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PART I — FINANCIAL INFORMATION

Item 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

ADOBE SYSTEMS INCORPORATED
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share data)

ReVeNUE.......oveeeiiiiiieeeeeeeee e,
DITECt COSES.ceiiiiiiiiiiiiiiieiiiiieeeeeeeeeeeeeeeeeeeeeeeeeeeeees
GrosS PIofit ..ccuveeeeiieciiecie e

Operating expenses:
Research and development ...........................
Sales and marketing...........cccecceeveereeniernnnnne
General and administrative .............ccccceeueenee.
Restructuring and other charges....................
Amortization of goodwill and
purchased intangibles..............ccceevveriennns

Total operating eXpenses ...........cc.cceuee....
Operating iNCOME........ceovvereveeereerreerererreereennens

Nonoperating income, net:
Investment gain (10SS)......c.cccvevveereerverenennne.
Interest and other income..............cceeeueennnnee.

Total nonoperating income (loss), net ....

Income before income taxes ...........oevveeveeveeennn.
Provision for inCOme taXes.........oooveeeuvvveeeeeennn.

NEt INCOME ...ecevieeiiieeiieeiee et e
Basic net income per share ..........ccccoeevvvveennnns

Shares used in computing basic net income
Per share..........cceviiiiiiiiieeee e,

Diluted net income per share ............cccccveennenns

Shares used in computing diluted net income
Per Share..........occoeviiiiiiiieeee e,

(Unaudited)
Three Months Ended Nine Months Ended
August 31, September 1, August 31, September 1,
2001 2000 2001 2000
$ 292,118 § 328,867 § 965,180 § 911,184
20,041 23,668 62,416 64,994
272,077 305,199 902,764 846,190
54,189 61,572 169,473 179,942
95,447 106,633 308,889 288,015
26,030 29,903 87,475 84,580
— — — 5,629
3,568 1,215 10,731 3,633
179,234 199,323 576,568 561,799
92,843 105,876 326,196 284,391
(39,447) 9,397 (87,516) 21,764
6,744 5,156 17,073 14,800
(32,703) 14,553 (70,443) 36,564
60,140 120,429 255,753 320,955
19,846 42,159 84,398 112,343
$ 40,294 $ 78,270 § 171,355 $ 208,612
$ 17 8 338 728 .88
238,051 238,464 239,110 237,902
$ 16 $ 318 .68 $ .82
248,566 255,828 250,844 255,198

See accompanying Notes to Condensed Consolidated Financial Statements.



ADOBE SYSTEMS INCORPORATED
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

(Unaudited) (Audited)
August 31, December 1,

2001 2000
ASSETS
Current assets:

Cash and cash equivalents ...........ccceevvieiiiieeiiieciie e $ 292,819 $ 236,866
ShOTrt-tErmM INVESTMENTS ....ocvvvvieeiireieeeeiireeeeeeeeee e e eerreeeeenreeeeenaeeeeeeneeees, 283,069 442 987

Trade receivables, net of allowances for doubtful accounts of $9,036
and $8,788, reSPECLIVELY ..veeierrieieieieieieeie ettt e, 149,298 140,514
Other TECEIVADIES ....vvvviiiiiiiiiiieeeee et 19,001 19,599
Deferred INCOME taXeS, CUITENT ........ccevviieuirieeeeeeeeeeieeeeeeeeeeeeeeeeeeeesesennneens 24,337 23,460
OhEr CUITENT ASSELS...uuvviiiiiiiiiieeieiieee et eeeeeeeeeearteeeeeeeesenaeaeeeeesssssnnnaneees 22,461 14,486
TOtal CUITENT ASSELS ...vvvvieivereeieieeieieeeeeteee ettt et e e et e e e eare e e s ennreeeeennens 790,985 877,912
Property and eqUiPMENt ..........coceivieriieiieeieerieeie ettt 80,073 64,268
OFNET ASSEES wveiiieevieeeeitiee ettt ettt e ettt e e et e e e et e e s e eteeeseenaaeeeennaees 74,031 127,236
Deferred INCOME tAXES ...uvvvviieeieiiiecieeeeee et eee e e e e e et reeeeeeeeeraareeeeessesennns 23,039 —

$ 968,128 § 1,069,416

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities:

Trade and other PaAYaAbIES .........c.cceevivviieieieiieieeeceeee e $ 30,750 $ 40,280
AcCCrued LHADIIITIES ..., 121,636 181,861
Income taxes Payable........cccecciiieciiiiiiecie e e 126,455 74,768
DEfErITed TEVENUE......eeei ittt e e s ennens 19,347 17,696
Total current HabilitieS.........oevivvvieiiiiiiiiiiiieeeeeeeee e 298,188 314,605
Deferred INCOME TAXES ...ccovvviiiieiiieeeeieeee e ettt e eeraeee e e et e e e e eareeseeteeessnnnees — 2,267

Stockholders’ equity:

Common stock, $0.0001 par value; and additional paid-in-capital ............ 619,870 530,801
Retained @arnings.........cueeveeriieiiienieriiesie ettt ettt ettt 1,334,869 1,172,504
Accumulated other comprehensive 10SS.......cccvevvevierierienieereeieere e, (389) (698)
Treasury stock, at cost (57,359 and 54,818 shares in 2001 and
2000, respectively), net of TeiSSUANCES .....cceevverieeiieiieieeieeieeeeees, (1,284,410) (950,063)
Total Stockholders” EUILY ......c.eccveecveerreerieriesie e e e seee e e, 669,940 752,544

$ 968,128 § 1,069,416

See accompanying Notes to Condensed Consolidated Financial Statements.



ADOBE SYSTEMS INCORPORATED
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

(Unaudited)
Nine Months Ended
August 31, September 1,
2001 2000
Cash flows from operating activities:
NEE IICOIMIC ..ot e e et e e et e e et e st e s eaaeeeaeeseneeeeane $ 171,355 $ 208,612
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortiZation............cvevveereereerveerieereesieesssesseesseesseeens 42,455 30,932
Stock cOMPENSAION EXPENSE .....eeevveeereeeirieirieeiieeereeereeesereeeereeesereessnens 3,894 11,345
Deferred INCOME tAXES ..ovveviiiiieeiieieeiieieeeesreeresre e ereesreesreeseaeseresenas (26,192) (2,793)
Provision for 10SSeS 0N reCeIVables .........ovviiiiveeeeviiieeiiiieeeeeeeeeeeeeeeeieeee 908 6,664
Tax benefit from employee stock plans.........ccccoeceveiieiieniiineenienieeee, 42,908 78,766
Loss (gain) of Adobe Incentive Partners .........c.ccoceeevveeeiieeecieenieecreeenne 2,147 (21,891)
Gains on sale of eqUIty SECUTILIES ...vvevvverrerriiriereerieeree e ereereesre e (20,052) (10,421)
Gain on sale of BUIlAING........ccvevieriiriieiiceeeee e — (1,052)
Loss on writedown Of INVESIIMENLS .......ceeeevivieeiieiiiieeeeeeeeeeieeeeeeeeeeeeeeeeees 103,915 7,104
Noncash restructuring Charges..........c.eevvevvveveereerienienie e sre e esreeseeenns — 1,011
Net loss on derivative iNStrumMents...........cceeervererierereene e 516 —
Changes in operating assets and liabilities:
RECEIVADIES .....oeiiiiiciiiece et et (9,094) (86,557)
Other CUITENE ASSELS ....eccvieiiieeiiieeiieeeieeeieeesieeeereeeeeeeseaeesreeessseesnseeens (7,974) (5,865)
Trade and other payables..........cccevvevieriiiniieieceeeeeee e (9,530) 5,105
ACCTUCA EXPEIISES ...eeuvieeiiuieeiieiiettenttesiteeeeeteeteesteesseesseeenseenseeseenseens (58,760) 47,775
Accrued restructuring Charges ........ccoocveveveerieereenieenieesiesieereereesseeseeens — (8,003)
Income taxes Payable..........cocceerierierieiieeie e 51,687 31,289
DEfErred TEVENUE ......eveeeieieiieieeeie ettt 1,651 2,257
Net cash provided by operating activities ..........ccceereerierierienieeieeee e 289,834 294,278
Cash flows from investing activities:
Purchases of short-term investments ............ccccoevveeeeiieeieeeiieeeciee e (426,588) (196,358)
Maturities and sales of short-term INVestments ..........ccccoeovvevvveereeeeereinnnnen. 526,946 156,550
Acquisitions of property and equIpmMent...........ccceeeeveeerveeecieenieesiee e (37,730) (17,519)
Purchases of long-term invesStments ...........cccveveereereenieesiienrenreereeseeneeens (16,905) (76,122)
Additions t0 Other ASSELS ........cccviiiiieiiie ettt e e (9,538) (1,768)
Proceeds from the sale of investments in marketable securities.................. 31,376 13,291
Proceeds from sale of building ..........ccccoviiriieiiiiiiiienee e — 5,420
Net cash used for INVEStiNg ACtIVILIES......ccvvevvieriereerieiieereereereereereeeee e 67,561 (116,506)
(Continued)

See accompanying Notes to Condensed Consolidated Financial Statements.



ADOBE SYSTEMS INCORPORATED
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Continued)
(In thousands)

(Unaudited)
Nine Months Ended
August 31, September 1,
2001 2000
Cash flows from financing activities:
Purchase of treasury StOCK .........cccevveieieieiiiirieieieiee et $ (384,223)$% (234,561)
Proceeds from reissuance of treasury Stock.........coovvvevveeeciienieeniiesieeenn, 92,142 87,464
Payment of dividends.........cccceeeviiiiiiiiiieiiesie e, (9,026) (8,972)
Net cash used for financing activities ..........cceeevveeriieeiieeriee e e, (301,107) (156,069)
Effect of foreign currency exchange rates on cash and cash equivalents ...... (335) (1,833)
Net increase in cash and cash equivalents............ccccceeeeieiecieencieeiee e, 55,953 19,870
Cash and cash equivalents at beginning of period ............ccccvviiriireieeneennenn, 236,866 171,145
Cash and cash equivalents at end of period ...........cccveeeevierienienieeeeieeeen, $ 292819 % 191,015
Supplemental disclosures:
Cash paid during the period for inCOmMe taxes.........ccccvevververcreecreerreenieennes, $ 10,801 $ 12,445
Noncash investing and financing activities:
Unrealized gains on available-for-sale securities, net of taxes................ $ 127 $ 20,193
Cash dividends declared but not paid .............cceeveeeieiiieiceeieieieeens $ 2,979 $ 2,991

See accompanying Notes to Condensed Consolidated Financial Statement



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSILIDATED FINANCIAL STATEMENTS
(In thousands, except share and per share data)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

Adobe Systems Incorporated (“Adobe” or the “Company”) has prepared the accompanying interim
condensed consolidated financial statements in conformity with accounting principles generally accepted in the
United States of America, consistent in all material respects with those applied in our Annual Report on Form
10-K for the year ended December 1, 2000. The interim financial information is unaudited but reflects all
adjustments which are, in the opinion of management, necessary to provide fair condensed consolidated
balance sheets and condensed consolidated statements of income and cash flows for the interim periods
presented. You should read the interim condensed consolidated financial statements in conjunction with the
financial statements in our Annual Report on Form 10-K for the year ended December 1, 2000.

