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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q/A
(Amendment No. 1)

(Mark One)

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

For the quarterly period ended: June 30, 2002

OR

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

For the transition period from                     to                    

Commission File Number 1-4471
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(Exact Name of Registrant as

specified in its charter)

New York 16-0468020

(State or other jurisdiction (IRS Employer Identification No.)
of incorporation or organization)

P.O. Box 1600
Stamford, Connecticut 06904-1600

(Address of principal executive offices) (Zip Code)

(203) 968-3000

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.

Yes    x            No    ¨

APPLICABLE ONLY TO CORPORATE ISSUERS:

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date.

Class Outstanding at February 28, 2003

Common Stock, $1 par value 740,320,265 shares
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PURPOSE OF AMENDMENT

The principal purpose for this Amendment No. 1 to Xerox Corporation�s Quarterly Report on Form 10-Q is to restate interest expense for the
three and six months ended June 30, 2002 and 2001 to correct an error in the calculation of interest expense related to a debt instrument and
associated interest swap agreements, as announced in a Current Report on Form 8-K on December 20, 2002. The reissuance of these financial
statements requires that we revise our financial statements to reflect the effects of the transitional goodwill impairment testing as a result of
adopting Statements of Financial Accounting Standards No. 142 on January 1, 2002.

Accordingly, changes in this Amendment No. 1 reflects solely the financial information and disclosures related to:

(1) The restatement of interest expense for the three and six months ended June 30, 2002 and 2001, and

(2) the effects of the transitional goodwill impairment testing as a result of adopting Statement of Financial Accounting Standards No. 142,
�Goodwill and Other Intangible Assets� (SFAS No. 142) on January 1, 2002.

All other financial information and disclosures remain unchanged.

References to �we,� �our� or �us� refer to Xerox Corporation and its consolidated subsidiaries.

In December 2002, we discovered an error in the calculation of our interest expense related to a debt instrument and associated interest rate swap
agreements. The error occurred in connection with the adoption of Statement of Financial Accounting Standards No. 133 (SFAS No. 133) in
January 2001 and resulted in an understatement of interest expense of $60 million and an overstatement of gains on extinguishment of debt of $4
million for the cumulative period from January 1, 2001 to September 30, 2002. The total effects were a reduction of net income of $17 million
($27 million pre-tax) and an increase in net loss of $23 million ($37 million pre-tax) for the nine months ended September 30, 2002 and the year
ended December 31, 2001, respectively. The related after-tax effects for the three months ended June 30, 2002 and 2001, were $6 million ($9
million pre-tax) and $6 million ($10 million pre-tax), respectively and $11 million ($17 million pre-tax) and $11 million ($19 million pre-tax)
for the six months ended June 30, 2002 and 2001, respectively.

During 2002, we adopted SFAS No. 142 and are required to reflect its application in financial statements that are reissued in periods after which
such financial accounting standard was adopted. Accordingly, we must reflect this application in this amendment. During the fourth quarter of
2002, we finalized our goodwill impairment testing and recorded an impairment charge of $63 million that was required to be recorded as a
cumulative effect of change in accounting principle in accordance with the provisions of SFAS No. 142 as of January 1, 2002.
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Forward Looking Statements

From time to time we and our representatives may provide information, whether orally or in writing, including certain statements in this
Quarterly Report on Form 10-Q/A, which are forward-looking. These forward-looking statements and other information are based on our beliefs
as well as assumptions made by us using information currently available.

The words �anticipate,� �believe,� �estimate,� �expect,� �intend,� �will,� and similar expressions, as they relate to us, are intended to identify
forward-looking statements. Such statements reflect our current views with respect to future events and are subject to certain risks, uncertainties
and assumptions. Should one or more of these risks or uncertainties materialize, or should underlying assumptions prove incorrect, actual results
may vary materially from those described herein as anticipated, believed, estimated, intended or expected. We do not intend to update these
forward-looking statements.

We are making investors aware that such forward-looking statements, because they relate to future events, are by their very nature subject to
many important factors which could cause actual results to differ materially from those contained in the forward-looking statements. Such
factors include, but are not limited to, the following:

Competition�We operate in an environment of significant competition, driven by rapid technological advances and the demands of customers to
become more efficient. There are a number of companies worldwide with significant financial resources which compete with us to provide
document processing products and services in each of the markets we serve, some of which operate on a global basis. Our success in future
performance is largely dependent upon our ability to compete successfully in the markets we currently serve and to expand into additional
market segments.

Transition to Digital�Presently, black and white light-lens copiers represent between 15-20% of our revenues. This segment of the market is
mature with anticipated declining industry revenues as the market transitions to digital technology. Some of our new digital products replace or
compete with our current light-lens equipment. Changes in the mix of products from light-lens to digital, and the pace of that change as well as
competitive developments could cause actual results to vary from those expected.

Expansion of Color�Color printing and copying represents an important and growing segment of the market. Printing from computers has both
facilitated and increased the demand for color. A significant part of our strategy and ultimate success in this changing market is our ability to
develop and market technology that produces color prints and copies quickly, easily and at reduced cost. Our continuing success in this strategy
depends on our ability to make the investments and commit the necessary resources in this highly competitive market as well as the pace of color
adoption by our prospective customers.

