction of common stock and additional paid-in capital. Issuance of common stock and the tax benefit related to employee stock

incentive plans are recorded as an increase to common stock and additional paid-in capital.
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Comprehensive Income

The components of comprehensive income are as follows (in millions):

Three Months Ended
October 28, October 29,
2006 2005
Net income $ 1,608 $ 1,261
Other comprehensive income:
Change in unrealized gains and losses on investments, net of tax (expense) benefit of $(8) and $31 in the
first quarter of the fiscal 2007 and 2006, respectively 79 (70)
Other 15
Comprehensive income before minority interest 1,687 1,206
Change in minority interest 8) 3
Total $1,679 $ 1,209

The Company consolidates its investment in a venture fund managed by SOFTBANK as it is the primary beneficiary as defined under FIN
46(R). As a result, the change in the unrealized gains and losses on the investments in the venture fund is recorded as a component of other
comprehensive income, and is reflected as a change in minority interest.

10. Employee Benefit Plans
Employee Stock Purchase Plan

The Company has an Employee Stock Purchase Plan, which includes its sub-plan, the International Employee Stock Purchase Plan (together, the

Purchase Plan ), under which 321.4 million shares of the Company s stock have been reserved for issuance. Eligible employees may purchase a
limited number of shares of the Company s stock at a discount of up to 15% of the lesser of the market value on the subscription date or the
purchase date, which is approximately six months after the subscription date. The Purchase Plan terminates on January 3, 2010. During the three
months ended October 28, 2006 and October 29, 2005, the Company issued no shares under the Purchase Plan. At October 28, 2006, 99 million
shares were available for issuance under the Purchase Plan.

Employee Stock Incentive Plans
Stock Incentive Plan Program Description

As of October 28, 2006, the Company had four stock incentive plans: the 2005 Stock Incentive Plan (the 2005 Plan ), the 1996 Stock Incentive
Plan (the 1996 Plan ), the 1997 Supplemental Stock Incentive Plan (the Supplemental Plan ), and the Cisco Systems, Inc. SA Acquisition
Long-Term Incentive Plan (the Acquisition Plan ). The Company has, in connection with the acquisitions of various companies, assumed the
stock incentive plans of the acquired companies or issued replacement share-based awards.

Share-based awards are designed to reward employees for their long-term contributions to the Company and provide incentives for them to
remain with the Company. The number and frequency of share-based awards are based on competitive practices, operating results of the
Company, and government regulations. Since the inception of the stock incentive plans, the Company has granted stock options to virtually all
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The maximum number of shares issuable over the term of the 2005 Plan is limited to 350 million shares. The 2005 Plan permits the granting of
stock options, stock grants, stock units, and stock appreciation rights to employees (including employee directors and officers) and consultants of
the Company and its subsidiaries and affiliates, and nonemployee directors of the Company. Stock options granted under the 2005 Plan have an
exercise price of at least 100% of the fair market value of the underlying stock on the grant date and expire no later than nine years from the
grant date. The stock options will generally become exercisable for 20% of the option shares one year from the date of grant and then ratably
over the following 48 months. Stock grants and stock units will generally vest with respect to 20% of the shares covered by the grant on each of
the first through fifth anniversaries of the date of the grant. The Compensation and Management Development Committee of the Board of
Directors has the discretion to use a different vesting schedule. Stock appreciation rights may be awarded in combination with stock options or
stock grants and such awards shall provide that the stock appreciation rights will not be exercisable unless the related stock options or stock
grants are forfeited. Stock grants may be awarded in combination with nonstatutory stock options, and such awards may provide that the stock
grants will be forfeited in the event that the related nonstatutory stock options are exercised.

The maximum number of shares issuable over the term of the 1996 Plan is limited to 2.5 billion shares. Stock options granted under the 1996
Plan have an exercise price equal of at least 100% of the fair market value of the underlying stock on the grant date and expire no later than nine
years from the grant date. The stock options will generally become exercisable for 20% or 25% of the option shares one year from the date of
grant and then ratably over the following 48 or 36 months, respectively. Certain other grants have utilized a 60-month ratable vesting schedule.
In addition, the Board of Directors, or other committee administering the plan, has the discretion to use a different vesting schedule and has done
so from time to time.

In 1997, the Company adopted the Supplemental Plan, under which stock options can be granted or shares can be directly issued to eligible
employees. Officers and members of the Company s Board of Directors are not eligible to participate in the Supplemental Plan. Nine million
shares have been reserved for issuance under the Supplemental Plan. All stock option grants have an exercise price equal to the fair market value
of the underlying stock on the grant date. The Company no longer makes stock option grants or direct share issuances under the Supplemental
Plan.

Effective upon completion of the Company s acquisition of Scientific-Atlanta, the Company adopted the Acquisition Plan. The Acquisition Plan
constitutes an assumption, amendment, restatement and renaming of the 2003 Long-Term Incentive Plan of Scientific-Atlanta. The Acquisition
Plan permits the grant of stock options, stock grants, stock units, and stock appreciation rights to certain employees of the Company and its
subsidiaries and affiliates who had been employed by Scientific-Atlanta or its subsidiaries. An aggregate of 14.8 million shares of the Company s
common stock has been reserved for issuance under the Acquisition Plan on a discretionary basis, subject to limitations set forth in the
Acquisition Plan.
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Distribution and Dilutive Effect of Stock Options

The following table illustrates grant dilution based on net options granted as a percentage of shares of common stock outstanding at period end
(in millions, except percentages):

Three Months Ended
October 28, October 29,
2006 2005

Shares of common stock outstanding 6,062 6,154
Granted and assumed 151 152
Canceled/forfeited/expired (16) (18)
Net stock options granted 135 134
Grant dilution 2.2% 2.2%

Weighted-average basic and diluted shares outstanding for the three months ended October 28, 2006 were 6.1 billion shares and 6.2 billion
shares, respectively. Diluted shares outstanding include the dilutive effect of in-the-money options which is calculated based on the average
share price for each fiscal period using the treasury stock method. Under the treasury stock method, the amount that the employee must pay for
exercising stock options, the amount of compensation cost for future service that the Company has not yet recognized, and the amount of tax
benefits that would be recorded in additional paid-in capital when the award becomes deductible are assumed to be used to repurchase shares.
For the three months ended October 28, 2006, the dilutive effect of in-the-money employee stock options was approximately 137 million shares
or 2.3% of the basic shares outstanding based on the Company s average share price of $21.90.

The Named Executive Officers represent the Company s Chief Executive Officer and the four other most highly paid executive officers whose
salary and bonus for the years ended July 29, 2006 and July 30, 2005 were in excess of $100,000. The following table summarizes the options
granted to the Named Executive Officers during the periods indicated (in millions, except percentages):

Three Months Ended
October 28, October 29,
2006 2005

Stock options granted to the Named Executive Officers 29 2.6
Stock options granted to the Named Executive Officers as a percentage
of net stock options granted 2.1% 1.9%
Stock options granted to the Named Executive Officers as a percentage
of outstanding shares 0.05% 0.04%
Cumulative stock options held by Named Executive Officers as a
percentage of total stock options outstanding 33% 3.8%
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General Share-Based Award Information

A summary of share-based award activity is as follows (in millions, except per-share amounts):

Share-Based

Awards

Available

for Grant
Balance at July 30, 2005 223
Granted and assumed (230)
Exercised
Canceled/forfeited/expired 79
Restricted stock and restricted stock units granted (6)
Additional shares reserved 398
Balance at July 29, 2006 464
Granted and assumed (151)
Exercised
Canceled/forfeited/expired 16
Restricted stock and restricted stock units granted (@)
Balance at October 28, 2006 324

Stock Options Outstanding
Weighted-

Number
Outstanding
1,436
230
(136)
(84)

1,446
151
(69)
(16)

1,512

Average

Exercise Price

per Share

$

$

25.02
18.21
10.08
29.53

25.08
2297
14.71
30.00

25.29

The total pretax intrinsic value of stock options exercised during the three months ended October 28, 2006 was $503 million. The following
table summarizes significant ranges of outstanding and exercisable options as of October 28, 2006 (in millions, except years and per-share

amounts):
Stock Options Outstanding
Weighted-
Average
Remaining
Weighted-
Average
Contractual Exercise
Number Price per
Range of Exercise Prices Outstanding Life (in Years) Share
$0.01 15.00 193 4.05 $ 11.33
15.01 18.00 294 6.18 17.10
18.01 20.00 368 6.13 19.21
20.01 22.50 99 541 20.82
22.51 25.00 175 8.35 23.11
25.01 35.00 102 1.74 27.30
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Stock Options Exercisable