The results of operations for the interim period ended August 31, 2001, are not necessarily indicative of
the results to be expected for the full year.

Revenue Recognition

We recognize application products revenue upon shipment, provided that collection is determined to be
probable and no significant obligations remain. We provide application products customers’ free telephone
support, for which the expense is accrued, up to a maximum of ninety days beginning upon the customer’s first
call. We amortize the cost of telephone support as the obligation is fulfilled. Application product revenue from
distributors is subject to agreements allowing limited rights of return, rebates, and price protection. We reduce
revenue recognized for estimated future returns, price protection when given, and rebates at the time the
related revenue is recorded.

We record OEM licensing revenue, primarily royalties, when OEM partners ship products incorporating
Adobe software, provided collection of such revenue is deemed probable. We have no remaining obligations in
relation to such licensing revenue.

Deferred revenue includes customer advances under OEM licensing agreements, maintenance revenue for
application products, and revenue related to free upgrades. We recognize deferred maintenance revenue ratably
over the term of the contract, generally twelve months. In cases where we will provide a free upgrade to an
existing product, we defer revenue until the future obligation is fulfilled.

Recent Accounting Pronouncements

In April 2001, the EITF reached a consensus on Issue No. 00-25 (“EITF 00-25”), “Vendor Income
Statement Characterization of Consideration to a Purchaser of the Vendor’s Products or Services,” which
states that consideration from a vendor to a reseller of the vendor’s products is presumed to be a reduction of
the selling prices of the vendor’s products and, therefore, should be characterized as a reduction of revenue
when recognized in the vendor’s income statement. That presumption is overcome and the consideration can
be categorized as a cost incurred if, and to the extent that, a benefit is or will be received from the recipient of
the consideration. That benefit must meet certain conditions described in EITF 00-25. We are required to adopt
this EITF in the first quarter of fiscal 2002. We do not expect the adoption of Issue No. 00-25 to have a
material impact on our financial position or results of operations.

In July 2001, the Financial Accounting Standards Board (the “FASB”) issued Statement of Financial
Accounting Standards No. 141, "Business Combinations" ("SFAS 141"). This Statement requires all business
combinations to be accounted for using the purchase method accounting and redefines goodwill and other
intangibles that should be recognized separate from goodwill. SFAS 141 is effective for all business
combinations initiated after June 30, 2001.



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

In July 2001, the FASB issued Statement of Financial Accounting Standards No. 142, "Goodwill and
Other Intangible Assets" ("SFAS 142"). This Statement requires that goodwill and other intangibles with an
indefinite useful life not be amortized, but be tested for impairment at least annually. SFAS 142 is effective for
fiscal years beginning after December 15, 2001; however, for new business combinations that occur after June
30, 2001, SFAS 142 is effective for those transactions. We will adopt SFAS 142 beginning in our fiscal year
2003. We are currently evaluating the impact of SFAS 142 on our financial statements and related disclosures.

In June 2001, the FASB issued Statement of Financial Accounting Standards No. 143, “Accounting for
Asset Retirement Obligations” (“SFAS 143”). This Statement addresses financial accounting and reporting for
obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs. This Statement applies to legal obligations associated with the retirement of long-lived assets that result
from the acquisition, construction, development or normal use of the asset. As used in this Statement, a legal
obligation results from existing law, statute, ordinance, written or oral contract, or by legal construction of a
contract under the doctrine of promissory estoppel. SFAS 143 is effective for fiscal years beginning after June
15, 2002. We do not expect the adoption of SFAS 143 to have a material impact on our financial position or
results of operations.

Foreign Currency and Other Hedging Instruments

Effective December 2, 2000, we adopted SFAS 133, “Accounting for Derivative Instruments and Hedging
Activities.” SFAS 133 establishes accounting and reporting standards for derivative instruments and hedging
activities and requires us to recognize these as either assets or liabilities on the balance sheet and measure them
at fair value. Gains and losses resulting from changes in fair value are accounted for depending on the use of
the derivative and whether it is designated and qualifies for hedge accounting. The adoption of this accounting
standard did not have a material impact on our financial position or results of operations.

Economic Hedging — Hedges of Forecasted Transactions

We use option and forward foreign exchange contracts to hedge certain operational ("cash flow")
exposures resulting from changes in foreign currency exchange rates. These foreign exchange contracts,
carried at fair value, have a duration between three to twelve months. Such cash flow exposures result from
portions of our forecasted revenues denominated in currencies other than the U.S. dollar (“USD”), primarily
the Japanese yen and the euro. We enter into these foreign exchange contracts to hedge forecasted product
licensing revenue in the normal course of business, and accordingly, they are not speculative in nature.

We record changes in the fair value of these cash flow hedges in accumulated other comprehensive
income (loss), until the forecasted transaction occurs. When the forecasted transaction occurs, we reclassify the
related gain or loss on the cash flow hedge to revenue. In the event the underlying forecasted transaction does
not occur, or it becomes probable that it will not occur, we reclassify the gain or loss on the related cash flow
hedge from accumulated other comprehensive income (loss) to other income (loss) on the consolidated
statement of income at that time. During the quarter, there were no such net gains or losses recognized in other
income relating to hedges of forecasted transactions that did not occur.

The critical terms of the cash flow hedging instruments are the same as the underlying forecasted
transactions. The changes in fair value of the derivatives are intended to offset changes in the expected cash
flows from the forecasted transactions. We record any ineffective portion of the hedging instruments in other
income on the consolidated statement of income. The time value of purchased derivative instruments is
deemed to be ineffective and is recorded in other income over the life of the contract.



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
The following table depicts the activity for the three and nine months ending August 31, 2001.

Gain (Loss) on Hedges of Forecasted Transactions:

Balance Sheet Income Statement
As of Three months ended Nine months ended
August 31, 2001 August 31, 2001 August 31, 2001
Other Other Other
Comprehensive Income Income
Income Revenue (Loss) Revenue (Loss)

Realized — Closed Transactions:
Realized net gain reclassified from

other comprehensive income to

revenue $ — S 3,293 § — 3 6,577 $ —
Realized net loss from ineffective

portion of hedges and time value

degradation — — &) — (3,796)
Recognized but Unrealized — Open

Transactions:
Unrealized gain remaining in other

comprehensive income 517 — — — —

Unrealized loss from ineffective
portion of hedges and time value
degradation — — (1,186) — (914)
$ 517 $ 3293 § (1,243) § 6,577 $  (4,710)

As of August 31, 2001, $0.5 million in other comprehensive income represents the total anticipated gain
to be reclassified to revenue over the next six months as the forecasted transactions occur. The total recognized
in revenue during the quarter relating to hedged transactions which occurred was $3.3 million; total loss
recognized in other income was $1.2 million which consisted of a realized loss of $57,000 relating to the
ineffective portion of hedges for forecasted transactions, and a $1.2 million unrealized loss which relates to the
time value degradation of outstanding purchased options.

During the first nine months of fiscal 2001, $6.6 million was recognized in revenue relating to hedged
transactions which occurred; total loss recognized in other income was $4.7 million, which consisted of a $3.8
million realized net loss of which the majority relates to the cost of matured purchased options, and a $0.9
million unrealized loss that was recognized for the ineffective portion relating to hedges for forecasted
transactions and the time value degradation of outstanding purchased options.

Balance Sheet Hedging - Hedging of Foreign Currency Assets and Liabilities

Furthermore, we continue to hedge our net recognized foreign currency assets and liabilities with forward
foreign exchange contracts to reduce the risk that our earnings and cash flows will be adversely affected by
changes in foreign currency exchange rates. These derivative instruments hedge assets and liabilities that are
denominated in foreign currencies and are carried at fair value with changes in the fair value recorded as other
income (loss). These derivative instruments do not subject us to material balance sheet risk due to exchange rate
movements because gains and losses on these derivatives offset gains and losses on the assets and liabilities
being hedged. At August 31, 2001, the outstanding balance sheet hedging derivatives had maturities of 90 days
or less.



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
Net Gain (Loss) Recognized in Other Income Relating to Balance Sheet Hedging:

Three months Nine months

ended ended
August 31, August 31,
2001 2001
Loss on foreign currency assets and liabilities:
Realized net loss recognized in other income $ (345) $ (3,390)
Unrealized net loss recognized in other income 3,172 1,654
2,827 (1,736)
Gain on hedges of foreign currency assets and liabilities:
Realized net gain recognized in other income (1,724) 2,889
Unrealized net loss recognized in other income (333) (780)
(2,057) 2,109
Net loss recognized in other income $ 770 § 373

Equity Hedging

We also hedge market value fluctuations of certain equity holdings in publicly traded companies with
forward contracts. These are accounted for as “Fair Value Hedges” in accordance with SFAS 133. The
difference between the cost and market value of the equity investments prior to entering into fair value hedges
remains in other comprehensive income until the hedge contract is settled, at which time it is reclassified to
investment gain (loss). Subsequent gains and losses on the forward contract and the equity securities being
hedged are recorded in investment gain (loss) on the consolidated statement of income.

During the quarter ended August 31, 2001, we reclassified an unrealized gain of $5.0 million from other
comprehensive income to investment gain (loss), related to the delivery against our forward contract hedge of
an equity investment. The loss from the change in value of the equity securities after entering into the hedge
was offset by a gain on the forward contract. These offsetting gains and losses were recognized in investment
gain (loss). We have no outstanding forward contracts remaining as of August 31, 2001.

Reclassification
We made certain reclassifications to our fiscal 2000 presentation of other assets by reclassifying certain

intangible assets from purchased technology and licensing agreements to intangibles and other assets, to
conform to the fiscal 2001 presentation. These reclassifications did not impact total assets in fiscal 2000.

10



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 2. OTHER ASSETS

Other assets consisted of the following:

August 31, December 1,
2001 2000
Goodwill $ 53,679 $ 53,679
Purchased technology and licensing agreements 16,294 16,703
Intangibles and other assets 13,981 7,719
83,954 78,101
Less accumulated amortization 40,200 23,355
$ 43,754 § 54,746
Investments 30,277 72,490
$ 74,031 $ 127,236
NOTE 3. ACCRUED EXPENSES
Accrued expenses consisted of the following:
August 31, December 1,
2001 2000
Accrued compensation and benefits $ 41,600 $ 96,162
Sales and marketing allowances 4,764 6,435
Minority interest 570 1,999
Other 74,702 77,265
$ 121,636 § 181,861

NOTE 4. STOCKHOLDERS’ EQUITY
Stock Repurchase Program I — On-going Dilution Coverage

To facilitate our stock repurchase program, which is designed to minimize dilution from employee stock
plans, we sold put warrants to independent third parties in the third quarter of fiscal 2001. Each put warrant
entitles the holder to sell one share of Adobe’s common stock to Adobe at a specified price for cash or stock at
Adobe’s option. As of August 31, 2001, approximately 0.5 million put warrants were outstanding that expire in
October 2001, with an average exercise price of $41.24 per share.

