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Selected Financial Data

FIve YEARs ENDED JULY 26, 1997 (IN THOUSANDS, EXCEPT PER-SHARE AMOUNTS)

1997 1996 1995 1994 1993
Net sales $6,440,171 $4,096,007 $2,232,652 $1,334,436 $714,533
Net income $1,048,679" § 913,324 $ 456,489 § 322981 $176,201
Net income per common share $ 1.520  § 137  § 0.72%  § 0.54 $ 0.30
Shares used in per-share calculation 689,319 666,586 630,711 596,539 580,623
Total assets $5,451,984 $3,630,232 $1,991,949 $1,129,034 $656,394

1 Net income and net income per share include purchased research and development expenses of $508.4 million and realized gains on the sale of a minority
stock investment of $152.7 million. Pro forma net income and net income per share, excluding these nonrecurring items net of tax, would have been
$1,413,893 and $2.03, respectively.

2 Net income and net income per share include purchased research and development expenses of $95.8 million. Pro forma net income and net income per
share, excluding these nonrecurring items net of tax, would have been $515,723 and $0.82, respectively.



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

Certain statements contained in this Annual Report on

Form 10-K, including, without limitation, statements con-

» « » «

taining the words “believes,” “anticipates,” “estimates,”
“expects,” and words of similar import, constitute “forward-
looking statements” within the meaning of the Private
Securities Litigation Reform Act of 1995. Readers are
referred to the “Other Risk Factors” section of the Annual
Report on Form 10-K, as well as the “Financial Risk
Management” and “Future Growth Subject to Risks”
sections contained herein, which identify important risk
factors that could cause actual results to differ from those

contained in the forward-looking statements.

Comparison of 1997 and 1996

Net sales grew to $6.4 billion in 1997 from $4.1 billion in
1996. The 57.2% increase in net sales during the year was
primarily the result of increasing unit sales of LAN switch-
ing products such as the Catalyst® 5000, high-end routers
such as the Cisco 7500 product family, modular access
routers such as the Cisco 4700, and growth in the sales of
add-on boards that provide increased functionality. These
increases were partially offset by decreasing unit sales of the
Company’s older product lines, consisting of the Cisco 7000
and Cisco 4000. The sales growth rate for lower-priced
access and switching products targeted toward small
and medium-sized businesses has increased faster than
that of the Company’s high-end core router products.
These products typically carry lower average selling prices,
thereby contributing to the slowdown in the Company’s
overall growth rate in 1997 versus 1996. Additionally, some
of the Company’s more established product lines, such as
the Cisco 2500 series, have experienced decelerating growth
rates. Sales to international customers decreased to 43.5%
of net sales in 1997 from 48.2% for 1996. The decrease
reflects slower sales growth in certain international markets,

particularly Japan, France, and Germany. Sales growth in

these markets has been impacted by certain factors includ-
ing weaker economic conditions, delayed government
spending, a stronger dollar versus the local currencies, and
slower adoption of networking technologies.

Gross margins decreased slightly to 65.2% during
1997 from 65.6% in 1996. This decrease is due to several
factors, including the continued shift in revenue mix to the
Company’s lower-margin products consisting primarily of
access and workgroup products for small to medium-sized
businesses. These products traditionally have fewer features
and less software functionality than the Company’s service
provider and enterprise offerings. The prices of component
parts have fluctuated in the recent past, and the Company
expects that this trend may continue. An increase in the price
of component parts may have a material adverse impact on
gross margins. The Company expects that gross margins will
continue to decrease in the future, because it believes that
the market for lower-margin remote access and switching
products for small to medium-sized businesses will con-
tinue to increase at a faster rate than the market for the
Company’s higher-margin router and high-performance
switching products. The Company is attempting to mitigate
this trend through various means, such as increasing the
functionality of its products, value engineering, controlling
royalty costs, and improving manufacturing efficiencies.
There can be no assurance that any efforts made by the
Company in these and other areas will successfully offset
decreasing margins.

Research and development expenses increased by
$299 million in 1997 compared with 1996 expenditures,
an increase to 10.8 % of net sales from 9.7% in 1996. The
increase reflects the Company’s ongoing research and
development efforts in a wide variety of areas such as voice,
video, and data integration, Digital Subscriber Line (DSL)
technologies, dial access, enterprise switching, security,

network management, and high-end routing technologies,



among others. A significant portion of the increase was
due to the addition of new personnel, as well as higher
expenditures on prototypes and depreciation on new
equipment. The Company is primarily developing new
technologies internally. Accordingly, research and devel-
opment expenses are expected to increase at the same or a
slightly greater rate than the sales growth rate. The
Company also continues to purchase technology in order to
bring a broad range of products to the market in a timely
fashion. If the Company believes that it is unable to enter
a particular market in a timely manner, it may acquire
other businesses or license technology from other businesses
as an alternative to internal research and development. All
of the Company’s research and development costs are
expensed as incurred.

Sales and marketing expenses increased by $434 mil-
lion in fiscal 1997 over fiscal 1996, an increase to 18.0%
of net sales in 1997 from 17.7% in fiscal 1996. The increase
in these expenses resulted from an increase in the size of
the Company’s direct sales force and related commissions,
additional marketing programs to support the launch of
new products, the entry into new markets, and expanding
distribution channels.

General and administrative expenses rose by $45 mil-
lion in fiscal 1997 over fiscal 1996, a decrease to 3.2% from
3.9% of net sales. The dollar increase reflects increased per-
sonnel costs necessary to support the Company’s business
infrastructure, including those associated with its new
European Logistics Center, as well as the further development
of its information systems. The percentage decrease reflects
management’s continued efforts to control discretionary
spending. It is management’s intent to keep general and
administrative costs relatively constant as a percentage of
net sales; however, this goal is dependent upon the level of

acquisition activity, among other factors.

The amount expensed to purchased research and
development in fiscal 1997 arose from the acquisitions of
Telebit Corporation, Netsys Technologies, Skystone Systems
Corporation, Ardent Communications, and Global Internet
Software Group (see Note 3).

Interest and other income, net, was $109 million in
1997 and $64 million in 1996. Interest income rose as a
result of additional investment income on the Company’s
increasing investment balances. The Company currently
holds approximately .3 million shares of common stock in
a publicly traded company with a cost basis significantly
below its current market value. Beginning in fiscal year 1997,
the Company began selling its equity stake in this company.
Also in 1997, the Company established the Cisco Systems
Foundation (“the Foundation™). As part of this initiative,
the Company donated a portion of this investment, along
with other equity securities, with a combined cost basis of
approximately $2 million and an approximate market value
of $72 million at July 26, 1997, to the Foundation. The
realized gains on the sale of this investment, net of the
amounts donated to the Foundation, were $153 million in
fiscal 1997. The Company expects to sell its remaining stake
in the publicly traded company in fiscal year 1998 and will
realize additional gains, based on an established hedge on

this investment (see Note 3).

Comparison of 1996 and 1995

Net sales grew to $4.1 billion in 1996 from $2.2 billion in
1995. The 83.5% increase in net sales during the year was
primarily a result of increasing unit sales of the Cisco 7500
series; continued strong sales of Access business unit prod-
ucts, including the Cisco 4500 and Cisco 2500 series; and
continued market acceptance of the Company’s Workgroup
business unit products, particularly the Catalyst 5000. In
connection with the acquisition of StrataCom, Inc., the

Company formed the WAN business unit, which consists



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

of the IPX® BPX® IGX", and AXIS product lines. Sales of
these products increased from 1995 levels primarily because
of an increase in demand for Asynchronous Transfer Mode
(ATM) cell switching products by public carrier customers.
These increases were partially offset by decreasing unit sales
of the Company’s older product lines, comprising mainly
the Cisco 7000 series. Sales to international customers were
48.2% of net sales in 1996 compared with 41.7% in 1995.
This increase was attributed to continued expansion into
new geographic markets, as well as growth in existing
European and Japanese markets. Sales growth between
1996 and 1995 increased more substantially in Japan than
in other geographical markets.

Gross margins decreased to 65.6% of net sales in
1996 from 66.7% in 1995. Gross margins were affected by
several factors, including higher material costs as a result
of certain component shortages and the continued shift in
revenue mix to the Company’s lower-margin products con-
sisting primarily of products in the Access and Workgroup
business units.

Research and development expenses increased in 1996
by $189 million over 1995 expenditures. This represents an
increase to 9.7% of net sales from 9.4% in 1995. The
increase reflected the Company’s ongoing research and
development efforts, including the further development of
the CiscoFusion architecture, as well as the acquisition of
technologies to bring a broad range of products to the market
in a timely fashion. A significant portion of the increase was
due to the addition of new personnel, both from hiring
and through acquisitions, as well as higher expenditures
on prototypes and depreciation on new equipment.