Aggregate
Intrinsic Number

Value Exercisable
$ 2,387 151
1,945 148
1,661 191
286 66
112 18

101

Weighted-

Average

Exercise

Price per

$

Share
11.35
16.50
19.14
20.70
23.71
27.30

Aggregate
Intrinsic
Value
$ 1,849

1,065
874
199
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35.01 72.56 281 2.60 53.62 281 53.58
Total 1,512 5.13 $ 2529 $ 6,391 956 $ 28.68 $ 3,990

The aggregate intrinsic value in the preceding table represents the total pretax intrinsic value based on stock options with an exercise price less
than the Company s closing stock price of $23.72 as of October 27, 2006, which would have been received by the option holders had those
option holders exercised their options as of that date. The total number of in-the-money stock options exercisable as of October 28, 2006 was
568 million. As of July 29, 2006, 969 million outstanding stock options were exercisable and the weighted-average exercise price was $28.53.
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The following table presents the option exercises for the three months ended October 28, 2006, and option values as of that date for the Named
Executive Officers (in millions):

Number of Intrinsic Value of
Number of Securities

Shares Unexercised In-the-Money
Underlying Unexercised
Acquired on Options at October 28,
Value Options at October 28, 2006 2006
Exercise Realized Exercisable Unexercisable Exercisable Unexercisable
Named Executive Officers 2 $ 16 39 11 $ 144 $ 51

Valuation and Expense Information Under SFAS 123(R)

On July 31, 2005, the Company adopted Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment, ( SFAS
123(R) ), which requires the measurement and recognition of compensation expense for all share-based payment awards made to the Company s
employees and directors including employee stock options, employee stock purchases related to the Employee Stock Purchase Plan ( employee
stock purchases ), employee restricted stock and restricted stock units, based on estimated fair values. Employee share-based compensation
expense under SFAS 123(R) for the three months ended October 28, 2006 and October 29, 2005 was as follows (in millions):

Three Months Ended
October 28, October 29,
2006 2005
Cost of sales product $ 11 $ 19
Cost of sales service 24 34
Employee share-based compensation expense included in cost of sales 35 53
Research and development 74 103
Sales and marketing 94 127
General and administrative 22 34
Employee share-based compensation expense included in operating expenses 190 264
Total employee share-based compensation expense 225 317
Tax benefit (58) (89)
Employee share-based compensation expense, net of tax $ 167 $ 228

Share-based compensation expense related to acquisitions and investments of $10 million and $28 million for the three months ended

October 28, 2006 and October 29, 2005, respectively, is disclosed in Note 3 and is not included in the above table. As of October 28, 2006, total
compensation cost related to nonvested share-based awards not yet recognized was $2.9 billion, including share-based compensation relating to
acquisition and investments, which is expected to be recognized over the next 47 months on a weighted-average basis.
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The tax benefit in the table above includes the effect of U.S. tax regulations that require intercompany reimbursement of certain share-based
compensation expenses. Upon adoption of SFAS 123(R), the Company began estimating the value of employee stock options and employee
stock purchases on the date of grant using a lattice-binomial model. Prior to the adoption of SFAS 123(R), the value of each employee stock
option and employee stock purchase was estimated on the date of grant using the Black-Scholes model.

The Company s employee stock options have various restrictions including vesting provisions and restrictions on transfer and hedging, among

others, and are often exercised prior to their contractual maturity.
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Lattice-binomial models are more capable of incorporating the features of the Company s employee stock options than closed-form models such
as the Black-Scholes model. The use of a lattice-binomial model requires extensive actual employee exercise behavior data and a number of
complex assumptions including expected volatility, risk-free interest rate, expected dividends, kurtosis, and skewness. The weighted-average
estimated values of employee stock options granted during the three months ended October 28, 2006 and October 29, 2005 were $6.88 and $5.01
per share, respectively, using the lattice-binomial model with the following weighted-average assumptions:

Three Months Ended
October 28, October 29,
2006 2005

Expected volatility 25.9% 23.7%
Risk-free interest rate 4.6% 4.2%
Expected dividend 0.0% 0.0%
Kurtosis 4.5 4.3
Skewness (0.80) (0.60)

The Company used the implied volatility for two-year traded options on the Company s stock as the expected volatility assumption required in

the lattice-binomial model, consistent with SFAS 123(R) and Staff Accounting Bulletin No. 107 ( SAB 107 ). The selection of the implied
volatility approach was based upon the availability of actively traded options on the Company s stock and the Company s assessment that implied
volatility is more representative of future stock price trends than historical volatility.

The risk-free interest rate assumption is based upon observed interest rates appropriate for the term of the Company s employee stock options.
The dividend yield assumption is based on the history and expectation of dividend payouts. The estimated kurtosis and skewness are technical
measures of the distribution of stock price returns, which affect expected employee exercise behaviors that are based on the Company s stock
price return history as well as consideration of various academic analyses.

The expected life of employee stock options represents the weighted-average period the stock options are expected to remain outstanding and is

a derived output of the lattice-binomial model. The expected life of employee stock options is impacted by all of the underlying assumptions and
calibration of the Company s model. The lattice-binomial model assumes that employees exercise behavior is a function of the option s remaining
vested life and the extent to which the option is in-the-money. The lattice-binomial model estimates the probability of exercise as a function of

these two variables based on the entire history of exercises and cancellations on all past option grants made by the Company. The expected life

for option grants made during the three months ended October 28, 2006 and October 29, 2005 derived from the lattice-binomial model were 6.7

and 6.6 years, respectively.

Because share-based compensation expense recognized in the Consolidated Statements of Operations is based on awards ultimately expected to
vest, it has been reduced for estimated forfeitures. SFAS 123(R) requires forfeitures to be estimated at the time of grant and revised, if necessary,
in subsequent periods if actual forfeitures differ from those estimates. Forfeitures were estimated based on historical experience and the
Company estimated forfeitures to be 3% annually for the three months ended October 28, 2006 and October 29, 2005.
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Accuracy of Fair Value Estimates

The Company uses third-party analyses to assist in developing the assumptions used in, as well as calibrating, its lattice-binomial model. The
Company is responsible for determining the assumptions used in estimating the fair value of its share-based payment awards.

The Company s determination of fair value of share-based payment awards on the date of grant using an option-pricing model is affected by the
Company s stock price as well as assumptions regarding a number of highly complex and subjective variables. These variables include, but are
not limited to, the Company s expected stock price volatility over the term of the awards, and actual and projected employee stock option
exercise behaviors. Option-pricing models were developed for use in estimating the value of traded options that have no vesting or hedging
restrictions and are fully transferable. Because the Company s employee stock options have certain characteristics that are significantly different
from traded options, and because changes in the subjective assumptions can materially affect the estimated value, in management s opinion, the
existing valuation models may not provide an accurate measure of the fair value of the Company s employee stock options. Although the fair
value of employee stock options is determined in accordance with SFAS 123(R) and SAB 107 using an option-pricing model, that value may not
be indicative of the fair value observed in a willing buyer/willing seller market transaction.

11. Income Taxes

The effective tax rate was 26.1% and 28.3% for the three months ended October 28, 2006 and October 29, 2005, respectively. The Company
paid income taxes of $472 million and $369 million for the three months ended October 28, 2006 and October 29, 2003, respectively. The
Company s income taxes currently payable have been reduced by the tax benefits from employee stock incentive plans. These benefits totaled
$182 million and $55 million for the three months ended October 28, 2006 and October 29, 20053, respectively, and were reflected as an increase
to additional paid-in capital in the Consolidated Statements of Shareholders Equity.

The Company s federal income tax returns for fiscal years ended July 27, 2002 through July 31, 2004 are under examination by the Internal
Revenue Service. The Company believes that adequate amounts have been reserved for any adjustments which may ultimately result from these
examinations.