In addition, we purchased call options from independent third parties that entitle us to buy shares of our
common stock on certain dates at specified prices. As of August 31, 2001, approximately 0.4 million call
options were outstanding that expire in October 2001, with an average exercise price of $44.58 per share.

During the first nine months of fiscal 2001, we repurchased approximately 5.4 million shares at a cost of
$297.8 million. In fiscal 2000, we repurchased 7.2 million shares at a cost of $255.5 million.

Stock Repurchase Program Il — Additional Authorization above Dilution Coverage

In April 1999, the Board authorized a 5.0 million share repurchase program, which allows us to enter into
contracts to repurchase shares during future quarters by selling put warrants and buying call options. During
the first quarter of fiscal 2001, approximately 4.9 million put warrants were written and 3.5 million call options
were purchased at prices ranging from $32.60 to $39.58. As of August 31, 2001, approximately 2.3 million

11



ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 4. STOCKHOLDERS’ EQUITY (CONTINUED)

put warrants remain outstanding that expire on various dates through October 2001, with an average exercise
price of $35.06 per share, and approximately 1.6 million call options remain outstanding that expire on various
dates through October 2001, with an average exercise price of $37.83 per share. During the first nine months
of fiscal 2001, we repurchased approximately 2.4 million shares at a cost of $86.4 million. We did not
repurchase any shares under this program in fiscal 2000.

In addition to the April 1999 5.0 million share repurchase program, our Board of Directors authorized in
March 2001, subject to certain business and market conditions, the purchase of up to an additional 5.0 million
shares of our common stock over a two-year period. We have not made any purchases under this 5.0 million
share repurchase program.

Combined Programs

As of August 31, 2001, approximately 2.8 million put warrants were outstanding that expire on various
dates through October 2001, with an average exercise price of $36.24 per share and approximately 2.0 million
call options were outstanding that expire on various dates through October 2001, with an average exercise
price of $39.10 per share.

Our put and call option contracts provide that we, at our option, can settle with physical delivery or net
shares equal to the difference between the exercise price and the value of the option as determined by the
contract.

NOTE 5. COMPREHENSIVE INCOME

The following table sets forth the components of comprehensive income, net of income tax expense:

Three Months Ended Nine Months Ended
August 31, September 1, August 31, September 1,
2001 2000 2001 2000
Net income $ 40,294 $ 78,270 $ 171,355 $ 208,612
Other comprehensive income (loss):
Net unrealized gain (loss) on
investments, net of taxes (3,060) 23,451 127 20,193
Foreign currency translation adjustments 778 (355) (335) (1,833)
Net gain (loss) from derivative instruments, net of
taxes (4,648) — 517 —
Other comprehensive income (loss) (6,930) 23,096 309 18,360
Total comprehensive income, net of taxes $ 33,364 % 101,366 § 171,664 $ 226,972
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ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 6. NET INCOME PER SHARE

Basic net income per share is computed using the weighted average number of common shares
outstanding for the period, excluding unvested restricted stock. Diluted net income per share is based upon the
weighted average common shares outstanding for the period plus dilutive common equivalent shares, including
unvested restricted common stock, stock options using the treasury stock method, and put warrants using the
reverse treasury stock method.

Three Months Ended Nine Months Ended
August 31, September 1, August 31, September 1,
2001 2000 2001 2000
(in thousands, except per share data)

Net income $§ 40,294 § 78,270 $ 171,355 § 208,612
Shares used to compute basic net income per

share (weighted average shares outstanding during

the period, excluding unvested restricted stock) 238,051 238,464 239,110 237,902
Dilutive common equivalent shares:

Unvested restricted stock 362 856 362 856

Stock options 10,132 16,508 11,372 16,440

Put warrants 21 — — —
Shares used to compute diluted

net income per share 248,566 255,828 250,844 255,198
Basic net income per share $ 178 338 728 .88
Diluted net income per share $ 16 $ 318 .68 § .82

NOTE 7. INDUSTRY SEGMENTS

We have four reportable segments that offer different product lines. These segments are Web Publishing,
Cross-media Publishing, ePaper Solutions, and OEM PostScript and Other. The Web Publishing segment
provides users with software for creating Web page layouts and Web animations and editing and enhancing
digital images, photographs, and video. The Cross-media Publishing segment provides software for
professional page layout, illustration, business publishing, and printing. The ePaper Solutions segment
provides software that allows users to speed the distribution of information with documents that can be
viewed, approved and printed across a broad range of hardware and software platforms. The OEM PostScript
and Other segment includes printing technology to create and print simple or visually rich documents with
precision.

During and prior to fiscal 2000, we evaluated our business based on the contribution margins of each of
our four segments. Recently, our executive management team changed the way it evaluates the performance of
our business and now focuses on evaluating the gross margins of each of our segments. We have revised our
prior period segment disclosures to reflect that change. In addition, we reclassified certain direct costs between
our operating segments in fiscal year 2000 to conform to the fiscal year 2001 presentation.

The accounting policies of the operating segments are the same as those described in the summary of
significant accounting policies. We do not identify or allocate our assets by operating segments. As such,
segment asset information is not disclosed.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

ADOBE SYSTEMS INCORPORATED

NOTE 7. INDUSTRY SEGMENTS (CONTINUED)

During the second quarter of fiscal 2001, we reclassified our eBook business-related revenue and related
expenses from our ePaper Solutions segment to our Cross-media segment in order to better align our eBooks
business goals with our Cross-media segment strategy. These reclassifications did not impact total gross profit.

The following results are broken out by operating segments for the periods ended August 31, 2001 and

September 1, 2000:

Three months ended
August 31, 2001
Revenue
Direct costs

Gross profit

Three months ended
September 1, 2000

Revenue
Direct costs

Gross profit

Nine months ended
August 31, 2001
Revenue
Direct costs

Gross profit

Nine months ended
September 1, 2000

Revenue
Direct costs

Gross profit

OEM
Web Cross-media ePaper PostScript
Publishing Publishing Solutions and Other Total

$ 112,768 $ 79,161 $ 74,274 $§ 25915 § 292,118
8,404 5,889 4,704 1,044 20,041

$ 104,364 § 73,272 § 69,570 § 24,871 § 272,077
93% 93% 94% 96% 93%

$ 124,798 § 118,773 $ 51,225 $ 34,071 § 328,867
8,804 8,952 2,721 3,191 23,668

$ 115,994 § 109,821 $ 48,504 $ 30,880 $ 305,199
93% 92% 95% 91% 93%

OEM
Web Cross-media ePaper PostScript
Publishing Publishing Solutions and Other Total

$ 392,194 § 265,409 $ 225,979 § 81,598 § 965,180
26,705 20,148 11,742 3,821 62,416

$ 365,489 § 245,261 $ 214,237 § 77,777 § 902,764
93% 92% 95% 95% 94%

$ 368,890 $ 293,716 $ 148,414 $ 100,164 $ 911,184
25,749 23,272 9,631 6,342 64,994

$ 343,141 § 270,444 $ 138,783 $ 93,822 § 846,190
93% 92% 94% 94% 93%
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ADOBE SYSTEMS INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(In thousands, except share and per share data)

NOTE 7. INDUSTRY SEGMENTS (CONTINUED)

A reconciliation of the totals reported for the operating segments to the applicable line items in the
condensed consolidated financial statements for the three and nine months ended August 31, 2001 and
September 1, 2000 is as follows:

Three Months Nine Months
Ended Ended
August 31, September 1, August 31, September 1,
2001 2000 2001 2000
Total gross profit from operating segment above $ 272,077 $ 305,199 § 902,764 $ 846,190
Total operating expenses (a) 179,234 199,323 576,568 561,799
Total operating income 92,843 105,876 326,196 284,391
Other income (loss) (32,703) 14,553 (70,443) 36,564
Income before taxes $ 60,140 $ 120,429 § 255,753 $ 320,955

(a) Total operating expenses include research and development, sales and marketing, general and administrative,
restructuring and other charges, and amortization of goodwill and purchased intangibles.

NOTE 8. SUBSEQUENT EVENT

In September 2001, the Company entered into a real estate financing agreement for the construction of an
office building in downtown San Jose, California, which includes a five year operating lease agreement
beginning in 2003. At the end of the lease term, the Company will have the option to purchase the building for
an amount equal to the property cost. In the event the Company elects not to purchase the building, the
Company is obligated to arrange the sale of the building to an unrelated party and will be required to pay the
lessor any shortfall between the net remarketing proceeds and the property cost, up to the maximum amount, as
set forth in the lease, which would preclude classification of the lease as an operating lease.
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ITEM2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The following discussion (presented in millions, except per share amounts) should be read in
conjunction with the consolidated financial statements and notes thereto.

In addition to historical information, this Quarterly Report on Form 10-Q contains forward-looking
statements that involve risks and uncertainties that could cause actual results to differ materially. Factors
that might cause or contribute to such differences include, but are not limited to, those discussed in the
section entitled “Management’s Discussion and Analysis of Financial Condition and Results of
Operations-Factors That May Affect Future Results of Operations.” You should carefully review the risks
described in other documents we file from time to time with the Securities and Exchange Commission,
including any future reports we file in 2001. When used in this report, the words “expects,”
“anticipates,” “intends,” “plans,” “believes,” “ targets,” “estimates,” and similar expressions

FI Y EEE) o«

seeks,
are generally intended to identify forward-looking statements. You should not place undue reliance on
these forward-looking statements, which speak only as of the date of this Quarterly Report on Form 10-Q.
We undertake no obligation to publicly release any revisions to the forward-looking statements or reflect
events or circumstances after the date of this document.