Sales and marketing expenses increased by $326 mil-
lion in 1996 over 1995, but decreased to 17.7% of net sales
in 1996 from 17.9% of net sales in 1995. The dollar increase
in these expenses resulted mainly from an increase in the

size of the Company’s direct sales force and its commissions.

Other factors affecting the dollar increase in expenses were
additional marketing programs to support the launch of
new products; the entry into new markets as noted by the
significant percentage increase in business outside the U.S.;
and expansion of distribution channels, particularly the
two-tier channels associated with the Company’s initial
efforts to reach the mass market.

General and administrative expenses rose by $75 mil-
lion in 1996 over 1995, a slight increase to 3.9% from
3.8% of net sales in 1996 versus 1995. The dollar increase
reflects increased personnel costs necessary to support the
Company’s business infrastructure, the amortization of
goodwill related to the acquisition of LightStream? and a
one-time write-down of $5 million of LightStream goodwill.
There were also nonrecurring costs related to the acquisi-
tion of StrataCom that totaled $15 million for fiscal 1996.
Excluding the effect of these nonrecurring costs, general
and administrative expenses as a percentage of net sales
declined to 3.4%, which reflected management’s continued
controls over discretionary spending.

The amount expensed to purchased research and
development in fiscal year 1995 reflects the acquisition of
LightStream (see Note 3).

Interest and other income, net, was $64 million in
1996 and $40 million in 1995. Interest income rose as a
result of additional investment income on the Company’s

increasing investment balances.

Recent Accounting Pronouncements

In February 1997, the Financial Accounting Standards Board
(FASB) issued Statement of Financial Accounting Standard
(SFAS) No. 128, “Earnings per Share” (EPS), which simplifies
existing computational guidelines, revises disclosure require-
ments, and increases the comparability of earnings per share
on an international basis. Management has not yet evaluated

the effects of this change in computational guidelines on



the Company’s EPS. SFAS No. 128 is effective for periods
ending after December 15,1997 and requires restatement
of all prior period EPS data presented. The Company will
adopt SFAS No. 128 in its second quarter of fiscal year 1998.

In June 1997, the FASB issued SFAS No.130,“Reporting
Comprehensive Income,” which establishes standards for
reporting and display of comprehensive income and its
components (revenue, expenses, gains, and losses) in a full
set of general-purpose financial statements. The Company
will adopt SFAS No. 130 in its fiscal year 1999.

In June 1997, the FASB issued SFAS No. 131, “Disclosure
about Segments of an Enterprise and Related Information,”
which changes the way public companies report informa-
tion about operating segments. SFAS No. 131, which is
based on the management approach to segment reporting,
establishes requirements to report selected segment infor-
mation quarterly and to report entity-wide disclosures about
products and services, major customers, and the material
countries in which the entity holds assets and reports rev-
enue. Management has not yet evaluated the effects of this
change on its reporting of segment information. The

Company will adopt SFAS No. 131 in its fiscal year 1999.

Financial Risk Management

The following discussion about the Company’s risk
management activities includes “forward-looking state-
ments” that involve risks and uncertainties. Actual results
could differ materially from those projected in the
forward-looking statements.

As a global concern, the Company faces exposure to
adverse movements in foreign currency exchange rates.
These exposures may change over time as business prac-
tices evolve and could have a material adverse impact
on the Company’s financial results. Historically, the
Company’s primary exposures related to nondollar-

denominated sales in Japan, Canada, and Australia and

nondollar-denominated operating expenses in Europe, Latin
America, and Asia where the Company sells primarily in
U.S. dollars. The Company has recently expanded its busi-
ness activities in Europe. As a result, the Company expects
to see an increase in exposures related to nondollar-
denominated sales in several European currencies. At the
present time, the Company hedges only those currency
exposures associated with certain assets and liabilities
denominated in nonfunctional currencies and does not
generally hedge anticipated foreign currency cash flows.
The hedging activity undertaken by the Company is
intended to offset the impact of currency fluctuations on
certain nonfunctional currency assets and liabilities. The
success of this activity depends upon forecasts of transac-
tion activity denominated in various currencies, primarily
the Japanese yen, Canadian dollar, Australian dollar, and
certain European currencies. To the extent that these fore-
casts are over- or understated during periods of currency
volatility, the Company could experience unanticipated
currency gains or losses.

The Company maintains investment portfolio holdings
of various issuers, types, and maturities. These securities
are generally classified as available for sale, and conse-
quently, are recorded on the balance sheet at fair value
with unrealized gains or losses reported as a separate
component of shareholders’ equity. Part of this portfolio
includes minority equity investments in several publicly
traded companies, the values of which are subject to mar-
ket price volatility. The Company also has certain real
estate lease commitments with payments tied to short-term
interest rates. Given the current profile of interest rate
exposures, a sharp rise in interest rates could have a mate-
rial adverse impact on the fair value of the Company’s
investment portfolio while increasing the costs associated
with its lease commitments. The Company does not cur-

rently hedge these interest rate exposures.
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The following tables present the hypothetical changes in fair values in the financial instruments held by the
Company at July 26,1997 that are sensitive to changes in interest rates. These instruments are not leveraged and are held
for purposes other than trading. The modeling technique used measures the change in fair values arising from selected
potential changes in interest rates. Market changes reflect immediate hypothetical parallel shifts in the yield curve of plus
or minus 50 basis points (BPS), 100 BPS, and 150 BPS over six- and twelve-month time horizons. Beginning fair values
represent the market principal plus accrued interest, dividends, and certain interest rate-sensitive securities considered
cash and equivalents for financial reporting purposes at July 26, 1997. Ending fair values are the market principal plus
accrued interest, dividends, and reinvestment income at six- and twelve-month time horizons. This table estimates the

fair value of the portfolio at a six-month time horizon (in millions):

Valuation of securities No change Valuation of securities
given an interest rate in interest given an interest rate
Issuer decrease of X basis points rates increase of X basis points
(150 BPS) (100 BPS) (50 BPS) 50 BPS 100 BPS 150 BPS
U.S. government notes and bonds $ 635 $ 633 $§ 631 $ 629 $ 626 $ 624 § 622
State, municipal, and county
government notes and bonds 1,432 1,421 1,411 1,400 1,389 1,378 1,367
Foreign government notes and bonds 33 33 33 33 33 33 33
Corporate notes and bonds 723 723 722 719 722 722 721
Total $2,823 $2,810  $2,797 $2,781 $2,770  $2,757  $2,743

This table estimates the fair value of the portfolio at a twelve-month time horizon (in millions):

Valuation of securities No change Valuation of securities
given an interest rate in interest given an interest rate
Issuer decrease of X basis points rates increase of X basis points
(150 BPS) (100 BPS) (50 BPS) SO BPS 100 BPS 150 BPS
U.S. government notes and bonds $ 650 $ 649 § 648 $ 647 $ 646 $ 645 § 644
State, municipal, and county
government notes and bonds 1,454 1,446 1,438 1,430 1,422 1,413 1,404
Foreign government notes and bonds 34 34 34 34 34 34 34
Corporate notes and bonds 731 734 738 741 745 748 752
Total $2,869 $2,863 $2,858 $2,852 $2,847  $2,840 $2,834

A 50-BPS move in the Federal Funds Rate has occurred in 14 of the last 40 quarters; a 100-BPS move in the Federal Funds
Rate has occurred in 4 of the last 40 quarters; and a 150-BPS move in the Federal Funds Rate has not occurred in any
of the last 40 quarters.

The following analysis presents the hypothetical change in fair values of public equity investments held by the

Company that are sensitive to changes in the stock market. These equity securities are held for purposes other than trading.



The modeling technique used measures the hypothetical change in fair values arising from selected hypothetical changes
in each stock’s price. Stock price fluctuations of plus or minus 15%, plus or minus 35 %, and plus or minus 50% were
selected based on the probability of their occurrence.

This table estimates the fair value of the publicly traded corporate equities at a twelve-month time horizon (in millions):

Valuation of security Fair value Valuation of security
given X% decrease in as of given X% increase in
each stock’s price July 26, 1997 each stock’s price
(50%) (35%) (15%) 15% 35% 50%
Corporate Equities $48 $62 $81 $95 $110 $128 $143

During fiscal year 1997, the Company began to sell its minority equity position in a publicly traded company. A hedge,
in the form of a cashless collar, was formed to protect unrealized gains on the investment. Because this investment is

hedged against upward and downward price movement, it has been excluded from the above analysis (see Note 5).

Within the Company’s public equity investment portfolio, a 15% movement in the stock price has occurred in 75%
of the quarters since the shares were initially offered or in the last three years; a 35% movement in the stock price has
occurred in 45% of the quarters since the shares were initially offered or in the last three years; and a 50% movement in
the stock price has occurred in 15% of the quarters since the shares were initially offered or in the last three years.