Pricing�Our success is dependent upon our ability to obtain adequate pricing for our products and services which provides a reasonable return to
our shareholders. Depending on competitive market factors, future prices we obtain for our products and services may vary from historical
levels. In addition, pricing actions to offset the effect of currency devaluations may not prove sufficient to offset further devaluations or may not
hold in the face of customer resistance and/or competition.
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Customer Financing Activities�On average, we have historically financed approximately 80 percent of our equipment sales. To fund these
arrangements, we have accessed the credit markets and used cash generated from operations. The long-term viability and profitability of our
customer financing activities is dependent on our ability to borrow and the cost of borrowing in these markets. This ability and cost, in turn, is
dependent on our credit ratings. We are currently funding our customer financing activity from cash generated from operations as well as from
cash on hand, unregistered capital markets offerings and securitizations. There is no assurance that we will be able to continue to fund our
customer financing activity at present levels. We continue to negotiate and implement third-party vendor financing programs and possible
monetizations of portions of our existing finance receivable portfolios, and we continue to actively pursue alternative forms of financing
including securitizations and secured borrowings. These initiatives are expected to improve our liquidity going forward. Our ability to continue
to offer customer financing and be successful in the placement of equipment with customers is largely dependent upon successful
implementation of our third party financing initiatives.

Productivity�Our ability to sustain and improve profit margins is largely dependent on our ability to maintain an efficient, cost-effective
operation. Productivity improvements through process re-engineering, design efficiency and supplier and manufacturing cost improvements are
required to offset labor cost inflation, potential materials cost increases and competitive price pressures.
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International Operations�We derive approximately 40 percent of our revenue from operations outside the United States. In addition, we
manufacture or acquire many of our products and/or their components outside the United States. Our future revenue, cost and results from
operations could be affected by a number of factors, including changes in foreign currency exchange rates, changes in economic conditions from
country to country, changes in a country�s political conditions, trade protection measures, licensing requirements and local tax issues. Our ability
to enter into new foreign exchange contracts to manage foreign exchange risk is currently severely limited given our below investment grade
credit ratings and, therefore, we anticipate volatility in our results of operations due to changes in foreign exchange rates.

New Products/Research and Development�The process of developing new high technology products and solutions is inherently complex and
uncertain. It requires accurate anticipation of customers� changing needs and emerging technological trends. We must then make long-term
investments and commit significant resources before knowing whether these investments will eventually result in products that achieve customer
acceptance and generate the revenues required to provide anticipated returns from these investments.

Revenue Trends�Our ability to return to and maintain a consistent trend of revenue growth over the intermediate to longer term is largely
dependent upon expansion of our worldwide equipment placements as well as sales of services and supplies occurring after the initial equipment
placement (post sale revenue) in the key growth markets of color and multifunction devices. We expect that revenue growth can be further
enhanced through our consulting services in the areas of document, content and knowledge management. The ability to achieve growth in our
equipment placements is subject to the successful implementation of our initiatives to provide advanced systems, industry-oriented global
solutions and services for major customers, improved direct sales productivity and expansion of our indirect distribution channels in the face of
global competition and pricing pressures. The ability to grow our customers� usage of our products may continue to be adversely impacted by the
movement towards distributed printing and electronic substitutes. If we are unable to return to and maintain a consistent trend of revenue
growth, there could be a material adverse effect on our operating results.

Liquidity�The adequacy of our continuing liquidity depends on our ability to successfully generate positive cash flow from an appropriate
combination of operating improvements, financing from third parties, access to capital markets and additional asset sales, including sales or
securitizations of our receivables portfolios. We believe our liquidity (including operating and other cash flows we will generate) will be
sufficient to meet operating cash flow requirements as they occur and to satisfy all scheduled debt maturities for at least the next twelve months;
however, our ability to maintain positive liquidity going forward is highly dependent on achieving our expected operating results, including
capturing the benefits from restructuring activities, and completing announced vendor financing and other initiatives that are discussed below.
There is no assurance that these initiatives will be successful. Failure to successfully complete these initiatives could have a material adverse
effect on our liquidity and our operations, and could require us to consider further measures, including deferring planned capital expenditures,
modifying current restructuring plans, reducing discretionary spending, selling additional assets and if necessary, restructuring existing debt.

As announced on June 21, 2002, we successfully completed the renegotiation of our $7 billion Revolving Credit Agreement dated as of October
22, 1997 (the �Old Revolver�). Of the original $7 billion in loans outstanding under the Old Revolver, $2.8 billion has been repaid and the
remaining $4.2 billion has been refinanced under the terms of a new Amended and Restated Credit Agreement (the �New Credit Facility�). The
New Credit Facility requires certain principal payments as well as prepayments in the case of certain events. A full discussion of these terms and
the final maturity dates of the various loans is included in the Capital Resources and Liquidity section in this Quarterly Report on Form 10-Q/A.
The New Credit Facility contains affirmative and negative covenants including limitations on issuance of debt and preferred stock; certain
fundamental changes, as defined; investments and acquisitions; mergers; certain transactions with affiliates; creation of liens; asset transfers;
hedging transactions; payment of dividends; inter-company loans and certain restricted payments; and a requirement to transfer excess foreign
cash, as defined, and excess cash of Xerox Credit Corporation to us in certain circumstances. It also contains additional financial covenants,
including minimum EBITDA, as defined, maximum leverage (total adjusted debt divided by EBITDA) and maximum capital expenditures
limits. We are and expect to remain in full compliance with the covenants and other provisions of the New Credit Facility. Any failure to be in
compliance with any material provision or covenant of the New Credit Facility could have a material adverse effect on our liquidity and
operations.
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Litigation�We are a defendant in numerous litigation and regulatory matters involving securities law, patent law, environmental law, employment
law and ERISA. Should these matters result in an adverse judgment or be settled for significant amounts, they could have a material adverse
effect on our results of operations, cash flows and financial position in the period or periods in which such judgment or settlement occurs.
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PART I�FINANCIAL INFORMATION