On October 22, 2004, the American Jobs Creation Act of 2004 (the Jobs Creation Act ) was signed into law. The Jobs Creation Act created a
temporary incentive for U.S. corporations to repatriate accumulated income earned abroad by providing an 85 percent dividends received
deduction for certain dividends from controlled foreign corporations. In the first quarter of fiscal 2006, the Company distributed cash from its
foreign subsidiaries and will report an extraordinary dividend (as defined in the Jobs Creation Act) of $1.2 billion and a related tax liability of
approximately $63 million in its fiscal 2006 federal income tax return. This amount was previously provided for in the provision for income
taxes and is included in income taxes payable. This distribution does not change the Company s intention to indefinitely reinvest undistributed
earnings of certain of its foreign subsidiaries in operations outside the United States.

12. Segment Information and Major Customers

The Company s operations involve the design, development, manufacturing, marketing, and technical support of networking and other products
and services related to the communications and information technology industry. Cisco products include routers, switches, advanced
technologies, and other products. These products, primarily integrated by Cisco IOS Software, link geographically dispersed local-area networks
(LANSs) and wide-area networks (WANSs).
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The Company conducts business globally and is primarily managed on a geographic basis. The Company s management makes financial
decisions and allocates resources based on the information it receives from its internal management system. Sales are attributed to a geographic
theater based on the ordering location of the customer. The Company does not allocate research and development, sales and marketing, or
general and administrative expenses to its geographic theaters in this internal management system because management does not use the

information to measure the performance of the operating segments.

Summarized financial information by theater for the three months ended October 28, 2006 and October 29, 2005, based on the Company s

internal management system, is as follows (in millions):

Net sales:

United States and Canada
European Markets
Emerging Markets

Asia Pacific

Japan

Total

Gross margin:

United States and Canada
European Markets
Emerging Markets

Asia Pacific

Japan

Total

Three Months Ended
October 28, October 29,

2006 2005
$4,727 $ 3,652
1,603 1,368
752 536
755 635
347 359
$8,184 $ 6,550
$2,966 $ 2,425
1,065 940
498 377
464 413
240 255
$5,233 $ 4,410

Net sales in the United States were $4.5 billion and $3.5 billion for the three months ended October 28, 2006 and October 29, 2005, respectively.

The following table presents net sales for groups of similar products and services (in millions):

Net sales:

Routers

Switches

Advanced technologies
Other
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Three Months Ended
October 28, October 29,
2006 2005

$ 1,595 $ 1,417
3,030 2,643
1,860 1,133

455 298
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6,940
1,244

$8,184

$

5,491
1,059

6,550
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The Company refers to some of its products and technologies as advanced technologies. As of October 28, 2006, the Company had identified the
following advanced technologies for particular focus: application networking services, home networking, hosted small-business systems,
security, storage area networking, unified communications, video systems, and wireless technology. The Company continues to identify
additional advanced technologies for focus and investment in the future, and the Company s investments in some previously identified advanced
technologies may be curtailed or eliminated depending on market developments. Beginning in the first quarter of fiscal 2007, sales of optical
networking products, which were previously included in the advanced technologies product category, are included in the other product category,
and prior period amounts have been reclassified in order to conform to the current period s presentation.

The majority of the Company s assets as of October 28, 2006 and July 29, 2006 were attributable to its U.S. operations. For the three months
ended October 28, 2006 and October 29, 2005, no single customer accounted for 10% or more of the Company s net sales.

Property and equipment information is based on the physical location of the assets. The following table presents property and equipment
information for geographic areas (in millions):

October 28, July 29,
2006 2006
Property and equipment, net:
United States $ 3,097 $ 3,082
International 347 358
Total $ 3,444 $ 3,440

13. Net Income Per Share

The following table presents the calculation of basic and diluted net income per share (in millions, except per-share amounts):

Three Months Ended
October 28, October 29,

2006 2005
Net income $ 1,608 $ 1,261
Weighted-average shares basic 6,061 6,245
Effect of dilutive potential common shares 138 95
Weighted-average shares diluted 6,199 6,340
Net income per share basic $ 0.27 $ 0.20
Net income per share diluted $ 0.26 $ 0.20
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Dilutive potential common shares consist primarily of employee stock options, restricted common stock and restricted stock units. Employee
stock options to purchase approximately 670 million and 1.0 billion shares for the three months ended October 28, 2006 and October 29, 2005,
respectively, were outstanding, but were not included in the computation of diluted earnings per share because the effect would have been
antidilutive.
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This Quarterly Report on Form 10-Q, including this Management s Discussion and Analysis of Financial Condition and Results of Operations,

contains forward-looking statements regarding future events and our future results that are subject to the safe harbors created under the

Securities Act of 1933 (the Securities Act ) and the Securities Exchange Act of 1934 (the Exchange Act ). All statements other than statements of

historical facts are statements that could be deemed forward-looking statements. These statements are based on current expectations, estimates,

forecasts, and projections about the industries in which we operate and the beliefs and assumptions of our management. Words such as expects,
anticipates,  targets, goals, projects, intends, plans, believes, seeks, estimates, continues, may, variations of such words and

are intended to identify such forward-looking statements. In addition, any statements that refer to projections of our future financial

performance, our anticipated growth and trends in our businesses, and other characterizations of future events or circumstances are

forward-looking statements. Readers are cautioned that these forward-looking statements are only predictions and are subject to risks,

uncertainties, and assumptions that are difficult to predict, including those identified below, under Part II, Item 1A. Risk Factors and elsewhere

herein. Therefore, actual results may differ materially and adversely from those expressed in any forward-looking statements. We undertake no

obligation to revise or update any forward-looking statements for any reason.

Overview

Our results for the first quarter of fiscal 2007 reflected increases in net sales, net income, and net income per share from the first quarter of fiscal
2006. In February 2006, we completed the acquisition of Scientific-Atlanta, a provider of set-top boxes, end-to-end video distribution networks,
and video integration systems. With this acquisition, we have enhanced our video capabilities and this enables the convergence of data, voice
and video technologies. We seek to have further strategic business relationships with key service provider customers and to reach a broad range
of consumers with our enhanced product line following the acquisition. The results for the first quarter of fiscal 2007 include Scientific-Atlanta s
contribution of $584 million in net sales. During the first quarter of fiscal 2007, we continued to achieve a good balance in year-over-year
revenue growth from substantially all our geographic segments, customer markets, and product families. Revenue increased in our four largest
geographic theaters compared to the first quarter of fiscal 2006. Sales of our advanced technologies increased by approximately 64% over the
first quarter of fiscal 2006 in part due to the acquisition of Scientific-Atlanta, which increased sales of advanced technologies by 41%, and also
due to strength in unified communications, wireless technology and home networking. Although optical networking products still remain
important to us, sales of our optical networking products are no longer included in our advanced technologies product category and instead are
included in the other product category. Our routing and switching revenue increased by approximately 13% and 15%, respectively, over the first
quarter of fiscal 2006.

For the first quarter of fiscal 2007, our gross margin percentage decreased compared to the first quarter of fiscal 2006. The decrease in gross
margin percentage from the first quarter of fiscal 2006 was primarily related to the acquisition of Scientific-Atlanta, whose business model has a
lower gross margin percentage than the Cisco model. Other factors contributing to the decrease in the gross margin percentage were sales
discounts, rebates, product pricing, and sales mix of certain switching and routing products. These factors were partially offset by lower
manufacturing costs related to lower component costs and higher shipment volume. Operating expenses increased year-over-year primarily due
to expenses related to increased investments in sales and engineering headcount, but decreased as a percentage of revenue.

During the first quarter of fiscal 2007, we continued to focus particular attention on the commercial market segment; additional sales coverage;
growing and expanding our advanced technologies; evolving our support model; and expanding our presence in the Emerging Markets theater.
In addition to these areas, we expect to continue to focus on next-generation service provider network build-outs, strengthening our product
offerings in the consumer market, and providing more comprehensive solutions to our customers as they employ Internet
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solutions. We believe that the network is becoming the platform for all forms of communications and information technology, and that our
investments are creating growth opportunities for us as the role of the network expands. Indicative of the opportunities in our markets, we
continue to encounter price-focused competition, including competitors from Asia, and in particular China.