RESULTS OF OPERATIONS

Overview

Founded in 1982, Adobe Systems Incorporated (“Adobe”) builds award-winning software solutions for
Network Publishing, including Web, print, video, wireless and broadband applications. Its graphic design,
imaging, dynamic media and authoring tools enable customers to create, manage, and deliver visually-rich,
reliable content. We license our technology to major hardware manufacturers, software developers, and service
providers, and we offer integrated software solutions to businesses of all sizes. We distribute our products
through a network of distributors and dealers, value-added resellers (“VARs”), systems integrators, and
original equipment manufacturer (“OEM”) partners; direct to end users through Adobe call centers; and
through our own Web site at www.adobe.com. We have operations in the Americas; Europe, Middle East, and
Africa (“EMEA”); and Asia.
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The following table sets forth for the three and nine month periods ended August 31, 2001 and
September 1, 2000, the Company’s condensed consolidated statements of income expressed as a percentage of
total revenue:

Three Months Nine Months
Ended Ended
August 31, September 1, August31, September 1,
2001 2000 2001 2000
REVENUE ..ot 100.0% 100.0% 100.0% 100.0%
DITECE COSES .nvirurieiieiieieeieeie e 6.9 7.2 6.5 7.1
GTOSS MATZIN..cevveeerieeieeiieeieereeieeieeieereeeeeeeenne 93.1 92.8 93.5 92.9
Operating expenses:
Research and development ............ccoeceeviennnnnne 18.6 18.7 17.5 19.7
Sales and marketing..........ccccceevververvenvennennen. 32.7 324 32.0 31.7
General and administrative.........ccccceeeeveennennee. 8.9 9.1 9.1 9.3
Restructuring and other charges ....................... - — — 0.6
Amortization of goodwill and purchased
INEANGIDIES ..eevvieiiiiieeiece e 1.1 0.4 1.1 0.4
Total operating eXpenses ..........cceevveerveercveerveens 61.3 60.6 59.7 61.7
Operating iNCOME. ........ccveeverveeeeeieeieeresreeenenns 31.8 32.2 33.8 31.2
Nonoperating income, net:
Investment gain .........ccoeeeeveeiiiiienieeieee e (13.5) 2.8 9.1) 2.4
Interest and other income ..........ccccceeveeerennnee. 2.3 1.6 1.8 1.6
Total nonoperating income (loss), net ................. (11.2) 4.4 (7.3) 4.0
Income before income taxes ..........ceceeveeeveennnne 20.6 36.6 26.5 35.2
Provision for income taxes .........ccccvevvverveenreennennn. 6.8 12.8 8.7 12.3
NEt INCOME ...cuveeneieieeiieieeieeieee e niens 13.8% 23.8% 17.8% 22.9%
August 31, September 1,
2001 2000 Change
(dollars in millions)
Revenue
Three months ended:
TOtal FEVENUE .....c.eveeivetieteceeeee e $ 292.1 $ 328.9 (11)%
Nine months ended:
TOtal FEVENUE .....ccvieiieieiieiieieieie et $ 9652 $ 911.2 6%

Our revenue is categorized into four operating segments: Web Publishing, Cross-media Publishing,
ePaper Solutions, and OEM PostScript and Other. The Web Publishing, Cross-media Publishing, and ePaper
Solutions segments include application products revenue that is derived predominantly from shipments of
application software programs marketed through retail, VAR, and OEM distribution channels, as well as direct
through our Web site and call centers. The OEM PostScript and Other segment includes licensing revenue,
which is made up of royalties received from OEM customers who ship products containing Adobe PostScript
technology.

During the third quarter of fiscal 2001, overall revenue decreased $36.8 million, or 11% compared to the
third quarter of fiscal 2000 primarily due to adverse economic conditions in Japan and the US and a decline in
revenue from our Cross-media Publishing, Web Publishing, and OEM Postscript and Other segments. Revenue
from the Cross-media Publishing segment decreased $39.7 million, or 33%, from $118.8 million in the third
quarter of fiscal 2000 to $79.1 million in the third quarter of fiscal 2001. This decrease was primarily related to
a decline in revenue from our Illustrator 9.0 product as this version was first introduced in the third quarter of
fiscal 2000. We also experienced a decline in revenue from our FrameMaker product, due to product lifecycle
timing, and from our Adobe Type product, due to a decline in the font business. The decrease in revenue from
these products in the third quarter of fiscal 2001 compared to the same period last year was partially offset by
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an increase in revenue from our InDesign and Design Collection products due to increased marketing and
promotional activities and an increase in revenue from our PageMaker product due to the release of
PageMaker 7.0 in July 2001.

Revenue from our Web Publishing segment decreased approximately 10% from $124.8 million in the third
quarter of fiscal 2000 to $112.8 million in the third quarter of fiscal 2001. This segment declined in revenue
primarily due to decreased licensing of our GoLive and LiveMotion products because of weakness in the
professional web layout and web animation markets. The decrease in revenue from these products in the third
quarter of fiscal 2001 compared to the same period last year was partially offset by an increase in revenue from
our video products, After Effects, Adobe Premiere, Digital Video Collection, and Streaming Media Collection.
Our digital imaging products were essentially flat when compared to the third quarter of fiscal 2000.
Photoshop and Adobe PhotoDeluxe also decreased in revenue, primarily due to product lifecycle timing, but
this decline was offset by revenue from our newly released Photoshop Elements product.

Revenue from our OEM PostScript and Other segment decreased approximately 24% from $34.1 million
in the third quarter of fiscal 2000 to $25.9 million in the third quarter of fiscal 2001 due to the weak global
economy affecting printer sales and lower average selling prices.

The decrease in revenue in the third quarter of fiscal 2001 compared to the third quarter of fiscal 2000 in
the above operating segments was partially offset by an increase in revenue from our ePaper Solutions
segment. Revenue from our ePaper Solutions segment increased $23.1 million, or 45%, from $51.2 million in
the third quarter of fiscal 2000 compared to $74.3 million in the third quarter of fiscal 2001 primarily due to
the release of Acrobat 5.0 in the second quarter of fiscal 2001, as well as the continuing movement from paper-
based to web-based workflows.

During the first nine months of fiscal 2001, overall revenue increased $54.0 million, or 6%, compared to
the first nine months of fiscal 2000, primarily due to an increase in revenue from our ePaper Solutions
segment, which increased 52%, or $77.7 million. Revenue from our Web Publishing segment also increased
$23.4 million, or 6%. The growth in revenue in the above operating segments in the first nine months of fiscal
2001 compared to the same period last year was offset by a decline in revenue from the Cross-media
Publishing segment, which decreased $28.5 million, or 10%, and a decline in revenue from our OEM
Postscript and Other segment of $18.6 million, or 19%.

The increase in revenue from our ePaper Solutions segment during the first nine months of fiscal 2001
compared to the same period last year was primarily due to the release of Acrobat 5.0 during the second
quarter of fiscal 2001, as well as continuing adoption of Acrobat and its related technologies throughout
enterprises such as corporations, government agencies, and educational institutions in the US, EMEA, and
Asia.

The increase in revenue from our Web Publishing segment in the first nine months of fiscal 2001
compared to the same period last year was primarily due to the release of Photoshop Elements during the
second quarter of fiscal 2001, as well as other new releases of products, such as Adobe Premiere 6.0 in the first
quarter of fiscal 2001 and Photoshop 6.0 in the fourth quarter of fiscal 2000. The increase in revenue from
these products in the first nine months of fiscal 2001 compared to the same period last year was partially offset
by a decline in revenue from our GoLive and LiveMotion products due to the weakness in the professional
web layout and web animation markets. In addition, revenue decreased from our Adobe PhotoDeluxe product
due to product lifecycle timing.

The growth in revenue in the above operating segments in the first nine months of fiscal 2001 compared
to the same period last year was partially offset by a decline in revenue from our Cross-media Publishing
segment. The decrease in revenue from our Cross-media segment during the first nine months of fiscal 2001
compared to the same period last year was primarily related to the decline in revenue of our Illustrator 9.0
product, as this version was first introduced in the third quarter of fiscal 2000. There were additional decreases
in revenue from our FrameMaker, PageMaker, InDesign, and Adobe Type products. The decrease in revenue
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from these products in the first nine months of fiscal 2001 compared to the same period last year was partially
offset by an increase in revenue from our Design Collection product due to increased marketing and
promotional activities.

Our OEM PostScript and Other segment declined in revenue for the first nine months of fiscal 2001
compared to the same period last year. We expect our OEM PostScript license business to continue to decline
for the remainder of the year relative to fiscal 2000.

We categorize our geographic information into three major market regions: the Americas; EMEA; and
Asia. In the third quarter of fiscal 2001, revenue generated in the Americas, EMEA, and Asia represented 53%,
25%, and 22% of total revenue, respectively, compared to 54%, 20%, and 26% of total revenue, respectively,
generated in the third quarter of fiscal 2000. In the first nine months of fiscal 2001, revenue generated in the
Americas, EMEA, and Asia represented 48%, 26%, and 26% of total revenue, respectively, compared to 53%,
24%, and 23% of total revenue, respectively, generated in the first nine months of fiscal 2000.

Total application platform mix (excluding platform independent and UNIX revenues) for the third quarter
of fiscal 2001 was split 71% on Windows and 29% on Macintosh as compared to 63% and 37%, respectively,
for the third quarter of fiscal 2000.

August 31, September 1,
2001 2000 Change
(dollars in millions)

Direct costs

Three months ended:
DITECE COSES ..vnviriiniieeete ettt ettt eae e $ 20.0 $ 23.7 (15)%
Percentage of total revenue ..........ccccveveeveevveenieenveeeiens 6.9% 7.2%

Nine months ended:
DITECT COSES ..vvinvinrinietieteeeeeeete ettt ve e $ 624 $ 65.0 (4%
Percentage of total TeVenue .........coceeeveeierieeieeieeieeee 6.5% 7.1%

Direct costs decreased in absolute dollars and as a percentage of revenue in the third quarter and first nine
months of fiscal 2001 compared to the same periods last year due to a decrease in shrink-wrapped product
revenue and lower royalty costs.

OPERATING EXPENSES
August 31, September 1,

2001 2000 Change
(dollars in millions)

Research and development

Three months ended:
Research and development ............coeeverveienienieeeeieiesie e $ 542 $ 61.6 (12)%
Percentage of total revenue..........ccceovevereeienencnieieneneneen 18.6% 18.7%

Nine months ended:
Research and development ...........c.ocvevveviivevieieriiiinieeeeieeeenenns $ 169.5 § 179.9 (6)%
Percentage of total revenue............ccooevereeieneninieeeceee 17.5% 19.7%

Research and development expenses decreased in the third quarter and first nine months of fiscal 2001
compared to the same periods last year primarily due to lower incentive compensation expenses. This decrease
was partially offset by increased salaries expense related to headcount growth to support product development
efforts.

We plan to recruit key talent for our future growth and make significant investments in the development
of our application software products. For the fourth quarter of fiscal 2001 we expect that research and
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development expenditures will increase in absolute dollars. We have targeted such expenditures to be between
19-20% of revenue for the fourth quarter of fiscal 2001.

August 31, September 1,
2001 2000 Change
(dollars in millions)

Sales and marketing

Three months ended:
Sales and Marketing..........c.cooveveieverieeeeeeeeeeeeeeeee e, $ 954 $ 106.6 (11)%
Percentage of total revenue............ceceveveeienenineneeee, 32.7% 32.4%

Nine months ended:
Sales and Marketing..........c.cooeveveieverieeerieeeeeeeeeeeee e, $ 3089 $ 288.0 7%
Percentage of total revenue...........ccvevveevciieeeieerie e, 32.0% 31.7%

Sales and marketing expenses decreased in absolute dollars in the third quarter of fiscal 2001 compared to
the same period last year primarily due to a decrease in variable marketing expenses such as trade shows and
advertising expenses, as well as a decrease in incentive compensation expenses.