The Company also has interest rate risk associated with leases on its facilities whose payments are tied to the London
Interbank Offered rate (LIBOR), and has evaluated the hypothetical change in lease obligations held at July 26, 1997 due
to changes in the LIBOR rate. The modeling technique used for analysis measured hypothetical changes in lease obligations
arising from selected hypothetical changes in the LIBOR rate. Market changes reflected immediate hypothetical parallel
shifts in the LIBOR curve of plus or minus 50 BPS, 100 BPS, and 150 BPS over a six-month and a twelve-month period.
The results of this analysis were not material to the Company’s financial results.

The Company enters into forward foreign exchange contracts to offset the impact of currency fluctuations on certain
nonfunctional currency assets and liabilities, primarily denominated in Japanese, Canadian, Australian, and certain
European currencies.

The Company generally enters into forward currency contracts that have original maturities of one to three months,
with none having a maturity greater than one year in length. The total notional values of forward contracts purchased
and forward contracts sold were $211 million and $268 million, respectively. The net unrealized gain on forward exchange
contracts is $.6 million. Management does not expect gains or losses on these contracts to have a material impact on the

Company’s financial results.

Future Growth Subject to Risks

The networking business is highly competitive, and as such, the Company’s growth is dependent upon market growth
and its ability to enhance its existing products and introduce new products on a timely basis. One of the ways the
Company has addressed and will continue to address the need to develop new products is through acquisitions of other

companies. Acquisitions involve numerous risks, including difficulties in assimilation of the operations, technologies, and
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products of the acquired companies; the risk of diverting
management’s attention from normal daily operations of
the business; risks of entering markets in which the Company
has no or limited direct prior experience and where com-
petitors in such markets have stronger market positions;
and the potential loss of key employees of the acquired
company. The Company must also maintain its ability to
manage any such growth effectively. Failure to manage
growth effectively and successfully integrate acquisitions
made by the Company could adversely affect the Company’s
business and operating results.

The markets for the Company’s products are charac-
terized by rapidly changing technology, evolving industry
standards, frequent new product introductions, and evolving
methods of building and operating networks. There can be
no assurance that the Company will successfully identify new
product opportunities and develop and bring new products
to market in a timely manner, or that products and technolo-
gies developed by others will not render the Company’s
products or technologies obsolete or noncompetitive.

The Company expects that in the future, its net sales
may grow at a slower rate than was experienced in pre-
vious periods, and that on a quarter-to-quarter basis,
the Company’s growth in net sales may be significantly
lower than its historical quarterly growth rate. In the
Company’s most recent quarters, the sequential sales growth
slowed from prior levels, and a disproportionate share of
the sales occurred in the last month of the quarter. As a
consequence, operating results for a particular quarter are
extremely difficult to predict. The Company’s ability to meet
financial expectations could be hampered if the nonlinear
sales pattern continues in future periods. In addition, in
response to customer demand, the Company has attempted
to reduce its product manufacturing lead times, which may
result in corresponding reductions in order backlog. A

decline in backlog levels could result in more variability

and less predictability in the Company’s quarter-to-quarter
net sales and operating results going forward. On the other
hand, for certain products, lead times are longer than the
Company’s goal. If the Company cannot reduce manufactur-
ing lead times for such products, the Company’s customers
may cancel orders or not place further orders if shorter lead
times are available from other manufacturers, thus creating
additional variability.

Many computer systems were not designed to handle
any dates beyond the year 1999, and therefore computer
hardware and software will need to be modified prior to
the year 2000 in order to remain functional. The Company
is concerned that many enterprises will be devoting a sub-
stantial portion of their information systems spending to
resolving this upcoming year 2000 problem. This may result
in spending being diverted from networking solutions over
the next three years. Additionally, the Company will have
to devote resources to providing the year 2000 solution for
its own products. The year 2000 issue could lower demand
for the Company’s products while increasing the Company’s
costs. These combining factors could have a material adverse
impact on the Company’s financial results.

The Company also expects that gross margins may be
adversely affected by increases in material or labor costs,
heightened price competition, and changes in channels of
distribution or in the mix of products sold. For example,
the Company believes that gross margins may continue to
decline over time, because the sales of lower-margin access
and switching products targeted toward small to medium-
sized customers have continued to grow at a faster rate than
the Company’s higher-margin router and high-performance
switching products targeted toward enterprise and service
provider customers. The Company’s gross margins may
also be impacted by geographic mix, as well as the mix of
configurations within each product group. The Company

continues to expand into third-party or indirect distribution



channels, which generally results in lower gross margins.
In addition, increasing third-party and indirect distribution
channels generally results in greater difficulty in forecasting
the mix of the Company’s products, and to a certain degree,
the timing of its orders.

The Company’s growth and ability to meet customer
demands also depend in part on its ability to obtain timely
deliveries of parts from its suppliers. The Company has
experienced component shortages in the past that have
adversely affected its operations. Although the Company
works closely with its suppliers to avoid these types of
shortages, there can be no assurance that the Company will
not encounter these problems in the future.

The Company also expects that its operating margins
may decrease as it continues to hire additional personnel
and increases other operating expenses to support its
business. The Company plans its operating expense levels
based primarily on forecasted revenue levels. Because these
expenses are relatively fixed in the short term, a shortfall
in revenue could lead to operating results being below
expectations. The results of operations for 1997 are not
necessarily indicative of results to be expected in future
periods, and the Company’s operating results may be subject
to quarterly fluctuations as a result of a number of factors.
These factors include the integration of people, operations,
and products from acquired businesses and technologies;
increased competition in the networking industry; the overall
trend toward industry consolidation; the introduction and
market acceptance of new technologies, including Gigabit
Switch Routing and Tag Switching, currently known as
multiprotocol label switching (MPLS); variations in sales
channels, product costs, or mix of products sold; the timing
of orders and manufacturing lead times; and changes in
general economic conditions, any of which could have a

material adverse impact on operations and financial results.

The Company’s corporate headquarters, including most
of its research and development operations and its manu-
facturing facilities, are located in the Silicon Valley area of
Northern California, a region known for seismic activity.
Additionally, one of the Company’s manufacturing facilities
is located near a river that has experienced flooding in the
past. A significant natural disaster, such as an earthquake
or a flood, could have a material adverse impact on the

Company’s financial results.

Liquidity and Capital Resources

Cash and equivalents, short-term investments, and invest-
ments were $2.5 billion at July 26, 1997, an increase of
$672 million from 1996. The increase is primarily a result of
cash generated by operations, and to a lesser extent, through
financing activities, mainly the exercise of employee stock
options. These cash flows were partially offset by cash
outflows from operating activities including tax payments
of approximately $659 million; cash flows from investing
activities including capital expenditures of approximately
$330 million; and cash outflows from financing activities,
particularly the Company’s stock repurchase of $323 million.

Accounts receivable increased 87.9% during 1997, while
sales grew by 57.2%. Days sales outstanding in receivables
increased to 60 days as of July 26, 1997 from 44 days at
July 28, 1996. Inventories decreased 15.4% during 1997.
Inventory management remains an area of focus as the
Company balances the need to maintain strategic inventory
levels to ensure competitive lead times versus the risk of
inventory obsolescence because of rapidly changing tech-
nology and customer requirements.

Accounts payable increased by 34.8% during 1997
because of increases in operating expenses and material
purchases to support the growth in net sales. Other accrued
liabilities increased by 57.0%, primarily due to higher

deferred revenue on service contracts.
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At July 26, 1997, the Company had a line of credit
totaling $500 million, which expires in July 2002. There have
been no borrowings under this agreement (see Note 6).

The Company has entered into certain lease arrange-
ments in San Jose, California, and Research Triangle Park,
North Carolina, where it has established its headquarters
operations and certain research and development and cus-
tomer support activities, respectively. In connection with
these transactions, the Company restricted $363 million of
its investments as collateral for certain obligations of the
leases. The Company anticipates that it will occupy more
leased property in the future that will require similar
restricted securities; however, the Company does not expect

the impact of this activity to be material to liquidity.

During fiscal 1997, the Company’s Board of Directors
authorized a stock repurchase program under which 5 mil-
lion shares of the Company’s stock could be reacquired. All
5 million shares were repurchased at an aggregate purchase
price of approximately $323 million and subsequently
reissued in connection with the Company’s stock plans.
However, the Company’s ability to repurchase shares has
been restricted and is expected to continue to be restricted
from time to time due to business combinations and limi-
tations under pooling of interests accounting.

The Company’s management believes that its cur rent
cash and equivalents, short-term investments, line of credit,
and cash generated from operations will satisfy its expected
working capital and capital expenditure requirements
through fiscal 1998.