Item 1

Xerox Corporation

Condensed Consolidated Statements of Income (Unaudited)

Three Months Ended

June 30,

Six Months Ended

June 30,

(In millions, except per-share data)

2002

Restated

Note 13

2001 Restated

Notes 2 and 13

2002

Restated

Note 13

2001 Restated

Notes 2 and 13

Revenues
Sales $ 1,662 $ 1,858 $ 3,245 $ 3,723
Service, outsourcing and rentals 2,040 2,139 4,051 4,273
Finance income 250 286 514 578

Total Revenues 3,952 4,283 7,810 8,574

Costs and Expenses
Cost of sales 998 1,301 2,023 2,678
Cost of service, outsourcing and rentals 1,173 1,183 2,332 2,475
Equipment financing interest 101 125 193 255
Research and development expenses 240 257 470 508
Selling, administrative and general expenses 1,110 1,220 2,279 2,369
Restructuring and asset impairment charges 53 295 199 424
Gain on sale of half of interest in Fuji Xerox �  �  �  (769)
Other expenses, net 116 154 214 221

Total Costs and Expenses 3,791 4,535 7,710 8,161

Income (Loss) before Income Taxes (Benefits), Equity Income, Minorities�
Interests and Cumulative Effect of Change in Accounting Principle 161 (252) 100 413
Income taxes (benefits) 64 (124) 41 313

Income (Loss) before Equity Income, Minorities� Interests and Cumulative
Effect of Change in Accounting Principle 97 (128) 59 100
Equity in net income of unconsolidated affiliates 15 31 26 34
Minorities� interests in earnings of subsidiaries (25) (10) (49) (17)
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Income (Loss) before Cumulative Effect of Change in Accounting Principle 87 (107) 36 117
Cumulative effect of change in accounting principle �  �  (63) (2)

Net Income (Loss) $ 87 $ (107) $ (27) $ 115

Less: Preferred dividends, net �  �  �  (12)

Income (Loss) available to common shareholders $ 87 $ (107) $ (27) $ 103

Basic Earnings (Loss) per Share:
Income (Loss) before Cumulative Effect of Change in Accounting Principle $ 0.12 $ (0.15) $ 0.05 $ 0.15
Cumulative effect of change in accounting principle, net �  �  (0.09) �  

Net Earnings (Loss) per Share $ 0.12 $ (0.15) $ (0.04) $ 0.15

Diluted Earnings (Loss) per Share:
Income (Loss) before Cumulative Effect of Change in Accounting Principle $ 0.11 $ (0.15) $ 0.05 $ 0.14
Cumulative effect of change in accounting principle, net �  �  (0.09) �  

Net Earnings (Loss) per Share $ 0.11 $ (0.15) $ (0.04) $ 0.14

The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.

6
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Xerox Corporation

Condensed Consolidated Balance Sheets (Unaudited)

(In millions, except share data in thousands)

June 30, 2002

Restated
Notes 2 and 13

December 31,
2001

Restated
Notes 2 and 13

Assets
Cash and cash equivalents $ 1,891 $ 3,990
Accounts receivable, net 1,935 1,896
Finance receivables, net 3,593 3,922
Inventories 1,245 1,364
Deferred taxes and other current assets 1,422 1,428

Total Current Assets 10,086 12,600

Finance receivables due after one year, net 5,600 5,756
Equipment on operating leases, net 631 804
Land, buildings and equipment, net 1,872 1,999
Goodwill, net 1,496 1,445
Other long term-assets 5,223 5,041

Total Assets $ 24,908 $ 27,645

Liabilities and Equity
Short-term debt and current portion of long-term debt $ 3,892 $ 6,637
Other current liabilities 2,948 3,350

Total Current Liabilities 6,840 9,987

Long-term debt 10,354 10,107
Other long-term liabilities 3,593 3,524

Total Liabilities 20,787 23,618

Minorities� interests in equity of subsidiaries 78 73
Company-obligated, mandatorily redeemable preferred securities of subsidiary trusts holding solely
subordinated debentures of the Company 1,694 1,687
Preferred stock 573 605
Deferred ESOP benefits (135) (135)
Common shareholders� equity 1,911 1,797

Total Liabilities and Equity $ 24,908 $ 27,645

Shares of common stock issued and outstanding 727,679 722,314
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The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.
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Xerox Corporation

Condensed Consolidated Statements of Cash Flows (Unaudited)

Six Months Ended
June 30,

(In millions)