Sales and marketing expenses increased for the first nine months of fiscal 2001 compared to the same
period last year, primarily due to higher marketing and advertising fees related to major product launches, such
as Acrobat 5.0 and Photoshop Elements, and increased marketing activities for our Design Collection and Web
Publishing Collection products. Sales and marketing expenses also increased in the first nine months of fiscal
2001 compared to the same period last year due to higher salary expenses related to headcount growth and
increased technical support costs. These increases were partially offset by a decrease in incentive
compensation expenses.

We have targeted sales and marketing expenses to be between 33-34% of revenue for the fourth quarter of
fiscal 2001.

August 31, September 1,
2001 2000 Change
(dollars in millions)

General and administrative

Three months ended:
General and administrative ............c.ccceeveeeeeievecreeeeeeereenene, $ 260 $ 29.9 (13)%
Percentage of total revenue..........occveveerieenierieesieeieeieeieee, 8.9% 9.1%

Nine months ended:
General and admiNISTrAtIVE ......eevveeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeenes $ 875 % 84.6 3%
Percentage of total revenue..........cccceeevenerienenenenieienee, 9.1% 9.3%

General and administrative expenses decreased in the third quarter of fiscal 2001 compared to the same
period last year due to a decrease in incentive compensation expenses and bad debt expense.

General and administrative expenses increased in absolute dollars in the first nine months of fiscal 2001
compared to the same period last year, primarily due to higher salary and related benefit expenses as a result of
headcount growth. In addition, there were also increases in facility and equipment related expenses and legal
fees. These increases were partially offset by a decrease in incentive compensation expenses and bad debt
expense.

We have targeted general and administrative expenses to be approximately 9% of revenue for the fourth
quarter of fiscal 2001.
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August 31, September 1,
2001 2000 Change
(dollars in millions)

Restructuring and other charges

Three months ended:
Restructuring and other charges ..........ccccevveveerieniienieesieeieeene — — -
Percentage of total TeVENUE........c.cevueervieriieniieiieiieieeeeieeieeeen - -

Nine months ended:
Restructuring and other charges ..........cccceeevevieecieeciiecienie e -3 5.6 (100)%
Percentage of total revenue............ccooevevieieneninieeeceeee — 0.6%

In the first nine months of fiscal 2000, we recorded restructuring and other charges of approximately $6.3
million related to the disposal of certain equipment and one-time litigation-related expenses. We also revised
our estimates of the total costs associated with the fiscal 1999 and 1998 restructuring programs, resulting in an
adjustment of approximately $0.7 million. The adjustment primarily reflects lower than estimated severance
and related charges attributable to employees whose positions were eliminated as a result of the restructurings
but who were able to find alternative employment within Adobe. The remaining adjustment was due to lower
than expected charges related to vacating leased facilities.

August 31, September 1,
2001 2000 Change
(dollars in millions)

Amortization of goodwill and purchased intangibles

Three months ended:
Amortization of goodwill and purchased intangibles................. $ 36 §$ 1.2 194%
Percentage of total revenue............ccooevevieieneninieeeceeee 1.1% 0.4%

Nine months ended:
Amortization of goodwill and purchased intangibles................. $ 10.7 $ 3.6 195%
Percentage of total revenue..........ccceeeveeeeiieerieecieeeeeee e 1.1% 0.4%

Amortization of goodwill and purchased intangibles increased in the third quarter and first nine months of
fiscal 2001 compared to the same periods last year due to the additional amortization related to the acquisition
of Glassbook, Inc. in September 2000.

NONOPERATING INCOME, NET

August 31, September 1,
2001 2000 Change
(dollars in millions)

Investment gain (loss)

Three months ended:
Investment gain (10SS).......ccverierieriieniieriieriieieeie et $ 394 § 9.4 (520)%
Percentage of total TeVeNUE. .........ceveeriierienieieieeeeeeeieee (13.5)% 2.8%

Nine months ended:

Investment gain (10SS).......ccverieriieriieriieiiieieeie et $ 875 $ 21.8 (502)%
Percentage of total TeVENUE..........cevueervieriieniieiieieeieeeeieeieeeen 9.1)% 2.4%

During the third quarter of fiscal 2001, investment losses included other-than-temporary writedowns
related to investments in Engage, Inc., Liquent, Inc. (formerly ESPS, Inc.), Avantgo, Inc., and Virage, Inc., as
well as writedowns of privately-held companies, both totaling approximately $46.3 million. These investment
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losses were partially offset by gains from the sale of our investments totaling $2.9 million. We also recorded
net investment gains related to Adobe Ventures investment activities totaling $4.0 million.

In addition to the investment losses listed above, the first nine months of fiscal 2001 included other-than-
temporary writedowns primarily related to investments in Liquent, Inc. (formerly ESPS, Inc.), Avantgo, Inc.,
Virage, Inc. and Tumbleweed Communications Corp. (“Tumbleweed”), and writedowns of privately-held
companies, both totaling approximately $57.6 million. In addition, we also recorded net investment losses
related to Adobe Ventures investment activities totaling $2.1 million. These additional losses were partially
offset by gains from the sale of a portion of our investments in Tumbleweed, DigitalThink, Inc. and Digimarc
Corporation, totaling approximately $11.6 million.

During the third quarter of fiscal 2000, we recorded mark-to-market gains totaling $16.8 million primarily
related to investments in AvantGo, Inc., ImageX.com, Digital Fountain, and Slam Dunk Networks, Inc. We
also recorded a realized gain of approximately $1.5 million related to the sale of a portion of our investment in
Tumbleweed. These gains were partially offset by a loss related to the writedown of our investment in
eCircles, Inc., as well as expenses of Adobe Ventures, together totaling approximately $8.9 million.

Additionally, the first nine months of fiscal 2000 included a realized gain of approximately $8.9 million
related to the sale of a portion of our investment in Tumbleweed and mark-to-market adjustments totaling $4.7
million primarily related to investments in Virage, Inc., Impresse Corporation, Digimarc Corporation, and
HAHT Software, Inc. These additional gains were primarily offset by investment losses related to mark-to-
market adjustments of various other Adobe Venture investments and related expenses totaling approximately
$1.2 million.

We are uncertain of future investment gains and losses, as they are primarily dependent upon the
operations of the underlying companies and the overall stock market environment.

August 31,  September 1,
2001 2000 Change
(dollars in millions)

Interest and other income

Three months ended:
Interest and other INCOME ...........covviiieiiiiiieceie e $ 6.7 $ 5.2 31%
Percentage of total revenue..........ccceeeveeeeiieeeieecieecieecee e 2.3% 1.6%

Nine months ended:
Interest and other INCOME ..........oeeviiiiieeieeiee e $ 17.1  $ 14.8 15%
Percentage of total TeVeNnUE. .........ceveeriieriieniierieieceeeieeieee 1.8% 1.6%

Interest and other income increased in the third quarter of fiscal 2001 compared to the same period last
year, primarily due to realized gains resulting from the sale of fixed income investments.

Interest and other income increased in the first nine months of fiscal 2001 compared to the same period
last year primarily due to higher average cash balances and a greater portion of investments in taxable
securities. In addition, realized gains resulting from the sale of fixed income investments also contributed to
the increase. The increase in interest and other income for the first nine months of fiscal 2001 was partially
offset by foreign currency losses related to the implementation of SFAS 133.

We have targeted interest and other income to be approximately $4.0 million in the fourth quarter of fiscal
2001.
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August 31, September 1,
2001 2000 Change
(dollars in millions)

Provision for income taxes
Three months ended:

Provision for iNCOME tAXES ........cocveveereereereeeeeeeereeeeeeeneeneenns $ 19.8 $ 422 (53)%
Percentage of total revenue...........ccoecvevererievienenenieieenee 6.8% 12.8%
EffectiVe taX Tate.....cccvviiiieieeieeiecieeeeeiesieesee e, 33.0% 35.0%

Nine months ended:
Provision for iNCOME tAXES ........ceeveeeerreereereeeeereereeeeeeeeaeeneenns $ 844 § 112.3 (25)%
Percentage of total revenue.............coeceverinienienenenieeeene 8.7% 12.3%
Effective taX 1ate.......coceviirieiienieieceeeeeeee e, 33.0% 35.0%

Our effective tax rate decreased in the third quarter and first nine months of fiscal 2001 compared to the
same periods last year due to tax benefits associated with a restructuring of our international operations. We
expect our effective tax rate in the fourth quarter of fiscal 2001 to be approximately 33%.

Factors That May Affect Future Results of Operations

We believe that in the future our results of operations could be affected by various factors, including:

e adverse changes in general economic conditions in any of the countries in which we do business,
including the recent slow-down affecting the U.S., Europe, Japan, and potentially other geographic
areas

e adverse economic impact of the recent national tragedy on September 11, 2001

e delays in shipment of our new products and major new versions of existing products
e weakness in the professional web layout and web animation markets

e lack of market acceptance of new products and upgrades

e introduction of new products by major competitors

e weakness in demand for application software and printers

e lack of growth in worldwide personal computer and printer sales and downward sales price
adjustments

e renegotiation of royalty arrangements

e consolidation in the OEM printer business

e ongoing weakness in our printing business due to product transitions
e industry transitions to new business and information delivery models

o market risks associated with our equity investments (as discussed later under “Quantitative and
Qualitative Disclosures about Market Risk™)

We have stated that we are targeting our revenue for the fourth quarter of fiscal 2001 to be at $310 to
$320 million. We have also stated the following operating model targets for the fourth quarter of fiscal 2001:
gross margin of 93%, operating profit margin of 31%, research and development expenses at 19-20% of
revenue, sales and marketing expenses at 33-34% of revenue, and general and administrative expenses at 9%
of revenue. We have stated that we expect our share count to be between 246 to 248 million shares, which
collectively results in a proforma earnings per share target range of $0.27 to $0.28 in the fourth quarter of
fiscal 2001. Based on the projected use of cash to buy back shares under existing contracts, we are targeting
other income to be approximately $4.0 million in the fourth quarter of fiscal 2001. Finally, we have stated an
effective tax rate target for the fourth quarter of fiscal 2001 of 33%.
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We use these targets to assist us in making decisions about our allocation of resources and investments,
not as predictions of future results. The targets reflect a number of assumptions, including assumptions about:

e product pricing and demand
e manufacturing costs and volumes

e the mix of application products and licensing revenue, full and upgrade products, distribution
channels, and geographic distribution

e headcount increases

These and many other factors described in this report affect our financial performance and may cause our
future results, including results for the current quarter, to vary materially from these targets. In particular, the
recent slow-down in some geographic areas, primarily in the U.S., Europe, and Japan, has affected all of our
product segments and may adversely affect our ability to achieve our revenue target, and we are unable to
assess the potential impact of the recent national tragedy on September 11, 2001. The slow-down has also
affected our hiring plans; we will hire significantly fewer than our original target of 1,000 employees during
fiscal 2001 in light of this factor. We attribute this slow-down, which is affecting all of our product segments,
to weakening economic conditions. These adverse economic conditions in the U.S., Europe, Japan, and
potentially other geographic markets may continue in the short term, and they may continue to adversely affect
our revenue and earnings. Although there were also adverse conditions in other countries, the countries
affected represent a much smaller portion of our revenue and thus have less impact on our operational results.
Furthermore, if the economic slow-down worsens or spreads to other geographic areas where we do business,
it would likely cause our future results, including results for the fourth quarter of fiscal 2001, to vary materially
from our targets.