Consolidated Statements of Operations

(IN THOUSANDS,

EXCEPT PER-SHARE AMOUNTS)

Years Ended July 26, 1997 July 28, 1996 July 30, 1995
Net sales $6,440,171 $4,096,007 $2,232,652
Cost of sales 2,241,378 1,409,862 742,860
Gross margin 4,198,793 2,686,145 1,489,792
Expenses:
Research and development 698,172 399,291 210,815
Sales and marketing 1,160,269 726,278 399,983
General and administrative 204,661 159,770 85,271
Purchased research and development 508,397 95,760
Total operating expenses 2,571,499 1,285,339 791,829
Operating income 1,627,294 1,400,806 697,963
Realized gains on sale of investment 152,689
Interest and other income, net 108,889 64,019 40,014
Income before provision for income taxes 1,888,872 1,464,825 737,977
Provision for income taxes 840,193 551,501 281,488
Net income $1,048,679 $ 913,324 $ 456,489
Net income per common share $ 1.52 $ 1.37 $ 0.72
Shares used in per-share calculation 689,319 666,586 630,711

See notes to consolidated financial statements.



Consolidated Balance Sheets

(IN THOUSANDS)

July 26, 1997 July 28, 1996
Assets
Current assets:
Cash and equivalents $ 269,608 $ 279,695
Short-term investments 1,005,977 758,489
Accounts receivable, net of allowance for doubtful
accounts of $22,340 in 1997 and $21,074 in 1996 1,170,401 622,859
Inventories, net 254,677 301,188
Deferred income taxes 312,132 101,827
Prepaid expenses and other current assets 88,471 95,582
Total current assets 3,101,266 2,159,640
Investments 1,267,174 832,114
Restricted investments 363,216 228,644
Property and equipment, net 466,352 331,315
Other assets 253,976 78,519
Total assets $5,451,984 $3,630,232
Liabilities and shareholders’ equity
Current liabilities:
Accounts payable $ 207,178 $ 153,683
Income taxes payable 256,224 169,894
Accrued payroll and related expenses 263,269 195,197
Other accrued liabilities 393,438 250,579
Total current liabilities 1,120,109 769,353
Commitments and contingencies (Note 7)
Minority interest 42,253 41,257
Shareholders’ equity:
Preferred stock, no par value, 5,000 shares authorized;
none issued or outstanding in 1997 and 1996
Common stock, no par value, 1,200,000 shares authorized;
issued and outstanding: 670,779 shares in 1997
and 649,284 shares in 1996 1,763,200 888,067
Retained earnings 2,487,058 1,777,369
Unrealized gain on investments 49,628 158,848
Cumulative translation adjustments (10,264) (4,662)
Total shareholders’ equity 4,289,622 2,819,622
Total liabilities and shareholders’ equity $5,451,984 $3,630,232

See notes to consolidated financial statements.



Consolidated Statements of Cash Flows

(IN THOUSANDS)

Years Ended July 26, 1997

July 28, 1996

July 30, 1995

Cash flows from operating activities:

Net income $ 1,048,679 $ 913,324 $ 456,489
Adjustments to reconcile net income to
net cash provided by operating activities:
Depreciation and amortization 212,200 132,594 74,961
Provision for doubtful accounts 13,318 18,548 15,213
Provision for inventory allowances 123,431 53,025 55,783
Deferred income taxes (185,944) (74,292) (74,856)
Tax benefits from employee stock plans 274,341 198,468 59,348
Adjustment to conform StrataCom fiscal year (11,020)
Purchased research and development from acquisitions 273,532
Change in operating assets and liabilities:
Accounts receivable (558,664) (219,628) (181,083)
Inventories (74,374) (272,408) (104,484)
Prepaid expenses and other current assets 7,332 (67,154) (16,725)
Accounts payable 52,225 93,773 22,605
Income taxes payable 86,230 97,924 27,976
Accrued payroll and related expenses 66,375 101,221 43,485
Other accrued liabilities 114,462 87,331 64,121
Net cash provided by operating activities 1,442,123 1,062,726 442,833
Cash flows from investing activities:
Purchases of short-term investments (1,430,556) (786,197) (341,578)
Proceeds from sales and maturities
of short-term investments 1,276,379 641,974 295,234
Purchases of investments (1,761,952) (809,098) (289,569)
Proceeds from sales and maturities of investments 1,052,363 219,178 228,680
Purchases of restricted investments (351,168) (164,624) (160,396)
Proceeds from sales and maturities of
restricted investments 218,948 115,429 100,472
Acquisition of property and equipment (330,297) (282,840) (151,828)
Acquisition of businesses, net of cash acquired
and purchased research and development (18,642) (17,920)
Other (59,083) 8,337 5,273
Net cash used in investing activities (1,404,008) (1,057,841) (331,632)
Cash flows from financing activities:
Issuance of common stock 280,212 116,554 135,348
Common stock repurchases (322,812) (115,621) (69,881)
Proceeds from sale of subsidiary stock 40,548
Other (5,602) (10,511) 6,007
Net cash (used in) provided by financing activities (48,202) (9,578) 112,022
Net (decrease) increase in cash and equivalents (10,087) (4,693) 223,223
Cash and equivalents, beginning of period 279,695 284,388 61,165
Cash and equivalents, end of period $ 269,608 $ 279,695 $ 284,388
Non-cash investing and financing activities are as follows:
Transfers of securities to restricted investments $ — $ 3,586 $ 27,249

See notes to consolidated financial statements.



Consolidated Statements of Shareholders’ Equity

(IN THOUSANDS)

Common

Number
of Shares
Balances July 31,1994 578,565
Issuance of common stock under stock option and purchase plans 15,733
Issuance of common stock in conjunction with secondary offering by StrataCom 6,900
Tax benefits from employee stock plans
Common stock repurchases (4,188)
Pooling of interests acquisitions 20,166
Change in unrealized gains on investments
Net income
Translation adjustments
Balances July 30, 1995 617,176
Issuance of common stock under stock option and purchase plans 19,072
Tax benefits from employee stock plans
Common stock repurchases (3,060)
Acquisitions of businesses 16,096
Change in unrealized gains on investments
Net income
Translation adjustments
Balances July 28, 1996 649,284
Issuance of common stock under stock option and purchase plans 18,841
Tax benefits from employee stock plans
Common stock repurchases (5,000)
Pooling of interests acquisitions 3,814
Purchase acquisitions 3,840
Change in unrealized gains on investments
Adjustment to conform StrataCom fiscal year
Net income
Translation adjustments
Balances July 26, 1997 670,779

See notes to consolidated financial statements.



Stock

Unrealized Cumulative Total
Retained Gain on Translation Shareholders’
Amount Earnings Investments Adjustments Equity

$ 282,678 $ 621,802 $ (158) $ 904,322
53,660 53,660
81,688 81,688
59,348 59,348
(2,073) (67,808) (69,881)
33,373 (13,678) 19,695
$ 50,948 50,948

456,489 456,489

6,007 6,007

508,674 996,805 50,948 5,849 1,562,276
116,554 116,554
198,468 198,468
(3,876) (111,745) (115,621)
68,247 (21,015) 47,232
107,900 107,900

913,324 913,324

(10,511) (10,511)

888,067 1,777,369 158,848 (4,662) 2,819,622
280,212 280,212
274,341 274,341
(9,590) (313,222) (322,812)
6,504 (14,748) (8,244)
323,666 323,666
(109,220) (109,220)

(11,020) (11,020)

1,048,679 1,048,679

(5,602) (5,602)

$1,763,200 $2,487,058 $ 49,628 $(10,264) $4,289,622




Notes to Consolidated Financial Statements

1. Description of Business

Cisco Systems, Inc. (the “Company”) provides networking
solutions that connect computing devices and computer net-
works, allowing people to access or transfer information
without regard to differences in time, place, or type of
computer system. The Company sells its products in approx-
imately 90 countries through a combination of direct sales

and reseller and distribution channels.
2. Summary of Significant Accounting Policies

Fiscal Year The Company’s fiscal year is the 52 or 53 weeks
ending on the last Saturday in July. The fiscal years ended
July 26,1997, July 28,1996, and July 30,1995 all comprised
52-week years. Prior to fiscal year 1997, the Company’s fiscal
year was the 52- or 53-week period ending on the last Sunday
in July.

Principles of Consolidation The consolidated financial
statements include the accounts of Cisco Systems, Inc. and
its subsidiaries. All significant intercompany accounts and

transactions have been eliminated.

Cash and Equivalents The Company considers cash and all
highly liquid investments purchased with an original or remain-
ing maturity of less than three months at the date of purchase
to be cash equivalents. Substantially all of its cash and equiv-

alents are custodied with three major financial institutions.

Short-Term Investments The Company’s short-term
investments comprise U.S., state, and municipal government
obligations, and foreign and corporate securities with max-
imum maturities of one year. These investments are carried
at fair value. Nearly all short-term investments are held
in the Company’s name and custodied with two major

financial institutions.

Inventories Inventories are stated at the lower of cost or
market. Cost is computed using standard cost, which approx-

imates actual cost on a first-in, first-out basis.