2002

Restated
Note 13

2001

Restated
Note 13

Cash Flows from Operating Activities
Net Income $ (27) $ 115
Adjustments required to reconcile net income to cash flows from operating activities:
Depreciation and amortization 559 680
Impairment of goodwill 63 �  
Provisions for receivables and inventory 257 388
Restructuring and asset impairment charges 199 424
Cash payments for restructurings (183) (264)
Gain on sales of businesses and assets, net (6) (759)
Decrease in inventories 81 127
Increase in on-lease equipment (91) (181)
Decrease in finance receivables 457 78
(Increase) decrease in accounts receivable (91) 23
Net change in current and deferred income taxes (325) 340
Decrease in other current and non-current liabilities (188) (58)
All other operating changes, net (74) (180)

Net cash provided by operating activities 631 733

Cash Flows from Investing Activities
Cost of additions to land, buildings and equipment (71) (121)
Proceeds from divestitures 273 1,635
All other investing activities, net (27) (256)

Net cash provided by investing activities 175 1,258

Cash Flows from Financing Activities
Net change in debt (2,949) (1,419)
All other financing activities, net 4 (95)

Net cash used in financing activities (2,945) (1,514)

Effect of exchange rate changes on cash and cash equivalents 40 (51)

(Decrease) Increase in cash and cash equivalents (2,099) 426
Cash and cash equivalents at beginning of period 3,990 1,750
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Cash and cash equivalents at end of period $ 1,891 $ 2,176

The accompanying notes are an integral part of these Condensed Consolidated Financial Statements.
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XEROX CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

($ in millions except per share data and where otherwise noted)

1.    Basis of Presentation:

References herein to �we,� �our� or �us� refer to Xerox Corporation and consolidated subsidiaries unless the context specifically requires otherwise.

We have prepared the accompanying unaudited condensed consolidated interim financial statements in accordance with the accounting policies
described in our 2001 Form 10-K, as amended (�2001 Form 10-K Report�), and the interim period reporting requirements of Form 10-Q.
Accordingly, certain information and note disclosures normally included in financial statements prepared in accordance with generally accepted
accounting principles have been condensed or omitted. You should read these condensed consolidated financial statements in conjunction with
the 2001 Form 10-K Report.

In our opinion, all adjustments (including normal recurring adjustments) which are necessary for a fair statement of financial position, operating
results and cash flows for the interim periods presented have been made. Interim results of operations are not necessarily indicative of the results
for the full year.

The unaudited condensed consolidated statements of income and cash flows for the three and six months ended June 30, 2001 have been restated
(See Notes 2 and 13 to these Condensed Consolidated Financial Statements). All related dollar and per share amounts have been adjusted
throughout the notes to the condensed consolidated financial statements. For convenience, references to �Income (Loss) before Income Taxes
(Benefits), Equity Income, Minorities� Interests and Cumulative Effect of a Change in Accounting Principle� are referred to as �pre-tax income
(loss).�

Certain reclassifications of prior year amounts have been made to conform to the current year presentation.

In December 2002, we finalized our transitional goodwill impairment testing as a result of adopting Statement of Financial Accounting
Standards No. 142, �Goodwill and Other Intangible Assets� (SFAS No. 142) on January 1, 2002, and recorded an impairment charge of $63 that
was recorded as a cumulative effect of change in accounting principle in accordance with the provisions of SFAS No. 142 as of January 1, 2002.
See Note 3 to these Condensed Consolidated Financial Statements for further discussion.

On April 1, 2002, we adopted the provisions of Statement of Financial Accounting Standards (�SFAS�) No. 145, �Rescission of FASB Statements
No. 4, 44 and 64, Amendment of FASB Statement No. 13, and Technical Corrections.� The applicable portion of this Statement rescinds SFAS
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No. 4 �Reporting Gains and Losses from Extinguishment of Debt� which required all gains and losses from extinguishment of debt to be
aggregated and, when material, classified as an extraordinary item net of related income tax effect. Accordingly, any gain or loss on
extinguishment of debt that was classified as an extraordinary item in prior periods that does not meet the criteria in APB Opinion No. 30
�Reporting the Results of Operations�Reporting the Effects of Disposal of a segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions� for classification as an extraordinary item, was reclassified. As a result of adopting SFAS No. 145, the
extraordinary gain on extinguishment of debt previously reported in the Consolidated Statements of Income for the three and six months ended
June 30, 2001, was reclassified to Other expenses, net. The effect of this reclassification in the accompanying Condensed Consolidated
Statements of Income was a decrease to Other expenses, net of $28 and $56 (as restated, see Note 13 to these Condensed Consolidated Financial
Statements), and an increase to income taxes of $11 and $22 for the three and six months ended June 30, 2001, respectively.

Liquidity

Historically, our primary sources of funding have been cash flows from operations, borrowings under our commercial paper and term funding
programs, and securitizations of accounts and finance receivables. We used these funds to finance customers� purchases of our equipment and for
working capital requirements, capital expenditures and business acquisitions. Our operations and liquidity began to be negatively impacted in
2000 by Company-specific business challenges. These challenges were exacerbated by significant competitive and industry changes, adverse
economic conditions, and significant technology and acquisition spending. Together, these challenges and conditions negatively impacted our
cash availability and created marketplace concerns regarding our liquidity, which led to credit rating downgrades and restricted our access to
capital markets.