During the first quarter of fiscal 2007, we generated cash flows from operations of $2.3 billion. Our cash and cash equivalents and investments
were $19.5 billion at the end of the first quarter of fiscal 2007, compared with $17.8 billion at the end of fiscal 2006. We used $1.5 billion of
cash to repurchase 66 million shares of our common stock during the first quarter of fiscal 2007. Days sales outstanding in accounts receivable at
the end of the first quarter of fiscal 2007 improved to 34 days, compared with 38 days at the end of fiscal 2006. Our inventory balance was $1.5
billion at the end of the first quarter of fiscal 2007, compared to $1.4 billion at the end of fiscal 2006. Annualized inventory turns were 8.3 in the
first quarter of fiscal 2007 as compared to 8.5 in the fourth quarter of fiscal 2006.

Critical Accounting Estimates

The preparation of financial statements and related disclosures in conformity with accounting principles generally accepted in the United States
requires us to make judgments, assumptions, and estimates that affect the amounts reported in the Consolidated Financial Statements and
accompanying notes. Note 2 to the Consolidated Financial Statements in our Annual Report on Form 10-K for the fiscal year ended July 29,
2006 describes the significant accounting policies and methods used in the preparation of the Consolidated Financial Statements. The accounting
policies described below are significantly affected by critical accounting estimates. Such accounting policies require significant judgments,
assumptions, and estimates used in the preparation of the Consolidated Financial Statements, and actual results could differ materially from the
amounts reported based on these policies.

Revenue Recognition

Our products are generally integrated with software that is essential to the functionality of the equipment. Additionally, we provide unspecified
software upgrades and enhancements related to the equipment through our maintenance contracts for most of our products. Accordingly, we
account for revenue in accordance with Statement of Position No. 97-2, Software Revenue Recognition, and all related interpretations. For sales
of products where software is incidental to the equipment, we apply the provisions of Staff Accounting Bulletin No. 101, Revenue Recognition
in Financial Statements and Staff Accounting Bulletin No. 104, Revenue Recognition, and all related interpretations. Revenue is recognized
when persuasive evidence of an arrangement exists, delivery has occurred, the fee is fixed or determinable, and collectibility is reasonably

assured. In instances where final acceptance of the product, system, or solution is specified by the customer, revenue is deferred until all
acceptance criteria have been met.

Contracts, Internet commerce agreements, and customer purchase orders are generally used to determine the existence of an arrangement.
Shipping documents and customer acceptance, when applicable, are used to verify delivery. We assess whether the fee is fixed or determinable
based on the payment terms associated with the transaction and whether the sales price is subject to refund or adjustment. We assess
collectibility based primarily on the creditworthiness of the customer as determined by credit checks and analysis, as well as the customer s
payment history. When a sale involves multiple elements, such as sales of products that include services, the entire fee from the arrangement is
allocated to each respective element based on its relative fair value and recognized when revenue recognition criteria for each element are met.
The amount of product and service revenue recognized is impacted by our judgment as to whether an arrangement includes multiple elements
and, if so, whether vendor-specific objective evidence of fair value exists. Changes to the elements in an arrangement and our ability to establish
vendor-specific objective evidence for those elements could affect the timing of the revenue recognition. Our total deferred revenue for products
was $1.7 billion and $1.6 billion as of October 28, 2006 and July 29, 2006, respectively. Technical support services revenue is deferred and
recognized ratably over the period during which the services are to be performed, which is typically from one to three years. Advanced
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services revenue is recognized upon delivery or completion of performance. Our total deferred revenue for services was $4.0 billion and $4.1
billion as of October 28, 2006 and July 29, 2006, respectively.

We make sales to distributors and retail partners and recognize revenue based on a sell-through method using information provided by them. Our
distributors and retail partners participate in various cooperative marketing and other programs, and we maintain estimated accruals and
allowances for these programs. If actual credits received by our distributors and retail partners for these programs were to deviate significantly
from our estimates, which are based on historical experience, our revenue could be adversely affected.

Allowance for Doubtful Accounts and Sales Returns

Our accounts receivable balance, net of allowance for doubtful accounts, was $3.1 billion and $3.3 billion as of October 28, 2006 and July 29,
2006, respectively. The allowance for doubtful accounts was $180 million, or 5.5% of the gross accounts receivable balance, as of October 28,
2006 and $175 million, or 5.0% of the gross accounts receivable balance, as of July 29, 2006. The allowance is based on our assessment of the
collectibility of customer accounts. We regularly review the allowance by considering factors such as historical experience, credit quality, age of
the accounts receivable balances, and current economic conditions that may affect a customer s ability to pay.

Our provision for doubtful accounts was $6 million and $11 million for the first quarter of fiscal 2007 and 2006, respectively. If a major
customer s creditworthiness deteriorates, or if actual defaults are higher than our historical experience, or if other circumstances arise, our
estimates of the recoverability of amounts due to us could be overstated, and additional allowances could be required, which could have an
adverse impact on our revenue.

A reserve for future sales returns is established based on historical trends in product return rates. The reserve for future sales returns as of
October 28, 2006 and July 29, 2006 was $83 million and $80 million, respectively, and was recorded as a reduction of our accounts receivable.
If the actual future returns were to deviate from the historical data on which the reserve had been established, our revenue could be adversely
affected.

Allowance for Inventory and Liability for Purchase Commitments with Contract Manufacturers and Suppliers

Our inventory balance was $1.5 billion and $1.4 billion as of October 28, 2006 and July 29, 2006, respectively. Our inventory allowance was
$159 million and $152 million as of October 28, 2006 and July 29, 2006, respectively. We provide allowances for inventory based on excess and
obsolete inventories determined primarily by future demand forecasts. The allowance is measured as the difference between the cost of the
inventory and market based upon assumptions about future demand and is charged to the provision for inventory, which is a component of our
cost of sales. At the point of the loss recognition, a new, lower-cost basis for that inventory is established, and subsequent changes in facts and
circumstances do not result in the restoration or increase in that newly established cost basis.

Our provision for inventory was $56 million and $47 million for the first quarter of fiscal 2007 and 2006, respectively. If there were to be a
sudden and significant decrease in demand for our products, or if there were a higher incidence of inventory obsolescence because of rapidly
changing technology and customer requirements, we could be required to increase our inventory allowances, and our gross margin could be
adversely affected. In the third quarter of fiscal 2006, we began the initial implementation of the lean manufacturing model. We expect that we
will complete our implementation of the lean manufacturing model during fiscal 2008. Inventory management remains an area of focus as we
balance the need to maintain strategic inventory levels to ensure competitive lead times with the risk of inventory obsolescence.

In addition, we record a liability for firm, noncancelable, and unconditional purchase commitments with contract manufacturers and suppliers
for quantities in excess of our future demand forecasts consistent with our
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allowance for inventory. As of October 28, 2006, the liability for these purchase commitments was $146 million, compared to $148 million as of
July 29, 2006, and was included in other accrued liabilities.

Warranty Costs

The liability for product warranties, included in other accrued liabilities, was $323 million as of October 28, 2006, compared to $309 million as
of July 29, 2006. See Note 8 to the Consolidated Financial Statements. Our products are generally covered by a warranty for periods ranging
from 90 days to five years, and for some products we provide a limited lifetime warranty. We accrue for warranty costs as part of our cost of
sales based on associated material costs, technical support labor costs, and associated overhead. Material cost is estimated based primarily upon
historical trends in the volume of product returns within the warranty period and the cost to repair or replace the equipment. Technical support
labor cost is estimated based primarily upon historical trends in the rate of customer cases and the cost to support the customer cases within the
warranty period. Overhead cost is applied based on estimated time to support warranty activities.

The provision for product warranties issued during the first quarter fiscal 2007 and 2006 was $115 million and $102 million, respectively. The
increase in the provision for product warranties was due to higher warranty claims related to higher shipment volume of our products. If we
experience an increase in warranty claims compared with our historical experience, or if the cost of servicing warranty claims is greater than the
expectations on which the accrual has been based, our gross margin could be adversely affected.