Investments Investments consist of U.S., state, and munic-
ipal government obligations, and foreign and corporate

securities with maturities of more than one year. These

investments are carried at fair value. Nearly all investments
are held in the Company’s name and custodied with two

major financial institutions.

Restricted Investments Restricted investments consist of U.S.
governmental obligations with maturities of more than one
year. These investments are carried at fair value and are
restricted as to withdrawal (see Note 7). Restricted invest-
ments are held in the Company’s name and custodied with

two major financial institutions.

Fair Value of Financial Instruments Carrying amounts of
certain of the Company’s financial instruments including
cash and equivalents, accrued payroll, and other accrued
liabilities approximate fair value because of their short
maturities. The fair values of investments are determined
using quoted market prices for those securities or similar

financial instruments (see Note 5 on investments).

Concentrations Cash and equivalents are, for the most part,
maintained with several major financial institutions in the
United States. Deposits held with banks may exceed the
amount of insurance provided on such deposits. Generally
these deposits may be redeemed upon demand and there-
fore, bear minimal risk.

The Company performs ongoing credit evaluations of
its customers and generally does not require collateral from
its customers.

The Company receives certain of its custom semicon-
ductor chips for some of its products from sole suppliers.
Additionally, the Company relies on a limited number of
hardware manufacturers. The inability of any supplier or
manufacturer to fulfill supply requirements of the Company
could impact future results. The Company continually

monitors exposures in this regard.

Revenue Recognition The Company generally recognizes
product revenue upon shipment of product. Revenue from
service obligations is deferred and recognized over the lives
of the contracts. The Company accrues for warranty costs,
sales returns, and other allowances at the time of shipment

based on its experience.



Depreciation and Amortization Property and equipment
are stated at cost and depreciated on a straight-line basis
over the estimated useful lives of the assets. Such lives vary
from two and one-half to five years. Goodwill and other
intangible assets are included in other assets and are carried
at cost less accumulated amortization, which is being pro-
vided on a straight-line basis over the economic lives of the

respective assets, generally three to five years.

Income Taxes Income tax expense is based on pretax
financial accounting income. Deferred tax assets and lia-
bilities are recognized for the expected tax consequences
of temporary differences between the tax bases of assets

and liabilities and their reported amounts.

Computation of Net Income per Common Share Net
income per common share is computed using the weighted
average number of common and dilutive common equiva-
lent shares outstanding during the period. Dilutive common

equivalent shares consist of stock options.

Foreign Currency Translation Substantially all of the
Company’s international subsidiaries use their local currency
as their functional currency. For those subsidiaries using
the local currency as their functional currency, assets and
liabilities are translated at exchange rates in effect at the
balance sheet date and income and expense accounts at
average exchange rates during the year. Resulting translation
adjustments are recorded directly to a separate component of
shareholders’ equity. Where the U.S. dollar is the functional

currency, translation adjustments are recorded in income.

Derivatives The Company enters into forward exchange
contracts to minimize the short-term impact of foreign
currency fluctuations on assets and liabilities denominated
in currencies other than the functional currency of the
reporting entity. All foreign exchange forward contracts are
designated as and effective as a hedge and are highly
inversely correlated to the hedged item as required by gener-
ally accepted accounting principles.

Gains and losses on the contracts are included in
other income and offset foreign exchange gains or losses

from the revaluation of intercompany balances or other

current assets and liabilities denominated in currencies
other than the functional currency of the reporting entity.
Fair values of exchange contracts are determined using
published rates. If a derivative contract terminates prior to
maturity, the investment is shown at its fair value with the

resulting gain/(loss) reflected in operating results.

Minority Interest Minority interest represents the minority
stockholders’ proportionate share of the equity of Nihon
Cisco Systems, K.K. At July 26, 1997, the Company main-
tained all issued and outstanding common stock, amounting
to 73.2% of the voting rights. Each share of preferred stock
is convertible into one share of common stock at any time

at the option of the holder.

Use of Estimates The preparation of financial statements
in conformity with generally accepted accounting principles
requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of
revenue and expenses during the reporting period. Estimates
are used for, but not limited to, the accounting for doubtful
accounts, depreciation and amortization, sales returns,
warranty costs, taxes, and contingencies. Actual results

could differ from these estimates.

Recent Accounting Pronouncements In February 1997, the
Financial Accounting Standards Board (FASB) issued
Statement of Financial Accounting Standard (SFAS) No. 128,
“Earnings per Share” (EPS), which simplifies existing com-
putational guidelines, revises disclosure requirements, and
increases the comparability of earnings per share on an
international basis. Management has not yet evaluated the
effects of this change in computational guidelines on the
Company’s EPS. SFAS No. 128 is effective for periods ending
after December 15,1997 and requires restatement of all
prior period EPS data presented. The Company will adopt
SFAS No. 128 in its second quarter of fiscal year 1998.
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In June 1997, the FASB issued SFAS No. 130, “Reporting
Comprehensive Income,” which establishes standards for
reporting and display of comprehensive income and its
components (revenue, expenses, gains, and losses) in a full
set of general-purpose financial statements. The Company
will adopt SFAS No. 130 in its fiscal year 1999.

In June 1997, the FASB issued SFAS No. 131, “Disclosure
about Segments of an Enterprise and Related Information,”
which changes the way public companies report information
about operating segments. SFAS No. 131, which is based on
the management approach to segment reporting, establishes
requirements to report selected segment information quar-
terly and to report entity-wide disclosures about products
and services, major customers, and the material countries
in which the entity holds assets and reports revenue.
Management has not yet evaluated the effects of this change
on its reporting of segment information. The Company will
adopt SFAS No. 131 in its fiscal year 1999.

3. Business Combinations

Pooling of Interests Combinations

On July 9, 1996, the Company acquired StrataCom, Inc.
(“StrataCom™). Under the terms of the agreement, one
share of the Company’s common stock was exchanged for
each outstanding share of StrataCom. Approximately
76.4 million shares of common stock were issued to
acquire StrataCom.

The Company also assumed remaining outstanding
StrataCom stock options that were converted to options
to purchase approximately 11.5 million shares of the
Company’s common stock. The transaction was accounted
for as a pooling of interests in fiscal year 1996; therefore,
all prior periods presented were restated.

Prior to the merger, StrataCom used a calendar year
end. Restated financial statements of the Company combine
the July 28, 1996, and July 30, 1995 results of the Company
with the June 30, 1996, and July 1,1995 results of StrataCom,
respectively. No adjustments have been made to conform
accounting policies of the entities. However, StrataCom’s

historical results have been adjusted to reflect an increase

in income taxes because of the elimination of a previously
provided valuation allowance on its deferred tax asset as
of the earliest period presented. There were no significant
intercompany transactions requiring elimination in any
period presented. In order for both companies to operate
on the same fiscal year for 1997, StrataCom’s operations
for the one-month period ended July 28,1996 that are not
material to the consolidated companies have been reflected
as an adjustment to retained earnings in the first quarter
of fiscal 1997.

The Company has also completed a number of other
pooling acquisitions. The historical operations of these
entities is immaterial to the Company’s consolidated oper-
ations on either an individual or an aggregated basis;
therefore, prior period statements have not been restated
for these acquisitions. These transactions are summarized

as follows (in millions of shares):

Total Shares of

Fiscal Year Acquired Companies Cisco Stock Issued

1995 Newport Systems Solutions, Inc. 6.6
Kalpana, Inc. 13.6

1996 Combinet, Inc. 3.5
Grand Junction Networks, Inc. 9.2
TGV Software, Inc. 2.4

1997 Nashoba Networks 1.6
Granite Systems, Inc. 2.2

In conjunction with these poolings, the Company also
assumed the outstanding options of these companies,
which were converted to options to purchase approximately

3.6 million shares of the Company’s common stock.

Purchase Combinations

During the three years ended July 26, 1997, the Company
made the acquisitions described in the paragraphs that fol-
low, each of which has been accounted for as a purchase.
The consolidated financial statements include the operating
results of each business from the date of acquisition. Pro
forma results of operations have not been presented, because
the effects of these acquisitions were not material on either

an individual or an aggregate basis.



The amounts allocated to purchased research and
development were determined through established valua-
tion techniques in the high-technology communications
industry and were expensed upon acquisition, because
technological feasibility had not been established and no
future alternative uses existed. Research and development
costs to bring the products from the acquired companies
to technological feasibility are not expected to have a mate-
rial impact on the Company’s future results of operations
or cash flows. Amounts allocated to goodwill and other
intangibles are amortized on a straight-line basis up to a
five-year period.

In January 19935, the Company acquired substantially
all of the assets and assumed the liabilities of LightStream
Corporation (“LightStream”), a developer of enterprise-class
ATM switching technology, for $120.0 million in cash and
related acquisition costs of approximately $.5 million.