Our access to many of the aforementioned sources is currently limited due to the below investment grade rating on our debt. Our debt ratings
have been reduced several times since October 2000. These rating downgrades have had a number of significant

9

Edgar Filing: XEROX CORP - Form 10-Q/A

Table of Contents 16



Table of Contents

XEROX CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

($ in millions except per share data and where otherwise noted)

negative impacts on us, including the unavailability of uncommitted bank lines, very limited ability to utilize derivative instruments to hedge
foreign currency and interest rate exposures, thereby increasing volatility to changes in exchange rates, and higher interest rates on borrowings.
Additionally, as more fully disclosed below, we are required to maintain minimum cash balances in escrow on certain borrowings,
securitizations, swaps and letters of credit. These restricted cash balances are not considered cash or cash equivalents but rather, are included in
either Deferred taxes and other current assets or Other long term assets, as appropriate, in our Condensed Consolidated Balance Sheets.

On June 21, 2002, we permanently repaid $2.8 billion on our then-outstanding $7 billion revolving credit facility. An amended $4.2 billion
credit facility replaced the previous $7 billion revolving credit facility. We currently have no incremental borrowing capacity under the new
credit facility as the entire $4.2 billion is outstanding.

The new credit facility is disclosed in Note 10 and in more detail in Note 12 to our Consolidated Financial Statements included in our 2001
Form 10-K Report. The new credit facility contains more stringent financial covenants than the prior facility, including the following:

� Minimum EBITDA, as defined (based on four rolling quarters)

� Maximum leverage (total adjusted debt divided by EBITDA)

� Maximum capital expenditures (annual test)

� Minimum consolidated net worth, as defined (quarterly test)

Failure to be in compliance with any material provision or covenant of the new credit facility could have a material adverse effect on our
financial position, results of operations and cash flows. We expect to be in compliance with these covenants through at least the next twelve
months.

In addition, as part of our Turnaround Program (see Note 5), we have taken significant steps to improve our liquidity, including asset sales,
monetizations of portions of our receivables portfolios, and general financings including issuance of high yield debt and preferred securities.
Since early 2000, we have been restructuring our cost base. We have implemented a series of plans to resize our workforce and reduce our cost
structure through such restructuring initiatives.
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Our current plans include opportunistically accessing the capital and equity markets in 2002, however, we are not dependent on such access to
maintain adequate liquidity. We believe our liquidity is sufficient to meet current and anticipated needs, including all scheduled debt maturities
through at least the next twelve months; however, our ability to maintain positive liquidity going forward is highly dependent on achieving our
expected operating results, including capturing the benefits from restructuring activities, and completing announced vendor financing and other
initiatives that are discussed below. There is no assurance that these initiatives will be successful. Failure to successfully complete these
initiatives could have a material adverse effect on our liquidity and our operations, and could require us to consider further measures, including
deferring planned capital expenditures, modifying current restructuring plans, reducing discretionary spending, selling additional assets and if
necessary, restructuring existing debt.

We also expect that improvements in our debt ratings, and our related ability to fully access certain unsecured public debt markets, namely the
commercial paper markets, will depend on (1) our ability to demonstrate sustained profitability growth and operating cash generation and (2)
continued progress on our vendor financing initiatives. Until such time, we expect some bank lines to continue to be unavailable, and we intend
to access other segments of the capital markets as business conditions allow, which could provide significant sources of additional funds until
full access to the unsecured public debt markets is restored.

2.    Restatements:

Restatement for Correction of Interest Expense and Gain on early Extinguishment of Debt:

In December 2002, we discovered an error in the calculation of our interest expense related to a debt instrument and associated interest rate swap
agreements. The error occurred in connection with the adoption of Statement of Financial Accounting Standards No. 133 (SFAS No. 133) in
January 2001 and resulted in an understatement of interest expense of $60 and an overstatement of gains on extinguishment of debt of $4 for the
cumulative period from January 1, 2001 to September 30, 2002. The total effects were a reduction of net income of $17 ($27 pre-tax) and an
increase in net loss of $23 ($37 pre-tax) for the nine months ended September 30, 2002 and the year ended December 31, 2001, respectively.
The related after-tax effects for the three months ended June 30, 2002 and 2001, were $6 ($9 pre-tax) and $6 ($10 pre-tax), respectively and $11
($17 pre-tax) and $11 ($19 pre-tax) for the six months ended June 30, 2002 and 2001, respectively.
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XEROX CORPORATION

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

($ in millions except per share data and where otherwise noted)

Restatement for Lease Revenue Recognition and Other Matters:

On April 11, 2002, we reached a settlement with the Securities and Exchange Commission (SEC) relating to matters that had been under
investigation by the SEC since June 2000. In connection with the settlement, we agreed to restate our financial statements as of and for the years
ended December 31, 1997 through 2000 and undertake a review of our material internal controls and accounting policies. We also restated our
condensed consolidated financial statements for the first three quarters of 2001 that were included in our quarterly filings on Form 10-Q. In
addition, as a result of the re-audit of our 2000 and 1999 consolidated financial statements, additional adjustments were recorded. The
restatement reflects adjustments which are corrections of errors made in the application of U.S. generally accepted accounting principles
(GAAP) and includes (i) adjustments related to the application of the provisions of Statement of Financial Accounting Standards No. 13
�Accounting for Leases� (SFAS No. 13) and (ii) adjustments that arose as a result of other errors in the application of GAAP. The principal
adjustments made to our Condensed Consolidated Financial Statements as of and for the three and six month periods ended June 30, 2001,
reflect changes discussed in our 2001 Form 10-K Report and below.