Share-Based Compensation Expense

On July 31, 2005, we adopted SFAS 123(R) which requires the measurement and recognition of compensation expense for all share-based
payment awards made to our employees and directors including employee stock options, employee stock purchases, and employee restricted
stock and restricted stock units, based on estimated fair values. Share-based compensation expense recognized under SFAS 123(R) for the first
quarter of fiscal 2007 was $235 million, which consisted of employee share-based compensation expense of $225 million, and share-based
compensation expense related to acquisitions and investments of $10 million. Share-based compensation expense recognized under SFAS
123(R) for the first quarter of fiscal 2006 was $345 million, which consisted of employee share-based compensation expense of $317 million,
and share-based compensation expense related to acquisitions and investments of $28 million. See Note 10 to the Consolidated Financial
Statements for additional information.

Upon adoption of SFAS 123(R), we began estimating the value of employee stock options on the date of grant using a lattice-binomial model.
Prior to the adoption of SFAS 123(R), the value of each employee stock option and employee stock purchase was estimated on the date of grant
using the Black-Scholes model. The determination of fair value of share-based payment awards on the date of grant using an option-pricing
model is affected by our stock price as well as assumptions regarding a number of highly complex and subjective variables. These variables
include, but are not limited to, the expected stock price volatility over the term of the awards, and actual and projected employee stock option
exercise behaviors. The use of a lattice-binomial model requires extensive actual employee exercise behavior data and a number of complex
assumptions including expected volatility, risk-free interest rate, expected dividends, kurtosis, and skewness. The weighted-average estimated
value of employee stock options granted during the first quarter of fiscal 2007 and 2006 was $6.88 and $5.01 per share, respectively, using the
lattice-binomial model with the following weighted-average assumptions:

Three Months Ended
October 28, 2006 October 29, 2005
Expected volatility 25.9% 23.7%
Risk-free interest rate 4.6% 4.2%
Expected dividend 0.0% 0.0%
Kurtosis 4.5 4.3
Skewness (0.80) (0.60)
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We used the implied volatility for two-year traded options on our stock as the expected volatility assumption required in the lattice-binomial
model consistent with SFAS 123(R) and SAB 107. The selection of the implied volatility approach was based upon the availability of actively
traded options on our stock and also upon our assessment that implied volatility is more representative of future stock price trends than historical
volatility. The risk-free interest rate assumption is based upon observed interest rates appropriate for the term of our employee stock options.
The dividend yield assumption is based on the history and expectation of dividend payouts. The estimated kurtosis and skewness are technical
measures of the distribution of stock price returns, which affect expected employee exercise behaviors that are based on our stock price return
history as well as consideration of various academic analyses. Because share-based compensation expense recognized in the Consolidated
Statements of Operations is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. SFAS 123(R) requires
forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates.
Forfeitures were estimated based on historical experience. If factors change and we employ different assumptions in the application of SFAS
123(R) in future periods, the compensation expense that we record under SFAS 123(R) may differ significantly from what we have recorded in
the current period.

Investment Impairments

Our publicly traded equity securities are reflected in the Consolidated Balance Sheets at a fair value of $735 million as of October 28, 2006,
compared to $712 million as of July 29, 2006. See Note 6 to the Consolidated Financial Statements. We recognize an impairment charge when
the declines in the fair values of our publicly traded equity securities below their cost basis are judged to be other-than-temporary. The ultimate
value realized on these equity securities, to the extent unhedged, is subject to market price volatility until they are sold. We consider various
factors in determining whether we should recognize an impairment charge, including the length of time and extent to which the fair value has
been less than our cost basis, the financial condition and near-term prospects of the investee, and our intent and ability to hold the investment for
a period of time sufficient to allow for any anticipated recovery in market value. Our ongoing consideration of these factors could result in
additional impairment charges in the future, which could adversely affect our net income. There were no impairment charges on investments in
publicly held companies during the first quarter of fiscal 2007 or fiscal 2006.

We also have investments in privately held companies, some of which are in the startup or development stages. As of October 28, 2006, our
investments in privately held companies were $618 million, compared to $574 million as of July 29, 2006, and were included in other assets. See
Note 4 to the Consolidated Financial Statements. We monitor these investments for impairment and make appropriate reductions in carrying
values if we determine an impairment charge is required, based primarily on the financial condition and near-term prospects of these companies.
These investments are inherently risky because the markets for the technologies or products these companies are developing are typically in the
early stages and may never materialize. Our impairment charges on investments in privately held companies were $4 million and $7 million
during the first quarter of fiscal 2007 and fiscal 2006, respectively.

Goodwill Impairments

Our methodology for allocating the purchase price relating to purchase acquisitions is determined through established valuation techniques.
Goodwill is measured as the excess of the cost of acquisition over the sum of the amounts assigned to tangible and identifiable intangible assets
acquired less liabilities assumed. We perform goodwill impairment tests on an annual basis and between annual tests in certain circumstances for
each reporting unit. The goodwill recorded in the Consolidated Balance Sheets as of October 28, 2006 and July 29, 2006 was $9.3 billion and
$9.2 billion, respectively. In response to changes in industry and market conditions, we could be required to strategically realign our resources
and consider restructuring, disposing of, or otherwise exiting businesses, which could result in an impairment of goodwill. There was no
impairment of goodwill in first quarter of fiscal 2007 or fiscal 2006.
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We are subject to income taxes in both the United States and numerous foreign jurisdictions. Significant judgment is required in evaluating our
tax positions and determining our provision for income taxes. During the ordinary course of business, there are many transactions and
calculations for which the ultimate tax determination is uncertain. We establish reserves for tax-related uncertainties based on estimates of
whether, and the extent to which, additional taxes and interest will be due. These reserves are established when, despite our belief that our tax
return positions are fully supportable, we believe that certain positions are likely to be challenged and may not be fully sustained on review by
tax authorities. We adjust these reserves in light of changing facts and circumstances, such as the closing of a tax audit or the refinement of an
estimate. Although we believe our reserves are reasonable, no assurance can be given that the final tax outcome of these matters will not be
different from that which is reflected in our historical income tax provisions and accruals. To the extent that the final tax outcome of these
matters is different than the amounts recorded, such differences will impact the provision for income taxes in the period in which such
determination is made. The provision for income taxes includes the impact of reserve provisions and changes to reserves that are considered
appropriate, as well as the related net interest.

Significant judgment is also required in determining any valuation allowance recorded against deferred tax assets. In assessing the need for a
valuation allowance, we consider all available evidence including past operating results, estimates of future taxable income, and the feasibility of
tax planning strategies. In the event that we change our determination as to the amount of deferred tax assets that can be realized, we will adjust
our valuation allowance with a corresponding impact to the provision for income taxes in the period in which such determination is made.

Our effective tax rates differ from the statutory rate primarily due to acquisition-related costs, share-based compensation, research and
experimentation tax credits, state taxes, and the tax impact of foreign operations. The effective tax rate was 26.1% and 28.3% during the first
quarter of fiscal 2007 and fiscal 2006, respectively. Our future effective tax rates could be adversely affected by earnings being lower than
anticipated in countries where we have lower statutory rates and higher than anticipated in countries where we have higher statutory rates, by
changes in the valuation of our deferred tax assets or liabilities, or by changes in tax laws, regulations, accounting principles, or interpretations
thereof. In addition, we are subject to the continuous examination of our income tax returns by the Internal Revenue Service and other tax
authorities. We regularly assess the likelihood of adverse outcomes resulting from these examinations to determine the adequacy of our
provision for income taxes.

Loss Contingencies

We are subject to the possibility of various losses arising in the ordinary course of business. We consider the likelihood of loss or impairment of
an asset or the incurrence of a liability, as well as our ability to reasonably estimate the amount of loss, in determining loss contingencies. An
estimated loss contingency is accrued when it is probable that an asset has been impaired or a liability has been incurred and the amount of loss
can be reasonably estimated. We regularly evaluate current information available to us to determine whether such accruals should be adjusted
and whether new accruals are required.