We plan to recruit key talent for our future growth; however, our headcount increases will not reach our
planned level of 1,000 for fiscal 2001 due to the economic slow-down in some geographic areas, especially in
North America, Europe, and Japan. These plans to continue to invest in certain areas will require us to continue
to hire additional employees. Competition for high-quality personnel, especially highly skilled engineers, is
extremely intense. Our ability to effectively manage this growth will require us to continue to improve our
operational and financial controls and information management systems, and to attract, retain, motivate, and
manage employees effectively; otherwise our business could be seriously harmed.

We currently rely on five turnkey assemblers of our products, located in each major region we serve. One
of our U.S. turnkeys, as reported in our first quarter 10-Q of fiscal 2001, continues under Chapter 11
protection, although we believe we are effectively managing this relationship. If any turnkey assembler
terminates its relationship with us, or if our supply from any turnkey is interrupted or terminated for any other
reason, we may not have enough time or be able to replace the supply of products manufactured by that
turnkey assembler to avoid serious harm to our business.

Our ability to develop and market products, including upgrades of current products that successfully adapt
to changing customer needs, may also have an impact on our results of operations. Our ability to extend our
core technologies into new applications and to anticipate or respond to technological changes could affect our
ability to develop these products. A portion of our future revenue will come from these new applications.
Delays in product or upgrade introductions could cause a decline in our revenue, earnings, or stock price. We
cannot determine the ultimate effect that these new products or upgrades will have on our revenue or results of
operations.

The market for our graphics applications, particularly our Web publishing and consumer products, is
intensely and increasingly competitive and is significantly affected by product introductions and market
activities of industry competitors. Additionally, Microsoft has increased its presence in the digital
imaging/graphics market; we believe that, due to Microsoft’s market dominance, any new Microsoft digital
imaging products will be highly competitive with our products. If competing new products achieve widespread
acceptance, our operating results would suffer.
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In some markets and for some products, we have adopted a strategy aiming to increase our market share
and therefore may receive significantly less revenue from certain licensing arrangements than we otherwise
would receive for licensing these products. Therefore, increased market penetration may in fact lead to lower
revenue growth in these areas. While we believe that this potential market share increase will ultimately
benefit us, this strategy could instead harm our business through reduced revenue growth.

We generally offer our application-based products on Macintosh, Windows, and UNIX platforms, and we
generally offer our server-based products on the Linux platform as well as these three platforms. To the extent
that there is a slow-down of customer purchases of personal computers on either the Windows or Macintosh
platform or in general, our business could be harmed.

We distribute our application products primarily through distributors, resellers, and retailers (collectively
referred to as “distributors”). A significant amount of our revenue for application products is from two
distributors. One of these distributors recently restructured its operations, reducing the number of facilities it
operates, including those handling Adobe products, which may harm our operating results. In addition, we
have revised our channel program to reduce the overall number of our distributors worldwide and focus our
channel efforts on larger distributors. This revision of the channel program has resulted in an increase in our
dependence on a smaller number of distributors selling through a larger amount of our products. Additionally,
one of our goals is to increase our direct distribution of our products to end users through our online store
located on our Web site at www.adobe.com. Any such increase in our direct revenue efforts will place us in
increased competition with our channel distributors and with newer types of distribution of our products by
online, Internet-based resellers of our products. While we anticipate that the restructuring and streamlining of
our product distribution channels and the increase in the scope of our direct sales efforts will eventually
improve our business by decreasing discounts or rebate programs provided to distributors, decreasing product
returns, and shortening inventory cycles, these changes could instead seriously harm our business.

In addition, we continue to expand into third-party distribution channels, including VARs and systems
integrators, in our effort to further broaden our customer base. As a result, the financial health of these third
parties and our continuing relationships with them are becoming more important to our success. Some of these
companies are thinly capitalized and may be unable to withstand changes in business conditions. Our business
could be seriously harmed if the financial condition of some of these third parties substantially weakens or if
our relationships with them deteriorate. Also, as we seek to further broaden our customer base in the corporate
business and consumer markets, we may not successfully adapt our application software distribution channels,
which could cause our operating results to suffer. We could experience decreases in average selling prices and
some transitions in our distribution channels that could seriously harm our business.

Revenue from our OEM PostScript and Other segment experienced a 24% decline in the third quarter of
fiscal 2001 compared to the third quarter of fiscal 2000, primarily as a result of a decline in revenue from the
licensing of Adobe PostScript technology. We expect this segment to continue to decline in the fourth quarter
of fiscal 2001 relative to the fourth quarter of fiscal 2000, which may harm our business depending on the
magnitude of the decline. The continuing weakness in the economy is contributing to the decrease in revenue
for the monochrome laser printers market in addition to the decline in average selling prices of monochrome
laser printers and the increasing use of inkjet printers. In addition, the loss of royalty revenue from HP’s
desktop monochrome laser printer division, which has been incorporating a clone version of Adobe PostScript
technology in some printers, has resulted in lower licensing revenue to us over the past three years. Even
though we continue to work with HP printer operations to incorporate Adobe PostScript and other technologies
into other HP products, we expect continued lower revenue in this segment from HP. If other significant
partners also decide to incorporate a clone version instead of Adobe PostScript technology, it could seriously
harm our business. Further, OEM partners on occasion seek to renegotiate their royalty arrangements. We
evaluate these requests on a case-by-case basis. If an agreement is not reached, a customer may decide to
pursue other options, which could result in lower licensing revenue for us.

We hold equity investments that have recently experienced significant declines in market value. We also
have investments, and may continue to make future investments, in several privately held companies, many of
which can still be considered in the start-up or development stages. These investments are inherently risky, as
the market for the technologies or products they have under development are typically in the early stages and
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may never materialize. Our investment activities can impact our net income. In the first, second, and third
quarters of 2001, we recorded pre-tax losses from marketable securities and other investments in privately held
companies of $17.0, $31.0, and $39.4 million, respectively, compared to pre-tax gains in the first, second, and
third quarters of 2000 of $4.7, $7.7, and $9.4 million, respectively. These amounts reflect net realized gains
and losses on sales of certain marketable securities, unrealized gains and losses due to changes in valuation of
securities in the Adobe Venture funds which we account for using the equity method, and charges to reflect
other-than-temporary declines in value of our available-for-sale and privately-held equity investments. In the
first nine months of fiscal 2001, decreases in the market prices of these securities resulted in a significant
reduction in our pre-tax income, and future price fluctuations in these securities and any significant long-term
declines in value could reduce our net income in future periods. We are uncertain of future investment gains
and losses, as they are primarily dependent upon the operations of the underlying investee companies.

The Internet market is rapidly evolving and is characterized by an increasing number of market entrants
that have introduced or developed products addressing authoring and communication over the Internet. As is
typical in the case of a new and evolving industry, demand and market acceptance for recently introduced
products and services are subject to a high level of uncertainty. The software industry addressing authoring and
communications over the Internet is still developing. Standards defining Web graphics have not yet been
finally adopted. In addition, new models for licensing software will be needed to accommodate new
information delivery practices. Moreover, critical issues concerning the commercial use of the Internet
(including security, reliability, ease of use and access, cost, and quality of service) remain unresolved and may
affect the growth of Internet use, together with the software standards and electronic media employed in such
markets.

We intend to increase our investment in e-business and enhanced marketing activities in an effort to
achieve revenue growth, but we can provide no assurance that increased investment in this new market will
result in increased revenue.

We derive a significant portion of our revenue and operating income from our customers located in
Europe, Japan, Asia Pacific, and Latin America. We generally experience lower revenue from our European
operations in the third quarter because many customers reduce their purchasing activities in the summer
months. Additionally, we are uncertain whether the recent weakness experienced in Europe, Asia Pacific and
Latin America markets will continue in the foreseeable future due to possible currency devaluation and
liquidity problems in these regions. While most of the revenue of our European subsidiaries has in the past
been denominated in U.S. dollars, for fiscal 2001 we began to denominate revenue in euros in certain
European countries. In addition, the majority of our revenue derived from Japan is denominated in yen, and the
majority of all our subsidiaries’ operating expenses are denominated in their local currencies. As a result, our
operating results are subject to fluctuations in foreign currency exchange rates. To date, the financial impact of
such fluctuations has not been significant. Our hedging policy attempts to mitigate some of these risks, based
on our best judgment of the appropriate trade-offs among risk, opportunity, and expense. We have established
a hedging program to hedge our exposure to foreign currency exchange rate fluctuations, primarily of the
Japanese yen and the euro. We regularly review our hedging program and will make adjustments based on our
best judgment. Our hedging activities may not offset more than a portion of the adverse financial impact
resulting from unfavorable movement in foreign currency exchange rates.

In connection with the enforcement of our own intellectual property rights or in connection with disputes
relating to the validity or alleged infringement of third-party rights, we have been, are currently, and may in the
future be subject to complex, protracted litigation as part of our policy to vigorously defend our intellectual
property rights. Intellectual property litigation is typically very costly and can be disruptive to our business
operations by diverting the attention and energies of management and key technical personnel. Although we
have successfully defended or resolved past litigation, we may not prevail in any ongoing or future litigation.
Adverse decisions in such litigation could have negative results, including subjecting us to significant
liabilities, requiring us to seek licenses from others, preventing us from manufacturing or licensing certain of
our products, or causing severe disruptions to our operations or the markets in which we compete, any one of
which could seriously harm our business.
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We prepare our financial statements in conformity with accounting principles generally accepted in the
United States of America. These principles are subject to interpretation by the American Institute of Certified
Public Accountants (the “AICPA”), the Securities and Exchange Commission (the “SEC”), and various bodies
formed to interpret and create appropriate accounting policies. A change in these policies can have a
significant effect on our reported results and may even affect the reporting of transactions completed before a
change is announced. Accounting policies affecting many other aspects of our business, including:

e rules relating to software revenue recognition

e purchase and pooling of interest accounting for business combinations
e the valuation of in-process research and development

e cmployee stock purchase plans

e stock option grants

e goodwill and other intangible assets accounting

have recently been revised or are under review by one or more of these groups. Changes to these rules or the
questioning of current practices may have a significant adverse effect on our reported financial results or in the
way in which we conduct our business.