Application of SFAS No. 13

Revenue allocations in bundled arrangements

We sell most of our products and services under bundled lease arrangements which contain multiple deliverable elements. These multiple
element arrangements typically include separate equipment, service, supplies and financing components for which a customer pays a single fixed
negotiated price on a monthly basis, as well as a variable amount for page volumes in excess of stated minimums. The restatement primarily
reflects adjustments related to the allocation of revenue and the resultant timing of revenue recognition for sales-type leases under these bundled
lease arrangements.

The methodology we used in prior years for allocating revenue to our sales-type leases involved first estimating the fair market value of the
service and financing components of the leases. Specifically, with respect to the financing component, we estimated the overall interest rate to be
applied to transactions to be the rate we targeted to achieve a fair return on equity for our financing operations. This is effectively a discounted
cash flow valuation methodology. In estimating this interest rate we considered a number of factors including our cost of funds, debt levels,
return on equity, debt to equity ratios, income generated subsequent to the initial lease term, tax rates, and the financing business overhead costs.
We made service revenue allocations based, primarily, on an analysis of our service gross margins. After deducting service and finance values
from the minimum payments due under the lease, the equipment value was derived. These allocation procedures resulted in adjustments to
values initially reflected in our accounting systems, such that values attributed to the service and financing components were generally decreased
and the values assigned to the equipment components were generally increased.
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We have determined that the allocation methodology used in prior years did not comply with SFAS No. 13. Therefore, we have utilized a
different methodology to account for our sales-type leases involving multiple element arrangements. This methodology begins by determining
the fair value of the service component, as well as other executory costs and any profit thereon, and second, by determining the fair value of the
equipment based on a comparison of the equipment values in our accounting systems to a range of cash selling prices. The resultant implicit
interest rate is then compared to fair market value rates to assess the reasonableness of the overall allocations to the multiple elements.

We conducted an extensive analysis of available verifiable objective evidence of fair value (VOE) based on cash sales prices and compared
these prices to the range of equipment values recorded in our lease accounting systems. With the exception of Latin America, where operating
lease accounting is applied as discussed below, the range of cash selling prices supports the reasonableness of the range of equipment lease
prices as originally recorded, at the inception of the lease, in our accounting systems. In applying our new methodology described above, we
have concluded that the revenue amounts allocated by our accounting systems to the equipment component of a multiple element arrangement
represents a reasonable estimate of the fair value of the equipment. As a consequence, $102 and $211 of previously recorded equipment sale
revenue during the three and six months ended June 30, 2001, respectively, have been reversed and we have recognized additional service and
finance income of
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$132 and $261, respectively, which represents the impact of reversing amounts previously recorded as equipment sales-type leases and
recognizing such amounts over the lease term. The net increase in revenue, as a result of this change, was $30 and $50 for the three and six
month periods ended June 30, 2001, respectively.

Transactions not qualifying as sales-type leases

We re-evaluated the application of SFAS No. 13 for leases originally accounted for as sales-type leases in our Latin American operations, and
we determined that these leases should have been recorded as operating leases. This determination was made after we conducted an in-depth
review of the historical effective lease terms compared to the contractual terms of our lease agreements. Since historically a majority of leases
were terminated significantly prior to the expiration of the contractual lease term, we concluded that such leases did not qualify as sales-type
leases under certain provisions of SFAS No. 13. Specifically, because we generally do not collect the receivable from the initial transaction,
upon termination of the contract or during the subsequent lease term, the recoverability of the lease investment was not predictable at the
inception of the original lease term. As a consequence, $18 and $66 of previously recorded equipment sale revenue during the three and six
months ended June 30, 2001, respectively, have been reversed and we have recognized additional rental revenue of $76 and $149, respectively,
which represents the impact of changing the classification of previously recorded sales-type leases to operating leases. The net increase in
revenue, as a result of this change, was $58 and $83 for the three and six month periods ended June 30, 2001, respectively.

During the course of the restatement process, we concluded that the estimated economic life used for classifying leases for the majority of our
products should have been five years versus the three to four years we previously utilized. This resulted from an in-depth review of our lease
portfolios, for all periods presented, which indicated that the most frequent term of our lease contracts was 60 months. We believe that this has
been, and continues to be, representative of the period during which the equipment is expected to be economically usable, with normal repairs
and maintenance, for the purpose for which it was intended at the inception of the lease. As a consequence, many shorter duration leases did not
meet the criteria of SFAS No. 13 to be accounted for as sales-type leases. Additionally, other lease arrangements were found to not meet other
requirements of SFAS No. 13 for treatment as sales-type leases. As a consequence, $10 and $21 of equipment revenue recorded during the three
and six months ended June 30, 2001 have been reversed and we have recognized additional rental revenue of $28 and $57, respectively, which
represents the impact of changing the classification of previously recorded sales-type leases to operating leases. The net increase in revenue, as a
result of this change was $18 and $36 for the three and six month periods ended June 30, 2001, respectively.