Third parties, including customers, have in the past and may in the future assert claims or initiate litigation related to exclusive patent, copyright,
trademark, and other intellectual property rights to technologies and related standards that are relevant to us. These assertions have increased
over time as a result of our growth and the general increase in the pace of patent claims assertions, particularly in the United States. If any
infringement or other intellectual property claim made against us by any third party is successful, or if we fail to develop non-infringing
technology or license the proprietary rights on commercially reasonable terms and conditions, our business, operating results, and financial
condition could be materially and adversely affected.
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The following table presents the breakdown of net sales between product and service revenue (in millions, except percentages):

Three Months Ended
October 28, October 29, Variance Variance
2006 2005 in Dollars in Percent
Net sales:
Product $6,940 $ 5,491 $ 1,449 26.4%
Service 1,244 1,059 185 17.5%
Total $8,184 $ 6,550 $ 1,634 24.9%

Net sales, which include product and service revenue, for each theater are summarized in the following table (in millions, except percentages):

Three Months Ended
October 28, October 29, Variance Variance
2006 2005 in Dollars in Percent

Net sales:
United States and Canada $4,727 $ 3,652 $ 1,075 29.4%
Percentage of net sales 57.8% 55.7%
European Markets 1,603 1,368 235 17.2%
Percentage of net sales 19.6% 20.9%
Emerging Markets 752 536 216 40.3%
Percentage of net sales 9.2% 8.2%
Asia Pacific 755 635 120 18.9%
Percentage of net sales 9.2% 9.7%
Japan 347 359 (12) (3.3)%
Percentage of net sales 4.2% 5.5%
Total $8,184 $ 6,550 $ 1,634 24.9%

The increase in net product sales occurred across our four largest geographic theaters and was attributable to the continued gradual recovery in
the global economic environment coupled with increased information technology-related capital spending in our enterprise, service provider,
commercial, and consumer markets, and the acquisition of Scientific-Atlanta. Net sales for the first quarter of fiscal 2007 include
Scientific-Atlanta s contribution of $584 million, which consisted of $556 million in net product sales and $28 million in net service revenue.
The majority of the increase in net product sales was related to higher sales of advanced technologies and higher sales of switches. The increase
in service revenue was primarily due to increased technical support service contract initiations and renewals associated with higher product sales
that have resulted in a larger installed base of equipment being serviced.
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The following table presents the breakdown of net product sales by theater (in millions, except percentages):

Three Months Ended
October 28, October 29, Variance Variance
2006 2005 in Dollars in Percent

Net product sales:
United States and Canada $ 3,851 $ 2907 $ 944 32.5%
Percentage of net product sales 55.4% 52.9%
European Markets 1,417 1,202 215 17.9%
Percentage of net product sales 20.4% 21.9%
Emerging Markets 691 497 194 39.0%
Percentage of net product sales 10.0% 9.1%
Asia Pacific 671 567 104 18.3%
Percentage of net product sales 9.7% 10.3%
Japan 310 318 ®) (2.5)%
Percentage of net product sales 4.5% 5.8%
Total $ 6,940 $ 5491 $ 1,449 26.4%

The increase in net product sales in the United States and Canada theater was due to an increase in net product sales in all of our customer
markets, led by strength in the enterprise and service provider markets, and the acquisition of Scientific-Atlanta, which contributed
approximately $440 million of net product sales in this theater during the first quarter of fiscal 2007. In the United States and Canada theater, net
sales also increased in the commercial market. The increase in net product sales in the European Markets theater was due to improvement in net
product sales across all of our customer markets, led by strength in the enterprise market, and strength in the United Kingdom, Germany and
France. In the European Markets theater, Scientific-Atlanta contributed approximately $65 million during the first quarter of fiscal 2007. Net
product sales in the Emerging Markets theater increased primarily as a result of continued product deployment by service providers and growth
in the enterprise and commercial markets, led by strength in the Middle East. Net product sales relating to Scientific-Atlanta included in the
Emerging Markets theater were approximately $30 million during the first quarter of fiscal 2007. The increase in net product sales in the Asia
Pacific theater occurred primarily as a result of continued infrastructure builds, broadband acceleration, investments by telecommunications
carriers and growth in the commercial market. Net product sales relating to Scientific-Atlanta included in the Asia Pacific theater were
approximately $15 million during the first quarter of fiscal 2007. While net product sales in the Japan theater decreased slightly compared to the
same quarter in fiscal 2006, net product sales to service providers improved due to next-generation service provider network build-outs.

Net Product Sales by Groups of Similar Products

The following table presents net sales for groups of similar products (in millions, except percentages):

Three Months Ended
October 28, October 29, Variance Variance
2006 2005 in Dollars in Percent

Net product sales:
Routers $ 1,595 $ 1417 $ 178 12.6%
Percentage of net product sales 23.0% 25.8%
Switches 3,030 2,643 387 14.6%
Percentage of net product sales 43.6% 48.1%
Advanced technologies 1,860 1,133 727 64.2%
Percentage of net product sales 26.8% 20.7%
Other 455 298 157 52.7%
Percentage of net product sales 6.6% 5.4%
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The increase in net product sales related to routers in the first quarter of fiscal 2007 was due to higher sales of our high-end routers. Our sales of
high-end routers, which represent a larger proportion of our total router sales compared to midrange and low-end routers, increased by
approximately $195 million over the first quarter of fiscal 2006. Our high-end router sales are primarily to service providers, which tend to make
large and sporadic purchases. Sales of our midrange and low-end routers reflect the continued transition by our customers from legacy products
to the integrated services router, which we introduced in fiscal 2005. Sales of integrated services routers represented approximately 54% of our
total revenue from midrange and low-end routers in the first quarter of fiscal 2007 as compared to approximately 37% of our total revenue from
midrange and low-end routers in the first quarter of fiscal 2006.

Switches

The increase in net product sales related to switches in the first quarter of fiscal 2007 was due to sales of local-area network (LAN) fixed
switches and LAN modular switches. The increase in sales of LAN switches was a result of the continued adoption by our customers of new
technologies, including Gigabit Ethernet and Power over Ethernet. This has resulted in higher sales of our high-end modular switches, the
Catalyst 6500 Series, and fixed switches, including the Cisco Catalyst 3560 Series and the Cisco Catalyst 3750 Series, as new technologies are
deployed throughout the customers networks from the core to the wiring closet.

Advanced Technologies

Scientific-Atlanta contributed net product sales related to advanced technologies of approximately $465 million during the first quarter of fiscal
2007, of which approximately $390 million were related to sales of video systems. Video systems include solutions and systems designed to
enable video-specific systems, including both transmission and subscriber equipment, sold directly to service providers. Unified communications
sales increased by approximately $70 million from the first quarter of fiscal 2006 primarily due to sales of IP phones and associated software as
our customers transitioned from an analog-based to an IP-based infrastructure. Sales of wireless LAN products increased by approximately

$70 million compared to the first quarter of fiscal 2006 primarily due to new customers and continued deployments with existing customers.
Home networking product sales increased by approximately $140 million during the first quarter of fiscal 2007, compared to the first quarter of
fiscal 2006, primarily due to the acquisition of Scientific-Atlanta which contributed approximately $75 million of home networking product
sales during the first quarter of fiscal 2007 and the growth of our wireless and wired router businesses. Sales of security products increased by
approximately $25 million during the first quarter of fiscal 2007, compared to the first quarter of fiscal 2006, primarily due to module and line
card sales related to our routers and LAN modular switches as customers continued to emphasize network security. Sales of storage area
networking products increased by approximately $15 million compared to the first quarter of fiscal 2006. Application networking services and
hosted small-business systems, which were identified as advanced technologies in fiscal 2006, did not represent a significant amount of revenue
for the first quarter of fiscal 2007.

Other Product Revenue

The increase in other product revenue was primarily due to sales of optical networking products which increased by approximately $80 million
compared to the first quarter of fiscal 2006. Approximately $50 million of these sales during the first quarter of fiscal 2007 were related to
Scientific-Atlanta. Our sales of optical networking products were previously included in our advanced technologies product category and prior
period amounts have been reclassified to conform to the current period s presentation. The increase in other product revenue was also due to the
strength in sales of IP Communications solutions to service providers and the contribution of approximately $40 million of additional net
product sales related to Scientific-Atlanta.
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Net product sales may continue to be affected by changes in the geopolitical environment and global economic conditions; competition,
including price-focused competitors from Asia, especially China; new product introductions; sales cycles and product implementation cycles;
changes in the mix of our customers between service provider and enterprise markets; changes in the mix of direct sales and indirect sales;
variations in sales channels; and final acceptance criteria of the product, system, or solution as specified by the customer. In addition, sales to the
service provider market have been characterized by large and often sporadic purchases, especially relating to our router sales and sales of certain
advanced technologies. In addition, service provider customers typically have longer implementation cycles, require a broader range of services,
including network design services, and often have acceptance provisions that can lead to a delay in revenue recognition. To improve customer
satisfaction, we continue to focus on managing our manufacturing lead-time performance, which may result in corresponding reductions in order
backlog. A decline in backlog levels could result in more variability and less predictability in our quarter-to-quarter net sales and operating
results.