The purchase price was allocated to the acquired
assets and assumed liabilities based on fair values as follows

(in thousands):

Cash $ 6,320
Accounts receivable 2,777
Other current assets 101
Property and equipment 1,815
Purchased research and development 95,760
Goodwill 19,710
Current liabilities (5,983)

Total $120,500

The remaining amounts allocated to goodwill after the
$5.1 million write-off in fiscal 1996 were amortized on a
straight-line basis over two years.

In October 1996, the Company acquired substantially
all of the assets of Telebit Corporation (“Telebit”) and its
Modem ISDN Channel Aggregation (MICA™) technologies
for approximately $200.0 million in cash. The Company
purchased Telebit patents and MICA intellectual property,
established employment contracts with MICA personnel,
and assumed certain preferred stock and notes receivable
related to a management buyout of the remaining assets of

Telebit. As part of this transaction, the Company recorded

approximately $174.6 million in purchased research and
development expense in the first quarter of fiscal 1997.

In November 1996, the Company acquired Netsys
Technologies (“Netsys”), a privately held innovator of net-
work infrastructure management and performance analysis
software. Under the terms of the agreement, the Company
exchanged common stock worth approximately $81.1 million
and assumed net liabilities of approximately $3.8 million
for all outstanding shares and options of Netsys. As part of
this transaction, the Company recorded approximately
$43.2 million in purchased research and development expense
and $41.7 million of goodwill and other intangible assets
in the second quarter of fiscal 1997.

In July 1997, the Company completed the acquisition of
Skystone Systems Corporation (“Skystone”), an innovator
of high-speed Synchronous Optical Network/Synchronous
Digital Hierarchy (SONET/SDH). Under the terms of the
agreement, shares of the Company’s common stock worth
approximately $69.4 million, and $22.7 million in cash has
been exchanged for all outstanding shares, warrants, and
options of Skystone. As part of this transaction, the Company
recorded approximately $89.4 million in purchased research
and development expense.

In July 1997, the Company acquired Ardent Communi-
cations (“Ardent”), a designer of combined communications
support for compressed voice, LAN, data, and video traffic
across public and private Frame Relay and ATM networks.
Under the terms of the agreement, shares of the Company’s
stock worth approximately $165.3 million have been
exchanged for the outstanding shares and options of
Ardent. As part of this transaction, the Company recorded
approximately $163.6 million in purchased research and
development expense.

Also in July 1997, the Company acquired Global Internet
Software Group (“Global Internet”), a wholly owned subsi-
diary of Global Internet.Com and a pioneer in the Windows NT
network security marketplace. Approximately $40.2 million
in cash was exchanged for all of the outstanding shares of
Global Internet. As part of this transaction, the Company
recorded approximately $37.6 million in purchased research

and development expense.
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Business Combinations Completed Subsequent to Year-End

On July 28, 1997, the Company entered into an agreement to purchase the Dagaz xDSL business of Integrated Network
Corporation (“INC”). The Company agreed to pay approximately $108.0 million in cash for the xDSL business. As part of
this transaction, the Company assumed approximately .2 million shares of INC stock options, which will be converted

to options to purchase the Company’s common stock. This transaction was completed in August 1997.

4. Balance Sheet Detail

(1IN THOUSANDS) July 26,1997 July 28,1996
Inventories, net:
Raw materials $ 89,226 $ 134,531
Work in process 114,724 99,723
Finished goods 21,733 51,920
Demonstration systems 28,994 15,014
Total $ 254,677 $ 301,188

Property and equipment, net:

Leasehold improvements $ 88,801 $ 40,927
Computer equipment and related software 394,735 280,777
Production and engineering equipment 108,520 108,477
Office equipment, furniture, fixtures, and other 290,129 145,291
882,185 575,472

Less accumulated depreciation and amortization (415,833) (244,157)
Total $ 466,352 $ 331,315

Accrued payroll and related expenses:

Accrued wages, paid time off, and related expenses $ 127,779 $ 97,780
Accrued commissions 66,851 33,589
Accrued bonuses 68,639 63,828

Total $ 263,269 $ 195,197

Other accrued liabilities:

Deferred revenue $ 183,268 $ 116,229
Accrued warranties 41,526 32,256
Other liabilities 168,644 102,094

Total $ 393,438 $250,579




5. Investments

At July 26,1997 and July 28, 1996, substantially all of the Company’s investments were classified as available for sale.

The difference between the cost and fair value of those investments, net of the tax effect, is shown as a separate component

of shareholders’ equity.

The following tables summarize the Company’s investment in securities (in thousands):

Gross Gross
Amortized Unrealized Unrealized Fair

July 26,1997 Cost Gains Losses Value
U.S. government notes and bonds $ 609,580 $ 1,407 $  (960) $ 610,027
State, municipal, and county

government notes and bonds 1,313,652 6,214 (755) 1,319,111
Foreign government notes and bonds 31,565 29 (111) 31,483
Corporate notes and bonds 562,039 594 (589) 562,044
Corporate equity securities 40,759 89,390 (16,447) 113,702

Total $2,557,595 $97,634 $(18,862) $2,636,367
Reported as:
Short-term investments $1,005,977
Investments 1,267,174
Restricted investments 363,216

Total $2,636,367

Gross Gross
Amortized Unrealized Unrealized Fair

July 28, 1996 Cost Gains Losses Value
U.S. government notes and bonds $ 445,539 $ 192 $ (2,911) $ 442,820
State, municipal, and county

government notes and bonds 1,023,399 1,448 (5,860) 1,018,987
Foreign government notes and bonds 2,498 42 2,540
Corporate notes and bonds 62,766 99 (134) 62,731
Corporate equity securities 30,900 357,049 (95,780) 292,169

Total $1,565,102 $358,830 $(104,685) $1,819,247
Reported as:
Short-term investments $ 758,489
Investments 832,114
Restricted investments 228,644

Total

$1,819,247
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The following table summarizes debt maturities (including restricted investments) at July 26,1997 (in thousands):

Amortized Fair

Cost Value
Less than one year $1,269,663 $1,270,079
Due in 1-2 years 516,523 517,457
Due in 2-5 years 694,504 699,411
Due after 5 years 36,146 35,718
Total $2,516,836 $2,522,665

During fiscal year 1997, the Company began to sell its minority equity position in a publicly traded company.
A hedge was formed to protect the unrealized gains the Company had earned while holding this investment. The hedge
took the form of a cashless collar and was constructed as a series of purchased puts and sold calls, with the cost of the
purchased puts exactly offset by the premium earned on the sold calls. The total face values of the puts and calls at
July 26,1997 were $16.5 million and $21.1 million, respectively. The collar expires over a period of two years commenc-
ing October 1996. Net unrealized gains or losses for the stock and associated hedge are reflected as a separate component
of shareholders’ equity. Realized gains or losses on the combined position have been reflected in income for the period
in which the stock was sold or the hedge was terminated. Also in fiscal1997, the Company established the Cisco Systems
Foundation (“the Foundation”). As part of this initiative, the Company donated a portion of this investment, along with other
equity securities, with a combined cost basis of approximately $2.3 million and an approximate fair value of $71.5 million
at July 26, 1997, to the Foundation. The realized gains on the sale of this investment, net of the amounts donated to the
Foundation, were $152.7 million in fiscal 1997. The Company expects to sell its remaining stake in the publicly traded
company in fiscal year 1998 and will realize additional gains.

There were no material realized gains in fiscal years 1996and 1995. Gross realized gains and losses on the sale of investments

are calculated using the specific identification method.

6. Line of Credit

In July 1997, the Company entered into a syndicated credit agreement under the terms of which a group of banks has
committed a maximum of $500.0 million on an unsecured, revolving basis for cash borrowings of various maturities.
The commitments made under this agreement expire on July 1, 2002. This agreement replaces an earlier, three-year,
$100.0 million credit agreement entered into on May 22,1995. Under the terms of the new agreement, borrowings bear
interest at a spread over the London Interbank Offered Rate based on certain financial criteria and third-party rating
assessments or other alternative rates. As of July 26, 1997, this spread was 20 basis points. A commitment fee of 7 basis
points is assessed against any undrawn amounts. The agreement includes a single financial covenant that places a variable
floor on tangible net worth, as defined, if certain leverage ratios are exceeded. There have been no borrowings under this

or the previous agreement.



7. Commitments and Contingencies

Leases

The Company has entered into several agreements to lease
221 acres of land located in San Jose, California, where it
has established its headquarters operations, and 45 acres
of land located in Research Triangle Park, North Carolina,
where it has expanded certain research and development
and customer support activities. All of the leases have ini-
tial terms of five to seven years and options to renew for an
additional three to five years, subject to certain conditions.
At any time during the terms of these land leases, the
Company may purchase the land. If the Company elects not
to purchase the land at the end of each of the leases, the
Company has guaranteed a residual value of $124.1 million.