Accounting for the sale of equipment subject to operating leases

We have historically sold pools of equipment subject to operating leases to third party finance companies (the counterparty) or through
structured financings with third parties and recorded the transaction as a sale at the time the equipment is accepted by the
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counterparty. These transactions increased equipment sale revenue, primarily in Latin America, in 2000 and 1999 by $148 and $400,
respectively. Upon additional review of the terms and conditions of these contracts, we determined that the form of the transactions at inception
included retained ownership risk provisions or other contingencies that precluded these transactions from meeting the criteria for sale treatment
under the provisions of SFAS No. 13. The form of these transactions notwithstanding, these risk of loss or contingency provisions have resulted
in only minor impacts on our operating results. These transactions have however been restated and recorded as operating leases in our
consolidated financial statements. As a consequence, we have recognized additional revenue of $40 and $100 during the three and six months
ended June 30, 2001, respectively, which represents the impact of changing the classification of previously recorded sales-type leases to
operating leases. Additionally, for transactions in which cash proceeds were received up-front, we have recorded these proceeds as secured
borrowings. The remaining balance of these borrowings aggregated $47 at June 30, 2002.

Other adjustments

In addition to the aforementioned revenue related adjustments, other errors in the application of GAAP were identified. These include the
following:

Sales of receivables transactions

During 1999, we sold $1,395 of U.S. finance receivables originating from sales-type leases. These transactions were accounted for as sales of
receivables. These sales were made to special purpose entities (SPEs), which qualified for non-consolidation in accordance with then existing
accounting requirements. As a result of the changes in the estimated economic life of our equipment to five years, certain leases transferred in
these transactions did not meet the sales-type lease requirements and were accounted for as operating leases. This change in lease classification
affected a number of the leases that were sold into the
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aforementioned SPEs, resulting in these entities now holding operating leases as assets. This change disqualified the SPEs from
non-consolidation and effectively required us to record the proceeds received on these sales as secured borrowings. This increased our net
finance receivables by $190 and debt by $231 as of June 30, 2001. The adjustment to increase receivables also resulted in the recognition of
Finance income of $7 and $13 for the three and six month periods ended June 30, 2001, respectively. The debt balance remaining was $24 at
June 30, 2002.

South Africa deconsolidation

We determined that we had been inappropriately consolidating our South African affiliate since 1998, as the minority joint venture partner has
substantive participating rights. Accordingly, we have deconsolidated all assets, liabilities, revenues and expenses. We now account for this
investment on the equity method of accounting. The reduction in revenues was $17 and $34 for the three and six month periods ended June 30,
2001, and there was no impact on Net Income or Common Shareholders Equity as the reduction in pre-tax income is offset by an increase in
equity in net income of unconsolidated affiliates.

Purchase accounting reserves

In connection with the 1998 acquisition of XL Connect Solutions, Inc. (XLConnect), we recorded liabilities aggregating $65 for contingencies
identified at the date of the acquisition. During 2000 and 1999, we determined that certain of these contingent liabilities were no longer required,
and $29 of the liabilities were either reversed into income or we charged certain costs related to ongoing activities of the acquired business
against these liabilities. Upon additional review it was subsequently determined that approximately $51 of these contingent liabilities did not
meet the criteria to initially be recorded as acquisition liabilities. Accordingly, we have adjusted the goodwill and liabilities at the date of
acquisition and corrected the 2000 and 1999 income statement impacts. The income statement impact for the three and six months ended June
30, 2001 was $1.

Restructuring reserves

During 2001 and 2000, we recorded restructuring charges associated with our decisions to exit certain activities of the business. Upon additional
review we determined that certain adjustments made to the original charges were not in accordance with GAAP. The adjustments to increase
pre-tax loss for the three month period ended June 30, 2001 by $5 and to decrease pre-tax income for the six month period ended June 30, 2001
by $33, consisted primarily of corrections to the timing of the release of reserves originally recorded under the March 2000 restructuring
program.
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Other adjustments

In addition to the above items and in connection with our review of prior year�s financial records, we determined that other accounting errors
were made with respect to the accounting for certain non-recurring transactions, the timing of recording and reversing certain liabilities and the
timing of recording certain asset write-offs. We have restated our June 30, 2001 Condensed Consolidated Financial Statements for such items.
These adjustments increased pre-tax loss by $1 for the three months ended June 30, 2001 and increased pre-tax income by $6 for the six months
ended June 30, 2001. There were also similar adjustments to increase revenue by $10 for the three month period ended June 30, 2001 and to
decrease revenue by $13 for the six month period ended June 30, 2001.

The following table presents the effects of the aforementioned adjustments on total revenue:

Increase (decrease) to total revenue:

Three Months
Ended

June 30, 2001

Six Months
Ended

June 30, 2001

Revenue, previously reported $ 4,137 $ 8,339
Application of SFAS No. 13:
Revenue allocations in bundled arrangements 30 50
Latin America�operating lease accounting 58 83
Other transactions not qualifying as sales-type leases 18 36
Sales of equipment subject to operating leases 40 100

Subtotal 146 269

Other revenue restatement adjustments:
Sales of receivables transactions 7 13
South Africa deconsolidation (17) (34)
Other revenue items, net 10 (13)

Subtotal �  (34)

Increase in total revenue 146 235

Revenue, restated $ 4,283 $ 8,574
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The following table presents the effects of the aforementioned adjustments on pre-tax income (loss):

Increase (decrease) to pre-tax income (loss):