New FASB guidelines relating to accounting for goodwill could make our acquisition-related charges less
predictable in any given reporting period. On July 2001, the FASB issued Statement of Financial Accounting
Standards No. 142, "Goodwill and Other Intangible Assets" ("SFAS 142") that establishes a new standard for
accounting for goodwill acquired in a business combination. This Statement requires that goodwill and other
intangibles with an indefinite useful life not be amortized, but be tested for impairment at least annually. It
would continue to require recognition of goodwill as an asset but would not permit amortization of goodwill as
previously required by APB Opinion No. 17, Intangible Assets. Under the Statement, goodwill will be
separately tested for impairment using a fair-value-based approach. Any required goodwill impairment charges
will be presented as a separate line item within the operating section of the income statement. The shift from
an amortization approach to an impairment approach would apply to previously recorded goodwill as well as
goodwill arising from acquisitions completed after June 30, 2001. We are currently evaluating the impact of
this Statement on our financial position and are planning to adopt this standard beginning in fiscal year 2003,
as required. It is possible that in the future, we may incur less frequent, but larger, impairment charges related
to the goodwill already recorded, as well as goodwill arising out of potential future acquisitions.

Due to the factors noted above, our future earnings and stock price may be subject to significant volatility,
particularly on a quarterly basis. Any shortfall in revenue or earnings, or any delay in the release of any
product or upgrade, compared to analysts’ or investors’ expectations could cause, and has caused in the past,
an immediate and significant decline in the trading price of our common stock. Additionally, we may not learn
of such shortfalls or delays until late in the fiscal quarter, which could result in an even more immediate and
greater decline in the trading price of our common stock. Finally, we participate in a highly dynamic industry.
In addition to factors specific to us, changes in analysts’ earnings estimates for us or our industry and factors
affecting the corporate environment, our industry, or the securities markets in general will often result in
significant volatility of our common stock price.

Recent Accounting Pronouncements

In April 2001, the EITF reached a consensus on Issue No. 00-25 (“EITF 00-25”), “Vendor Income
Statement Characterization of Consideration to a Purchaser of the Vendor’s Products or Services,” which states
that consideration from a vendor to a reseller of the vendor’s products is presumed to be a reduction of the
selling prices of the vendor’s products and, therefore, should be characterized as a reduction of revenue when
recognized in the vendor’s income statement. That presumption is overcome and the consideration can be
categorized as a cost incurred if, and to the extent that, a benefit is or will be received from the recipient of the
consideration. That benefit must meet certain conditions described in EITF 00-25. We are required to adopt
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this EITF in the first quarter of fiscal 2002. We do not expect the adoption of Issue No. 00-25 to have a
material impact on our financial position or results of operations.

During July 2001, the FASB issued Statement of Financial Accounting Standards No. 141, "Business
Combinations" ("SFAS 141"). This Statement requires all business combinations to be accounted for using the
purchase method accounting and redefines goodwill and other intangibles that should be recognized separate
from goodwill. SFAS 141 is effective for all business combinations initiated after June 30, 2001.

During July 2001, the FASB issued Statement of Financial Accounting Standards No. 142, "Goodwill and
Other Intangible Assets" ("SFAS 142"). This Statement requires that goodwill and other intangibles with an
indefinite useful life not be amortized, but be tested for impairment at least annually. SFAS 142 is effective for
fiscal years beginning after December 15, 2001; however, for new business combinations that occur after June
30, 2001, SFAS 142 is effective for those transactions. We will adopt SFAS 142 beginning in our fiscal year
2003. We are currently evaluating the impact of SFAS 142 on our financial statements and related disclosures.

In June 2001, the FASB issued Statement of Financial Accounting Standards No. 143, “Accounting for
Asset Retirement Obligations” (“SFAS 143”). This Statement addresses financial accounting and reporting for
obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs. This Statement applies to legal obligations associated with the retirement of long-lived assets that result
from the acquisition, construction, development or normal use of the asset. As used in this Statement, a legal
obligation results from existing law, statute, ordinance, written or oral contract, or by legal construction of a
contract under the doctrine of promissory estoppel. SFAS 143 is effective for fiscal years beginning after June
15, 2002. We do not expect the adoption of SFAS 143 to have a material impact on our financial position or
results of operations.

LIQUIDITY AND CAPITAL RESOURCES
August 31, December 1,

2001 2000 Change
(dollars in millions)

Cash, cash equivalents and short-term investments...................... $ 5759 $ 679.9 (15)%
Working capital..........ccccevveieiiriiiiieieiereereeee et $ 4928 $ 563.3 (13)%
StockhOlders” eqUILY .......c.eeveeveerieieeieeieeteeeeeteee e, $ 6699 $ 752.5 (11)%

Our cash, cash equivalents, and short-term investments consist principally of money market funds,
municipal bonds, and marketable equity securities. All of our short-term investments are classified as
available-for-sale under the provisions of SFAS 115, “Accounting for Certain Investments in Debt and Equity
Securities.” The securities are carried at fair market value with the unrealized gains and losses, net of tax,
included in accumulated other comprehensive income, which is reflected as a separate component of
stockholders’ equity.

Our cash, cash equivalents, and short-term investments decreased $104.0 million, or 15%, from December
1, 2000, primarily due to the purchase of treasury stock in the amount of $384.2 million, the purchase of long-
term investments and other assets for $26.4 million, capital expenditures of $37.7 million, and the payment of
dividends totaling $9.0 million. In addition, our short-term investments decreased due to the writedown of
certain short-term marketable equity investments totaling $49.0 million and the sale of marketable equity
investments with a cost basis of $11.3 million.

These decreases were partially offset by cash generated from operations of $289.8 million and proceeds
from the issuance of treasury stock related to the exercise of stock options under our stock option plans and
sale of stock under the Employee Stock Purchase Plan of $92.1 million. Another source of cash included
proceeds from the sale of third parties’ equity securities of $31.4 million.

28



We expect to continue our investing activities, including expenditures for computer systems for research
and development, sales and marketing, product support, and administrative staff. Furthermore, cash reserves
may be used to purchase treasury stock and acquire companies, products, or technologies that are
complementary to our business.

We have paid cash dividends on our common stock each quarter since the second quarter of 1988.
Adobe’s Board of Directors declared a cash dividend on our common stock of $0.0125 per common share for
the first, second, and third quarters of fiscal 2001. The declaration of future dividends, whether in cash or in-
kind, is within the discretion of Adobe’s Board of Directors and will depend on business conditions, our results
of operations and financial condition, and other factors.

Stock Repurchase Program I — On-going Dilution Coverage

To facilitate our stock repurchase program, which is designed to minimize dilution from employee stock
plans, we sold put warrants to independent third parties in the third quarter of fiscal 2001. Each put warrant
entitles the holder to sell one share of Adobe’s common stock to Adobe at a specified price for cash or stock at
Adobe’s option. As of August 31, 2001, approximately 0.5 million put warrants were outstanding that expire in
October 2001, with an average exercise price of $41.24 per share.

In addition, we purchased call options from independent third parties that entitle us to buy shares of our
common stock on certain dates at specified prices. As of August 31, 2001, approximately 0.4 million call
options were outstanding that expire in October 2001, with an average exercise price of $44.58 per share.

During the first nine months of fiscal 2001, we repurchased approximately 5.4 million shares at a cost of
$297.8 million. In fiscal 2000, we repurchased 7.2 million shares at a cost of $255.5 million.

Stock Repurchase Program Il — Additional Authorization above Dilution Coverage

In April 1999, the Board authorized a 5.0 million share repurchase program, which allows us to enter into
contracts to repurchase shares during future quarters by selling put warrants and buying call options. During
the first quarter of fiscal 2001, approximately 4.9 million put warrants were written and 3.5 million call options
were purchased at prices ranging from $32.60 to $39.58. As of August 31, 2001, approximately 2.3 million
put warrants remain outstanding that expire on various dates through October 2001, with an average exercise
price of $35.06 per share, and approximately 1.6 million call options remain outstanding that expire on various
dates through October 2001, with an average exercise price of $37.83 per share. During the first nine months
of fiscal 2001, we repurchased approximately 2.4 million shares at a cost of $86.4 million. We did not
repurchase any shares under this program in fiscal 2000.

In addition to the April 1999 5.0 million share repurchase program, our Board of Directors authorized in
March 2001, subject to certain business and market conditions, the purchase of up to an additional 5.0 million
shares of our common stock over a two-year period. We have not made any purchases under this 5.0 million
share repurchase program.

Combined Programs

As of August 31, 2001, approximately 2.8 million put warrants were outstanding that expire on various
dates through October 2001, with an average exercise price of $36.24 per share and approximately 2.0 million
call options were outstanding that expire on various dates through October 2001, with an average exercise
price of $39.10 per share.

Our put and call option contracts provide that we, at our option, can settle with physical delivery or net
shares equal to the difference between the exercise price and the value of the option as determined by the
contract.
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Commitments

Our principal commitments as of August 31, 2001 consists of obligations under operating leases, a line of
credit agreement, venture investing activities, and various service agreements.

We believe that if our line of credit is canceled or amounts are not available under the line of credit, there
would not be a material adverse effect on our financial results, liquidity, or capital resources.

Under the terms of the line of credit and the lease agreement, we may pay cash dividends unless an event
of default has occurred or we do not meet certain financial ratios.

In September 2001, the Company entered into a real estate financing agreement for the construction of an
office building in downtown San Jose, California, which includes a five year operating lease agreement
beginning in 2003. At the end of the lease term, the Company will have the option to purchase the building for
an amount equal to the property cost. In the event the Company elects not to purchase the building, the
Company is obligated to arrange the sale of the building to an unrelated party and will be required to pay the
lessor any shortfall between the net remarketing proceeds and the property cost, up to the maximum amount,
as set forth in the lease, which would preclude classification of the lease as an operating lease.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET
RISK

Foreign Currency Hedging Instruments

The Company transacts business in various foreign currencies, primarily in certain European countries
and Japan. Accordingly, we are subject to exposure from movements in foreign currency exchange rates. This
exposure is primarily related to yen and euro revenue from the licensing of our products in Japan and Europe,
respectively. Our Japanese operating expenses are in yen and the majority of Europe’s operating expenses are
in euro. Both serve to mitigate a portion of the exposure related to the above-mentioned revenue in both
markets.

The Company hedges firmly committed transactions using primarily forward contracts. The Company
also hedges a percentage of forecasted international revenue with purchased options. Our hedging policy is
designed to reduce the impact of foreign currency exchange rate movements.