The Company has also entered into agreements to lease
certain buildings to be constructed on the land described
above. The lessors of the buildings have committed to fund
up to a maximum of $341.6 million (subject to reductions
based on certain conditions in the respective leases) for the con-
struction of the buildings, with the portion of the committed
amount actually used to be determined by the Company.
Rent obligations for the buildings commenced on various
dates and will expire at the same time as the land leases.

The Company has an option to renew the building
leases for an additional three to five years, subject to cer-
tain conditions. The Company may, at its option, purchase
the buildings during or at the ends of the terms of the leases
at approximately the amount expended by the lessors to
construct the buildings. If the Company does not exercise
the purchase options by the ends of the leases, the Company
will guarantee a residual value of the buildings as determined
at the lease inception date of each agreement (approxi-
mately $186.6 million at July 26, 1997).

As part of the above lease transactions, the Company
restricted $363.2 million of its investment securities as col-
lateral for specified obligations of the lessor under the
leases. These investment securities are restricted as to with-

drawal and are managed by a third party subject to certain

limitations under the Company’s investment policy. In
addition, the Company must maintain a minimum consol-
idated tangible net worth, as defined, of $1 billion.

The Company also leases office space in Santa Clara,
California; Chelmsford, Massachusetts; and for its various
U.S. and international sales offices.

Future annual minimum lease payments under all
noncancelable operating leases as of July 26, 1997, are as

follows (in thousands):

1998 $ 65,876
1999 54,531
2000 41,530
2001 29,710
2002 17,895
Thereafter 39,513

Total minimum lease payments $249,055

Rent expense totaled $64.4 million, $36.8 million, and
$24.0 million for 1997, 1996, and 1995, respectively.

Forward Exchange Contracts

The Company conducts business on a global basis in sev-
eral major international currencies. As such, it is exposed to
adverse movements in foreign currency exchange rates. The
Company enters into forward foreign exchange contracts
to reduce certain currency exposures. These contracts hedge
exposures associated with nonfunctional currency assets and
liabilities denominated in Japanese, Canadian, Australian,
and several European currencies. At the present time, the
Company hedges only those currency exposures associated
with certain nonfunctional currency assets and liabilities
and does not generally hedge anticipated foreign currency
cash flows.

The Company does not enter into forward exchange
contracts for trading purposes. Gains and losses on the
contracts are included in other income and offset foreign
exchange gains or losses from the revaluation of inter-
company balances or other current assets and liabilities

denominated in currencies other than the functional currency
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of the reporting entity. The Company’s forward currency con-
tracts generally range from one to three months in original
maturity. Forward exchange contracts outstanding and
their unrealized gains and (losses) as of July 26, 1997 are

summarized as follows (in thousands):

Notional Notional

Value Value Unrealized

Purchased Sold Gain/(Loss)
Japanese yen $ 36,150 $ (84,483) $111
Australian dollar 33,171 (58,072) 521
Canadian dollar (42,021) 15
European currencies 142,036 (83,225) (74)
Total $211,357 $(267,801) $573

The Company’s forward exchange contracts contain credit
risk in that its banking counterparties may be unable to meet
the terms of the agreements. The Company minimizes such
risk by limiting its counterparties to major financial insti-
tutions. In addition, the potential risk of loss with any one
party resulting from this type of credit risk is monitored.
Management does not expect any material losses as a result

of default by other parties.

Legal Proceedings

The Company and its subsidiaries are subject to legal pro-
ceedings, claims, and litigation arising in the ordinary
course of business. The Company’s management does not
expect that the ultimate costs to resolve these matters will
have a material adverse effect on the Company’s consoli-

dated financial position, results of operations, or cash flows.

8. Shareholders’ Equity
The Company’s common stock was split two for one on
February 16, 1996. All applicable share and per-share data
in these consolidated financial statements have been restated
to give effect to this stock split.

Under the terms of the Company’s Articles of Incorporation,
the Board of Directors may determine the rights, preferences,
and terms of the Company’s authorized but unissued shares

of preferred stock.

9. Employee Benefit Plans

Employee Stock Purchase Plan

The Company has an Employee Stock Purchase Plan (“the
Purchase Plan”) under which 9.8 million shares of common
stock have been reserved for issuance. Eligible employees
may designate not more than 10% of their cash compen-
sation to be deducted each pay period for the purchase of
common stock under the Purchase Plan, and participants
may purchase not more than $25,000 of common stock in
any one calendar year. On the last business day of each cal-
endar quarter, shares of common stock are purchased with
the employees’ payroll deductions over the immediately pre-
ceding six months at a price per share of 85% of the lesser
of the market price of the common stock on the purchase
date or the market price on the first day of the period. The
Purchase Plan will terminate no later than January 3, 2000.
In fiscal 1997, 1996, and 1995, 1.4 million, 1.3 million, and
1.5 million shares, respectively, were issued under the Purchase
Plan. At July 26,1997, 2.0 million shares were available for

issuance under the Purchase Plan.

Stock Option Plans

In November 1996, the Company’s shareholders approved
the 1996 Stock Incentive Plan (the “1996 Plan”). This plan
was the successor to the Company’s 1987 Stock Option Plan
(the “Predecessor Plan”). The 1996 Plan became effective
immediately upon shareholder approval, and all outstand-
ing options under the Predecessor Plan were transferred to
the 1996 Plan. However, all outstanding options under the
Predecessor Plan continue to be governed by the terms and
conditions of the existing option agreements for those
grants. The maximum number of shares under the 1996 Plan
was initially limited to the 68.8 million shares transferred
from the Predecessor Plan. Under the terms of the 1996
Plan, the share reserve will increase each December for the
next three fiscal years, beginning with fiscal 1997, by an
amount equal to 4.75% of the outstanding shares on the
last trading day of the immediately preceding November.
Although the Board has the authority to set other terms,
the options are generally 25% exercisable one year from the

date of grant and then ratably over the following 36 months.



Under the Predecessor Plan, the options generally had terms of five years. Under the 1996 Plan, options expire no later
than nine years from the grant date.

A summary of option activity follows (in thousands, except per-share amounts):

Options Outstanding

Options Available Weighted Average
for Grant Options Exercise Price

Balances July 31,1994 19,196 33,508 $ 7.91
Options granted and assumed (36,792) 36,792 16.94
Options exercised (14,232) 2.66
Options canceled 2,207 (2,207) 12.13
Additional shares reserved 12,474

Balances July 30, 1995 (2,915) 53,861 15.29
Options granted and assumed (35,170) 35,170 25.33
Options exercised (17,771) 4.74
Options canceled 2,171 (2,171) 20.33
Additional shares reserved 52,170

Balances July 28, 1996 16,256 69,089 22.96
Options granted and assumed (42,402) 42,402 48.91
Options exercised (17,483) 12.76
Options canceled 4,673 (4,673) 34.37
Additional shares reserved 31,815

Balances July 26,1997 10,342 89,335 $36.68

At July 26,1997 and July 28,1996, approximately 24.8 million and 21.7 million outstanding options, respectively, were exer-
cisable. The weighted average exercise prices for options were $20.66 and $11.42 at July 26, 1997 and July 28, 1996, respectively.
The Company has, in connection with the acquisition of various companies, assumed the stock option plans of each
acquired company. A total of 4.6 million shares of the Company’s common stock have been reserved for issuance under the
assumed plans, and the related options are included in the preceding table.
The following tables summarize information concerning outstanding and exercisable options at July 26, 1997 (in
thousands, except per-share amounts):

Options Outstanding

Weighted Average
Range of Number Remaining Contractual Weighted Average
Exercise Prices Outstanding Life (in years) Exercise Price
$0.01-16.62 18,807 2.6 $10.48
16.69-34.15 18,136 4.9 25.20
34.32-46.50 21,948 8.2 44.09
47.75-52.25 19,617 8.1 50.47
53.37-75.50 10,827 8.3 61.39

Total 89,335 6.4 $36.68
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Options Exercisable

Range of Number Weighted Average
Exercise Prices Exercisable Exercise Price
$0.01-16.62 12,290 $ 9.30
16.69-34.15 8,135 24.48
34.32-46.50 2,442 39.18
47.75-52.25 1,236 50.86
53.37-75.50 745 55.51
Total 24,848 $20.66

The Company has adopted SFAS No. 123, “Accounting for Stock-Based Compensation,” issued in October of 1995. In
accordance with SFAS No. 123, the Company applies APB Opinion 25 and related Interpretations in accounting for its
stock option plans, and accordingly does not record compensation costs. If the Company had elected, beginning in fiscal
1996, to recognize compensation cost based on the fair value of the options granted at grant date as prescribed by SFAS
No. 123, net income and net income per common share would have been reduced to the pro forma amounts shown below

(in thousands, except per-share amounts):

1997 1996
Net income—as reported $1,048,679 $913,324
Net income—pro forma $ 897,939 $872,263
Net income per common share—as reported $ 1.52 $ 1.37
Net income per common share—pro forma $ 1.32 $ 132

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model

with the following weighted average assumptions:

Employee Stock Options Employee Stock Purchase Plan

1997 1996 1997 1996
Expected dividend yield 0.0% 0.0% 0.0% 0.0%
Risk-free interest rate 6.4% 5.9% 5.3% 5.4%
Expected volatility 32.8% 32.9% 44.4% 44.9%
Expected life (in years) 31 31 0.5 0.5

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded options that have
no vesting restrictions and are fully transferable. In addition, option valuation models require the input of highly subjective
assumptions including the expected stock price volatility. Because the Company’s employee stock options have characteristics
significantly different from those of traded options, and because changes in the subjective input assumptions can materially
affect the fair value estimate, in management’s opinion the existing models do not necessarily provide a reliable single
measure of the fair value of the Company’s options. The weighted average estimated fair values of employee stock options
granted during fiscal 1997 and 1996 were $15.60 and $13.34 per share, respectively.