Net product sales may also be adversely affected by fluctuations in demand for our products, especially with respect to Internet businesses and
telecommunications service providers, price and product competition in the communications and information technology industry, introduction
and market acceptance of new technologies and products, adoption of new networking standards, and financial difficulties experienced by our
customers. We may, from time to time, experience manufacturing issues that create a delay in our suppliers ability to provide specific
components, resulting in delayed shipments. To the extent that manufacturing issues and any related component shortages, including those
caused by any possible disruption related to lean manufacturing, result in delayed shipments in the future, and particularly in periods when we
and our suppliers are operating at higher levels of capacity, it is possible that revenue for a quarter could be adversely affected if such matters are
not remediated within the same quarter. For additional factors that may impact net product sales, see Part II, Item 1A. Risk Factors.

Our distributors and retail partners participate in various cooperative marketing and other programs. In addition, increasing sales to our
distributors and retail partners generally results in greater difficulty in forecasting the mix of our products and, to a certain degree, the timing of
orders from our customers. We recognize revenue for sales to our distributors and retail partners based on a sell-through method using
information provided by them, and we maintain estimated accruals and allowances for all cooperative marketing and other programs.

Net Service Revenue

The increase in net service revenue was primarily due to increased technical support service contract initiations and renewals associated with
higher product sales, which have resulted in a larger installed base of equipment being serviced, and revenue from advanced services, which
relates to consulting support services for our technologies for specific networking needs.

Gross Margin

The following table presents the gross margin for products and services (in millions, except percentages):

Three Months Ended
Amount Percentage
October 28, October 29, October 28, October 29,
2006 2005 2006 2005

Gross margin:

Product $ 4,441 $ 3,740 64.0% 68.1%
Service 792 670 63.7% 63.3%
Total $5,233 $ 4410 63.9% 67.3%
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The following table presents the gross margin for each theater (in millions, except percentages):

Three Months Ended
Amount Percentage
October 28, October 29, October 28, October 29,
2006 2005 2006 2005

Gross margin:

United States and Canada $ 2,966 $ 2425 62.7% 66.4%
European Markets 1,065 940 66.4% 68.7%
Emerging Markets 498 377 66.2% 70.3%
Asia Pacific 464 413 61.5% 65.0%
Japan 240 255 69.2% 71.0%
Total $5,233 $ 4410 63.9% 67.3%

The decrease in gross margin percentage compared to the first quarter of fiscal 2006 was primarily related to the acquisition of
Scientific-Atlanta. Other factors contributing to the decrease in gross margin percentage were the sales mix of certain switching and routing
products, and sales discounts, rebates, and product pricing. These factors were partially offset by lower manufacturing costs related to lower
component costs and value engineering, and other manufacturing-related costs and higher shipment volume. The gross margin for each theater is
based on information from the Company s internal management system. The gross margin percentage for a particular theater may fluctuate and
period to period changes in such margin percentages may not be indicative of a trend for that theater.

Product Gross Margin

The decrease in product gross margin percentage compared to the first quarter of fiscal 2006 was due to the following factors. Changes in the
mix of products sold decreased product gross margin percentage by approximately 3.5%, with 2.5% of this decrease related to the inclusion of
net product sales from Scientific-Atlanta and the remainder being due to sales of certain switching and routing products. Sales discounts, rebates,
and product pricing decreased product gross margin percentage by approximately 2.0%. Lower overall manufacturing costs related to lower
component costs and value engineering and other manufacturing-related costs increased product gross margin percentage by approximately
1.0%. Value engineering is the process by which production costs are reduced through component redesign, board configuration, test processes,
and transformation processes. Higher shipment volume, net of certain variable costs, increased product gross margin percentage by
approximately 0.5%.

Product gross margin for the first quarter of fiscal 2007 also included the effect of the amortization of purchase intangible assets of $36 million
related to the acquisition of Scientific-Atlanta partially offset by a decrease in employee share-based compensation expense of $8 million, as
compared to the first quarter of fiscal 2006.

Product gross margin may continue to be adversely affected in the future by: changes in the mix of products sold, including further periods of
increased growth of some of our lower-margin products; introduction of new products, including products with price-performance advantages;
our ability to reduce production costs; entry into new markets, including markets with different pricing and cost structures; changes in
distribution channels; price competition, including competitors from Asia and especially China; changes in geographic mix; sales discounts;
increases in material or labor costs; excess inventory and obsolescence charges; warranty costs; changes in shipment volume; loss of cost
savings due to changes in component pricing; impact of value engineering; inventory holding charges; and how well we execute on our strategy
and operating plans.

Service Gross Margin

Our service gross margin percentage benefited from lower employee share-based compensation expense. Service gross margin will typically
experience some variability over time due to various factors such as
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the change in mix between technical support services and advanced services, as well as the timing of technical support service contract
initiations and renewals and the timing of our adding personnel and resources to support this business. Our service gross margin from technical
support services is higher than the service gross margin from our advanced services and our revenue from advanced services may continue to
increase to a higher proportion of total service revenue due to our continued focus on providing comprehensive support to our customers
networking devices, applications, and infrastructures.

Research and Development, Sales and Marketing, and General and Administrative Expenses

Research and Development (R&D), sales and marketing, and general and administrative (G&A) expenses are summarized in the following table
(in millions, except percentages):

Three Months Ended
Variance Variance
October 28, October 29, in in
2006 2005 Dollars Percent
Research and development $ 1,083 $ 996 $ 87 8.7%
Percentage of net sales 13.2% 15.2%
Sales and marketing 1,686 1,453 233 16.0%
Percentage of net sales 20.6% 22.2%
General and administrative 364 278 86 30.9%
Percentage of net sales 4.4% 4.2%
Total $3,133 $ 2727 $ 406 14.9%
Percentage of net sales 38.3% 41.6%

R&D expenses increased for the first quarter of fiscal 2007 compared to the first quarter of fiscal 2006 primarily due to the acquisition of
Scientific-Atlanta, which contributed $58 million of additional R&D expenses and higher headcount-related expenses reflecting our continued
investment in R&D efforts in routers, switches, advanced technologies and other product technologies. R&D expenses also included the effect of
employee share-based compensation expense which decreased by $29 million compared to the first quarter of fiscal 2006. We have also
continued to purchase or license technology in order to bring a broad range of products to market in a timely fashion. If we believe that we are
unable to enter a particular market in a timely manner with internally developed products, we may license technology from other businesses or
acquire businesses as an alternative to internal R&D. All of our R&D costs have been expensed as incurred.

Sales and marketing expenses for the first quarter of fiscal 2007 increased compared to the first quarter of fiscal 2006 primarily due to an
increase in sales expenses of approximately $200 million. Sales expenses increased primarily due to an increase in headcount-related expenses.
Scientific-Atlanta added $19 million of sales expenses and $14 million of marketing expenses during the first quarter of fiscal 2007. Sales and
marketing expenses also included the effect of employee share-based compensation expense which decreased by $33 million compared to the
first quarter of fiscal 2006.

G&A expenses for the first quarter of fiscal 2007 increased compared to the first quarter of fiscal 2006 primarily due to approximately $60
million of real-estate related charges. Scientific-Atlanta contributed $23 million of G&A expenses during the first quarter of fiscal 2007. G&A
expenses also included the effect of employee share-based compensation expense which decreased by $12 million compared to the first quarter
of fiscal 2006.

Our headcount increased by 1,914 employees during the first quarter of fiscal 2007, reflecting the investment in sales and R&D described above.
Our headcount is expected to increase, as we continue to focus on the commercial market segment; additional sales coverage; growing and
expanding our advanced technologies;
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our evolving support model; expanding our presence in the Emerging Markets theater; next-generation service provider network build-outs;
strengthening our product offerings in the consumer market; and providing more comprehensive solutions to our customers as they employ
Internet solutions. As a result, if we do not achieve the benefits anticipated from these investments, our operating results may be adversely
affected.