Instruments hedging recognized foreign currency assets and liabilities are marked to market at the end of
each reporting period. Gains and losses associated with the mark-to-market of these instruments are recognized
in other income, and any corresponding gains and losses on the foreign currency denominated assets and
liabilities that are being hedged are also recognized in other income. In this manner, the gains and losses on
foreign currency denominated transactions will be offset by the gains and losses on the foreign currency
hedges. We do not anticipate any material adverse effect on our consolidated financial position, results of
operations, or cash flows as a result of these instruments.

We do not use derivative financial instruments for speculative trading purposes, nor do we hedge foreign
currency exposure in a manner that entirely offsets the effects of changes in foreign exchange rates.

We currently do not use financial instruments to hedge local currency operating expenses in Europe and
Japan. Instead, the Company believes that a natural hedge exists, in that local currency revenue substantially
offsets the local currency operating expenses. We regularly review our hedging program and may, as part of
this review, make changes to the program.
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Equity Investments

We are exposed to equity price risk on our portfolio of equity securities. As of August 31, 2001, our total
equity holdings in publicly traded companies were valued at $36.7 million compared to $90.2 million at
December 1, 2000, a decrease of 59%. We believe that it is reasonably possible that the prices of these
securities could experience further adverse changes in the near term. We have a policy in place to review our
equity holdings on a regular basis to evaluate the economic viability of these publicly traded companies, which
includes, but is not limited to, reviewing each of the companies’ cash positions, earnings/revenue outlook,
stock price performance over the past six months, liquidity and management/ownership. If we believe that an
other-than-temporary impairment exists in one of our equity investments in these publicly traded companies, it
is our policy to write down these equity investments to the market value.

Equity Forward Contracts

We also have a policy to hedge a certain portion of our equity holdings in publicly traded companies.
There are no hedges of equity holdings in place as of August 31, 2001.

Fixed Income Investments

At August 31, 2001, we had an investment portfolio of fixed income securities, including those classified
as cash equivalents, of $261.0 million compared to $369.7 million at December 1, 2000, a decrease of 29%.
These securities are subject to interest rate fluctuations. Changes in interest rates could adversely affect the
market value of our fixed income investments.

We do not use derivative financial instruments in our investment portfolio to manage interest rate risk. We
do, however, limit our exposure to interest rate and credit risk by establishing and strictly monitoring clear
policies and guidelines for our fixed income portfolios. At the present time, the maximum duration of all
portfolios is limited to 2.3 years. The guidelines also establish credit quality standards, limits on exposure to
any one security issue, limits on exposure to any one issuer, and limits on exposure to the type of instrument.
Due to the limited duration and credit risk criteria established in our guidelines, we do not expect the exposure
to interest rate risk and credit risk to be material.

Privately Held Investments

We have direct and indirect investments in several privately held companies, many of which can still be
considered in the start-up or development stages. These investments are inherently risky, as the market for the
technologies or products they have under development are typically in the early stages and may never
materialize, we could lose a substantial part of or our entire initial investment in these companies.

We have a policy in place to review privately-held investments on a regular basis to evaluate the economic
viability of these companies, which includes, but is not limited to, reviewing each of the companies’ cash
positions, financing needs, earnings/revenue outlook, operational performance, management/ownership
changes, and competition. If we believe that a privately-held company is carried at an amount in excess of fair
value, it is our policy to write the investment down to an estimated fair market value.

Please refer to our market risk disclosures in our 2000 Annual Report filed on Form 10-K for a more
detailed discussion of quantitative and qualitative disclosures about market risk.
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PART II — OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

On August 10, 2000, Adobe filed suit in the U.S. District Court of Delaware against Macromedia, Inc.
(“Macromedia”) for infringement of U.S. Patent No. 5,546,528 relating to Adobe’s tabbed palette patent. On
September 18, 2000, Adobe amended its complaint to include an additional claim of infringement of U.S.
Patent No. 6,084,597 relating to a method of rasterizing and rendering complex layered compositions in a
movie. The complaint seeks a declaratory and injunctive relief as well as actual and treble damages.
Macromedia denies it infringes Adobe’s patents in its answer to Adobe’s amended complaint.

On September 27, 2000, Macromedia filed counterclaims in the U.S. District Court of Delaware for
infringement of U.S. Patent No. 5,467,443, relating to changing of blended elements and U.S. Patent Nos.
5,151,998 and 5,204,969, which relates to visual editing of sound waveforms. We believe that the allegations
against Adobe are without merit and intend to vigorously defend ourselves and pursue our original complaint.
The counterclaim seeks a declaratory and injunctive relief as well as actual and treble damages. This case is
currently in the discovery phase. The court has set a trial date for April 29, 2002. Adobe has denied
Macromedia’s counterclaims in its answer to Macromedia’s counterclaims.

On February 6, 1996, a securities class action complaint was filed against Adobe, certain of its officers
and directors, certain former officers of Adobe and Frame Technology Corporation (“Frame”), Hambrecht &
Quist, LLP (“H&Q”), investment banker for Frame, and certain H&Q employees, in connection with the drop
in the price of Adobe stock following its announcement of financial results for the quarter ended December 1,
1995. The complaint was filed in the Superior Court of the State of California, County of Santa Clara. On May
11, 2001, Adobe signed an agreement to settle the suit. The settlement was paid in full by insurance in June
2001, and Adobe and its insurers will split the defense costs. The Court approved the settlement in August
2001.

Management believes that the ultimate resolution of these matters will not have a material impact on our
financial position or results of operations.
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ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

(a) Index to Exhibits
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Amended and Restated Bylaws as

currently in effect

Agreement and Plan of Merger effective
5/30/97 (by virtue of a reincorporation),
by and between Adobe Systems
Incorporated, a California corporation
and Adobe Systems (Delaware)
Incorporated, a Delaware corporation
Restated Certificate of Incorporation, as
filed with the Secretary of State of the
State of Delaware on 5/22/01

Fourth Amended and Restated
Agreement between the Company and
Computershare Investor Services, LLC
1984 Stock Option Plan, as amended*
Revised Bonus Plan*

Amended 1994 Performance and
Restricted Stock Plan*

Form of Indemnity Agreement*

Form of Indemnity Agreement*

1996 Outside Directors Stock Option
Plan*

1994 Stock Option Plan, as amended*
Amended and Restated Limited
Partnership Agreement of Adobe
Incentive Partners, L.P.*

Forms of Retention Agreement*

Letter of Release and Waiver*
Amended 1997 Employee Stock
Purchase Plan*

Amendment to Limited Partnership
Agreement of Adobe Incentive Partners,
L.pP.*

Amended, Restated and Consolidated
Master Lease of Land and Improvements
by and between Sumitomo Bank Leasing
and Finance, Inc. and Adobe Systems
Incorporated

Credit Agreement among Adobe Systems
Incorporated, Lenders named therein and
ABN AMRO Bank N.V., as
Administrative Agent, with certain
related Credit Documents

1999 Nonstatutory Stock Option Plan*
Note Secured by Deed of Trust and
Promissory Note*

Confidential Executive Resignation
Agreement And General Release of
Claims*

Technical Support Agreementt

Turnkey Agreement, Europet
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Form Date
10-Q 7/16/01
10-Q 05/30/97
10-Q 7/16/01
8-K 7/3/00
10-Q 07/02/93
10-Q 02/28/97
10-Q 05/29/98
10-K 11/30/90
10-Q 05/30/97
10-Q 05/31/96
S-8 05/30/97
10-Q  8/28/98
10-K 11/28/97
10-K 11/27/98
S-8 6/21/99
10-Q  6/4/99
10-Q  9/3/99
10-Q 9/3/99
S-8 9/15/99
10-K 12/3/99
10-K 12/3/99
10-K 12/1/00
10-Q 3/3/00

Number

3.2.11

2.1

3.6

1

10.1.6
10.21.3
10.24.2
10.17.2
10.25.1

10.36

10.40

10.42
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10.48
10.51

10.52

10.53

10.54

4.6
10.56

10.57

10.58
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Exhibit
Number

10.60

10.61
10.62

10.63

10.64

10.65

10.66

10.67

10.68

10.69

10.70

10.71

10.72

10.73

10.74

10.75

10.76

Incorporated by reference

Exhibit Description Form Date Number
European Logistical Services 10-K 12/1/00 10.60
Agreementt

North America Logistical Agreementf 10-Q 3/3/00 10.61
Turnkey Agreement, Adobe Program 10-Q 3/3/00 10.62
Packagest

1996 Outside Directors’ Stock Option S-8 6/16/00 4.7
Plan, as amended*

Forms of Stock Option Agreements used S-8 6/16/00 4.8

in connection with the 1996 Outside
Directors’ Stock Option Plan*

Amendment to the European Logistical 10-Q 9/1/00 10.65
Services Agreement
Credit Agreement among Adobe Systems 10-Q 9/1/00 10.66

Incorporated, Lenders Named therein and

ABN Amro Bank N.V., as

Administrative Agent, with Certain

Related Credit Documents

Amendment No. 1 to 1999 Credit 10-Q 9/1/00 10.67
Agreement among Adobe Systems

Incorporated, Lenders Named Therein

and ABN Amro Bank N.V, as

Administrative Agent, with Certain

Related Credit Documents

Amendment No. 1 to Amended, Restated 10-Q 7/16/01 10.68
and Consolidated Master Lease of Land

and Improvements between Adobe

Systems Incorporated and Sumitomo

Bank Leasing and Finance, Inc.

Amendment No. 2 to Amended, 10-Q 9/1/00 10.68
Restated, and Consolidated Master Lease

of Land and Improvements between

Adobe Systems, Incorporated and

Sumitomo Bank Leasing and Finance,

Inc.

1999 Nonstatutory Stock Option Plan, S-8 12/22/00 4.6
as amended*

1997 Employee Stock Purchase Plan, as 10-K 12/1/00 10.70
amended*

1999 Nonstatutory Stock Option Plan, as S-8 3/15/01 4.7
amended*

Extension of European Logistical 10-Q 4/13/01 10.72
Services Agreement

Extension of North American Logistical 10-Q 4/13/01 10.73

Services Agreement

Amendment No. | to Technical Support 10-Q 4/13/01 10.74
Agreement

1996 Outside Directors Stock Option 10-Q 7/16/01 10.75
Plan, as amended

* Compensatory plan or arrangement
1 Order obtained granting Confidential Treatment, as requested.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

ADOBE SYSTEMS INCORPORATED

By /s/ Murray J. Demo
Murray J. Demo,
Senior Vice President and Chief Financial Officer
(Principal Financial and Accounting Officer)

Date: October 11, 2001
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SUMMARY OF TRADEMARKS

The following trademarks of Adobe Systems Incorporated, which may be registered in certain
jurisdictions, are referenced in this Form 10-Q:

Adobe

Acrobat

Adobe PhotoDeluxe
Adobe Premiere
After Effects
ePaper
FrameMaker
GoLive
Illustrator
InDesign
LiveMotion
PageMaker
Photoshop
PostScript

All other brand or product names are trademarks or registered trademarks of their respective owners.
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