The above pro forma disclosures are not likely to be representative of the effects on net income and net income per
common share in future years, because they do not take into consideration pro forma compensation expense related to

grants made prior to the Company’s fiscal year 1996.

Employee 401 (k) Plan

The Company has adopted a plan known as the Cisco Systems, Inc. 401(k) Plan (“the Plan™) to provide retirement and
incidental benefits for its employees. As allowed under Section 401(k) of the Internal Revenue Code, the Plan provides
tax-deferred salary deductions for eligible employees.

Employees may contribute from 1% to 15% of their annual compensation to the Plan, limited to a maximum annual
amount as set periodically by the Internal Revenue Service. The Company matches employee contributions dollar for dollar
up to a maximum of $1,500 per year per person. All matching contributions vest immediately. In addition, the Plan provides
for discretionary contributions as determined by the Board of Directors. Such contributions to the Plan are allocated
among eligible participants in the proportion of their salaries to the total salaries of all participants. Company matching
contributions to the Plan totaled $12.6 million in 1997, $6.6 million in 1996, and $3.5 million in 1995. No discretionary
contributions were made in 1997, 1996, or 1995.

10. Income Taxes

The provision (benefit) for income taxes consists of (in thousands):

1997 1996 1995
Federal:
Current $ 845,254 $514,050 $288,656
Deferred (171,571) (64,133) (63,310)
673,683 449,917 225,346
State:
Current 153,110 92,291 59,927
Deferred (15,043) (6,907) (9,968)
138,067 85,384 49,959
Foreign:
Current 27,773 19,452 7,761
Deferred 670 (3,252) (1,578)
28,443 16,200 6,183

Total provision $ 840,193 $551,501 $281,488
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The Company paid income taxes of $658.7 million, $335.1 million, and $270.5 million, in fiscal 1997, 1996, and
1995, respectively.
The items accounting for the difference between income taxes computed at the federal statutory rate and the provision

for income taxes follow:

1997 1996 1995
Federal statutory rate 35.0% 35.0% 35.0%
Effect of:
State taxes, net of federal benefit 4.5 3.6 4.1
Foreign sales corporation (3.3) (2.9) (2.9)
Nondeductible purchased R&D 7.1
Tax-exempt interest (1.0) (1.0) (1.1)
Tax credits (1.3) (0.3) (1.1)
Other, net 3.5 3.2 4.1
44.5% 37.6% 38.1%

The components of the deferred income tax assets (liabilities) follow (in thousands):

July 26, 1997 July 28, 1996
Other nondeductible accruals $125,010 $ 66,950
Inventory allowances and capitalization 89,984 44,334
Purchased research and development 81,115 33,806
Allowance for doubtful accounts and returns 38,008 26,632
Accrued state franchise tax 29,231 13,847
Depreciation 11,031 10,451
Deferred revenue 16,629 8,664
Warranty accruals 16,290 8,406
Unrealized gain on investments (29,146) (95,296)
$378,152 $117,794

The noncurrent portion of the deferred income tax assets, which totaled $66.0 million at July 26, 1997 and $16.0 million
at July 28, 1996, is included in other assets.

The Company’s income taxes payable for federal, state, and foreign purposes have been reduced by the tax benefits
of disqualifying dispositions of stock options. The benefit is the difference between the market value of the stock issued

at the time of exercise and the option price tax effected.



11. Geographic Information and Major Customers
The Company operates in a single industry segment encompassing the design, development, manufacture, marketing, and
technical support of networking products and services.

In 1997, 1996, and 1995, no single customer accounted for 10% or more of the Company’s net sales. International sales,
primarily in Europe, the Pacific region, and Canada, were $2,803 million in 1997, $1,976 million in 1996, and $931 million
in 1995. Export sales, primarily to these regions, were $ 1,939 million in 1997, $1,530 million in 1996, and $737 million
in 1995.

Summarized financial information by geographic region for 1997, 1996, and 1995 is as follows (in thousands):

1997 1996 1995
Net sales:
United States $6,328,720 $4,024,482 $2,199,940
International 863,855 446,437 194,217
Eliminations (752,404) (374,912) (161,505)
Total $6,440,171 $4,096,007 $2,232,652
Operating income:
United States $1,581,622 $1,379,994 $ 692,174
International 48,750 22,704 4,199
Eliminations (3,078) (1,892) 1,590
Total $1,627,294 $1,400,806 $ 697,963
Identifiable assets:
United States $5,041,225 $3,467,637
International 505,115 184,291
Eliminations (94,356) (21,696)

Total $5,451,984 $3,630,232




Report of Independent Accountants

Board of Directors and Shareholders
Cisco Systems, Inc.

San Jose, California

We have audited the accompanying consolidated balance sheets of Cisco Systems, Inc. and its subsidiaries as of
July 26,1997 and July 28,1996 and the related consolidated statements of operations, cash flows, and shareholders’ equity
for each of the three years in the period ended July 26, 1997. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Cisco Systems, Inc. and its subsidiaries as of July 26,1997 and July 28,1996, and the consolidated results
of their operations and their cash flows for each of the three years in the period ended July 26,1997, in conformity with

generally accepted accounting principles.

San Jose, California
August 4, 1997



Supplementary Financial Data

(UNAUDITED) (IN THOUSANDS, EXCEPT PER-SHARE AMOUNTS)
1997 1996
July 26, Apr. 26, Jan. 25, Oct. 26, July 28, Apr. 28, Jan. 28, Oct. 29,
1997 1997 1997 1996 1996 1996 1996 1995
Net sales $1,765,097  $1,647,871  $1,592,377 $1,434,826  $1,292,150  $1,087,056 $918,510 $798,291
Gross margin 1,149,057 1,076,532 1,039,858 933,346 839,499 709,902 606,195 530,549
Operating income 286,453 539,130 488,551 313,160 423,872 376,572 321,511 278,851
Income before provision
for income taxes 335,701 600,511 562,914 389,746 442,715 393,244 337,157 291,709
Net income $ 150,957 § 378,321@ § 338,459 § 180,942¢ § 276,551 $ 245,649 $209,737 $181,387
Net income per
common share $ 220§ 550§ 490§ 269§ 41 % 37 $ 31 $ 28

1 Net income and net income per share include purchased research and development expenses of $290.6 million and realized gains on the sale of a minority
stock investment of $18.0 million. Pro forma net income and net income per share, excluding these nonrecurring items net of tax, would have been $383,237
and $0.535, respectively.

2 Net income and net income per share include realized gains on the sale of a minority stock investment of $32.3 million. Pro forma net income and net
income per share, excluding this nonrecurring item net of tax, would have been $357,980 and $0.52, respectively.

® Net income and net income per share include purchased research and development expenses of $43.2 million and realized gains on the sale of a minority
stock investment of $47.3 million. Pro forma net income and net income per share, excluding these nonrecurring items net of tax, would have been
$351,863 and $0.51, respectively.

# Net income and net income per share include purchased research and development expenses of $174.6 million and realized gains on the sale of a minority
stock investment of $55.1 million. Pro forma net income and net income per share, excluding these nonrecurring items net of tax, would have been
$320,813 and $0.47, respectively.

Stock Market Information

The following table presents the ranges of the Company’s common stock. Prices reflect the two-for-one split effective
February 1996:

1997 1996 1995
High Low High Low High Low
First Quarter $67.00 $50.00 $38.62 $26.12 $15.00 $10.43
Second Quarter 74.87 57.62 43.93 32.68 18.31 15.06
Third Quarter 69.75 46.37 52.37 40.56 20.37 16.28
Fourth Quarter 80.37 46.50 58.75 47.12 29.31 19.68

Cisco Systems’ common stock (Nasdaq symbol CSCO) is traded on the Nasdaq National Market. The table above reflects the
range of high and low closing prices for each period indicated. The Company has never paid cash dividends on the common

stock and has no present plans to do so. There were approximately 12,880 shareholders of record on July 26, 1997.
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