Employee Share-Based Compensation Expense

On July 31, 2005, we adopted SFAS 123(R), which requires the measurement and recognition of compensation expense for all share-based
payment awards made to employees and directors including employee stock options, employee stock purchases, and employee restricted stock
and restricted stock units, based on estimated fair values. Employee share-based compensation expense under SFAS 123(R) for the first quarter
of fiscal 2007 and fiscal 2006 was as follows (in millions):

Three Months Ended
October 28, October 29,
2006 2005
Cost of sales product $ 11 $ 19
Cost of sales service 24 34
Employee share-based compensation expense included in cost of sales 35 53
Research and development 74 103
Sales and marketing 94 127
General and administrative 22 34
Employee share-based compensation expense included in operating expenses 190 264
Total employee share-based compensation expense 225 317
Tax benefit (58) (89)
Employee share-based compensation expense, net of tax $ 167 $ 228

Share-based compensation expense included compensation expense for share-based payment awards granted prior to, but not yet vested, as of
July 30, 2005 based on the grant date fair value using the Black-Scholes model, and compensation expense for share-based payment awards
granted subsequent to July 30, 2005 based on the grant date fair value using the lattice-binomial model. In conjunction with the adoption of
SFAS 123(R), we changed our method of attributing the value of stock-based compensation to expense from the accelerated multiple-option
approach to the straight-line single-option method. Compensation expense for all share-based payment awards granted on or prior to July 30,
2005 is recognized using the accelerated multiple-option approach while compensation expense for all share-based payment awards granted
subsequent to July 30, 2005 is recognized using the straight-line single-option method. The decrease in employee share-based compensation
expense compared to the first quarter of fiscal 2006 was consistent with the change in the attribution method upon the adoption of SFAS 123(R).

Amortization of Purchased Intangible Assets

Amortization of purchased intangible assets included in operating expenses was $105 million in the first quarter of fiscal 2007, compared to $59
million in the first quarter of fiscal 2006 and the increase was primarily due to the acquisition of Scientific-Atlanta. For additional information
regarding purchased intangibles, see Note 3 to the Consolidated Financial Statements.

In-Process Research and Development

Our methodology for allocating the purchase price, relating to purchase acquisitions, to in-process R&D is determined through established
valuation techniques. In-process R&D expense in the first quarter of fiscal 2007 was $4 million, compared to $2 million in the first quarter of
fiscal 2006. See Note 3 to the Consolidated Financial Statements for additional information regarding the acquisitions completed in the first
quarter of fiscal
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2007 and the in-process R&D recorded for these acquisitions. In-process R&D was expensed upon acquisition because technological feasibility
had not been established and no future alternative uses existed.

The fair value of the existing purchased technology and patents, as well as the technology under development, is determined using the income
approach, which discounts expected future cash flows to present value. The discount rates used in the present value calculations are typically
derived from a weighted-average cost of capital analysis and venture capital surveys, adjusted upward to reflect additional risks inherent in the
development lifecycle. We consider the pricing model for products related to these acquisitions to be standard within the high-technology
communications industry. However, we do not expect to achieve a material amount of expense reductions as a result of integrating the acquired
in-process technology. Therefore, the valuation assumptions do not include significant anticipated cost savings.

For purchase acquisitions completed to date, the development of these technologies remains a significant risk due to the remaining efforts to
achieve technological feasibility, rapidly changing customer markets, uncertain standards for new products, and significant competitive threats.
The nature of the efforts to develop these technologies into commercially viable products consists primarily of planning, designing,
experimenting, and testing activities necessary to determine that the technologies can meet market expectations, including functionality and
technical requirements. Failure to bring these products to market in a timely manner could result in a loss of market share or a lost opportunity to
capitalize on emerging markets and could have a material adverse impact on our business and operating results.

The following table summarizes the key assumptions underlying the valuation for our purchase acquisitions completed in the first quarter of
fiscal 2007 for which in-process R&D was recorded (in millions, except percentages):

Estimated Cost to

Complete Technology Risk-Adjusted
In-Process Discount Rate for
R&D Expense at Time of Acquisition In-Process R&D
Arroyo Video Solutions, Inc. 3 5 30.0%
Other 1 1 23.0%
Total 4 6

The key assumptions primarily consist of an expected completion date for the in-process projects; estimated costs to complete the projects;
revenue and expense projections, assuming the products have entered the market; and discount rates based on the risks associated with the
development lifecycle of the in-process technology acquired. Failure to achieve the expected levels of revenue and net income from these
products will negatively impact the return on investment expected at the time that the acquisitions were completed and may result in impairment
charges. Actual results from the purchase acquisitions to date did not have a material adverse impact on our business and operating results.

Interest Income, Net

The components of interest income, net, are as follows (in millions):

Three Months Ended
Variance
October 28, October 29, in
2006 2005 Dollars
Interest income $251 $ 154 $ 97
Interest expense (94) (94)
Total $ 157 $ 154 $ 3

The increase in interest income was primarily due to higher average interest rates on our portfolio of cash and cash equivalents and fixed-
income securities. The interest expense was attributable to the issuance of
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$6.5 billion in senior unsecured notes in February 2006, and includes the effect of $6.0 billion of interest rate swaps. The effect of the interest
rate swaps is to convert fixed-rate interest expense to floating-rate interest expense based on LIBOR.

Other Income (Loss), Net

The components of other income (loss), net, are as follows (in millions):

Three Months Ended
October 28, October 29,
2006 2005

Net gains (losses) on investments in fixed income and publicly traded equity
securities $ 66 $ (10)
Net (losses) gains on investments in privately held companies (14) 6
Impairment charges on investments in privately held companies “) )
Net gains (losses) and impairment charges on investments 48 (11)
Other (20) (6)
Total $ 28 $ 17

The other expenses of $20 million and $6 million for the first quarter of fiscal 2007 and 2006, respectively, consisted primarily of contributions
of publicly traded equity securities and products to charitable organizations.

Provision for Income Taxes

The effective tax rate was 26.1% for the first quarter of fiscal 2007, compared to 28.3% for the first quarter of fiscal 2006, due to a relative
decrease in earnings subject to taxation in countries that have higher statutory tax rates and a relative increase in earnings subject to taxation in
countries that have lower statutory tax rates. The effective tax rate differs from the statutory rate primarily due to acquisition-related costs,
share-based compensation, research and experimentation tax credits, state taxes, and the tax impact of foreign operations.

Our future effective tax rates could be adversely affected by earnings being lower than anticipated in countries where we have lower statutory
rates and higher than anticipated in countries where we have higher statutory rates, by changes in the valuation of our deferred tax assets or
liabilities, or by changes in tax laws, regulations, accounting principles, or interpretations thereof. In addition, we are subject to the continuous
examination of our income tax returns by the Internal Revenue Service and other tax authorities. We regularly assess the likelihood of adverse
outcomes resulting from these examinations to determine the adequacy of our provision for income taxes.

On October 22, 2004, the American Jobs Creation Act of 2004 (the Jobs Creation Act ) was signed into law. The Jobs Creation Act created a
temporary incentive for U.S. corporations to repatriate accumulated income earned abroad by providing an 85 percent dividends received
deduction for certain dividends from controlled foreign corporations. In the first quarter of fiscal 2006, we distributed cash from our foreign
subsidiaries and will report an extraordinary dividend (as defined in the Jobs Creation Act) of $1.2 billion and a related tax liability of
approximately $63 million in our fiscal 2006 federal income tax return. This amount was previously provided for in the provision for income
taxes and is included in income taxes payable.

Recent Accounting Pronouncements

In July 2006, the FASB issued Financial Interpretation No. 48, Accounting for Uncertainty in Income Taxes an interpretation of FASB Statement
No. 109 ( FIN 48 ), which is a change in accounting for income taxes. FIN 48 specifies how tax benefits for uncertain tax positions are to be
recognized, measured, and derecognized in financial statements; requires certain disclosures of uncertain tax matters; specifies how reserves for
uncertain tax positions should be classified on the balance sheet; and provides transition and interim-period
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guidance, among other provisions. FIN 48 is effective for fiscal years beginning after December 15, 2006 and as

aresult, is effective for us in the first quarter of fiscal 2008. We are currentl