Three Months Ended
June 30, 2001

Six Months Ended
June 30, 2001

Pre-tax income (loss), previously reported(1) $ (453) $ 170
Revenue restatement adjustments:
Revenue allocations in bundled arrangements 31 52
Latin America�operating lease accounting 149 164
Other transactions not qualifying as sales-type leases 26 39
Sales of equipment subject to operating leases 10 37
Sales of receivables transactions 2 (2)
South Africa deconsolidation (2) (4)
Other revenue items, net �  2

Subtotal 216 288

Other restatement adjustments:
Purchase accounting reserves 1 1
Restructuring reserves (5) (33)
Other, net (1) 6

Subtotal (5) (26)
Increase in pre-tax income (loss) 211 262

Correction of interest expense (Note 13) (8) (17)
Correction of gain on early extinguishment of debt (Note 13) (2) (2)

Pre-tax income (loss), restated $ (252) $ 413

(1) Amount has been adjusted to reflect the adoption of SFAS No. 145 during the second quarter of 2002. See Note 1 for further
discussion.

The following table presents the impact of the restatements on a condensed basis:
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As
Previously

Reported Restated

Three Months Ended June 30, 2001:
Statement of operations:
Total Revenues $ 4,137 $ 4,283
Sales 1,981 1,858
Service, outsourcing, finance and rentals 2,156 2,425
Total Costs and Expenses 4,620 4,535
Net loss (281) (107)
Basic loss per share $ (0.40) $ (0.15)
Diluted loss per share $ (0.40) $ (0.15)

Six Months Ended June 30, 2001:
Statement of operations:
Total Revenues $ 8,339 $ 8,574
Sales 4,036 3,723
Service, outsourcing, finance and rentals 4,303 4,851
Total Costs and Expenses 8,227 8,161
Net income (loss) (79) 115
Basic earnings (loss) per share $ (0.13) $ 0.15
Diluted earnings (loss) per share $ (0.13) $ 0.14
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3.    Accounting Changes and New Accounting Standards:

Effective January 1, 2002, we adopted the provisions of SFAS No. 142 �Goodwill and Other Intangible Assets� (SFAS No. 142). SFAS No. 142
addresses financial accounting and reporting for acquired goodwill and other intangible assets subsequent to their initial recognition. This
statement recognizes that goodwill has an indefinite life and will no longer be subject to periodic amortization. However, goodwill is to be tested
at least annually for impairment, using a fair value methodology, in lieu of amortization. The provisions of this standard require that
amortization of goodwill related to equity investments be discontinued, and that these goodwill amounts continue to be evaluated for impairment
in accordance with Accounting Principles Board Opinion No. 18, �The Equity Method of Accounting for Investments in Common Stock.� Upon
adoption of SFAS No. 142, we reclassified $61 of intangible assets related to acquired workforce that was required to be included in goodwill by
this standard.

SFAS No. 142 also requires performance of annual and transitional impairment tests on goodwill using a two-step approach. The first step is to
identify a potential impairment and the second step is to measure the amount of any impairment loss. The first step requires a comparison of the
carrying value of reporting units, as defined, to the fair value of these units. The standard requires that if a reporting unit�s fair value is below its
carrying value, a potential goodwill impairment exists and we would be required to complete the second step of the transitional impairment test
to quantify the amount of the potential goodwill impairment charge. Based on the results of the first step of the transitional impairment test, we
identified potential goodwill impairments in the reporting units included in our Developing Markets Operations (�DMO�) operating segment. We
subsequently completed the second step of the transitional goodwill impairment test, which required us to estimate the implied fair value of
goodwill for each DMO reporting unit by allocating the fair value of each reporting unit to all of the reporting unit�s assets and liabilities. The fair
value of the reporting units giving rise to the transitional impairment loss was estimated using the present value of expected future cash flows.
Because the carrying amount of each reporting unit�s assets and liabilities (excluding goodwill) exceeded the fair value of each reporting unit, we
recorded a goodwill impairment charge of $63. This non-cash charge was recorded as a cumulative effect of change in accounting principle in
the accompanying Condensed Consolidated Statements of Income as of January 1, 2002.

Net (Loss) Income and (Loss) Earnings per Share for the three and six months ended June 30, 2001, as adjusted for the exclusion of amortization
expense, were as follows:

Three Months

Ended

June 30, 2001
Restated

Note 13

Six Months

Ended

June 30, 2001
Restated

Note 13
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Reported Net Income (Loss) $ (107) $ 115
Add: Amortization of goodwill, net of income taxes 15 31

Adjusted Net Income (Loss) $ (92) $ 146

For the Three Months Ended June 30, 2001:

Basic

Earnings (Loss)

Per Share

Restated

Note 13

Diluted

Earnings (Loss)

Per Share

Restated

Note 13

Reported Loss per Share $ (0.15) $ (0.15)
Add: Amortization of goodwill, net of income taxes 0.02 0.02

Adjusted Loss per Share $ (0.13) $ (0.13)

For the Six Months Ended June 30, 2001:

Basic
Earnings (Loss)

Per Share
Restated
Note 13

Diluted
Earnings (Loss)

Per Share
Restated
Note 13

Reported Earnings per Share $ 0.15 $ 0.14
Add: Amortization of goodwill, net of income taxes 0.04 0.04

Adjusted Earnings per Share $ 0.19 $ 0.18
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Intangible assets totaled $377, net of accumulated amortization of $81, as of June 30, 2002. All intangible assets relate to the Office operating
segment and are comprised of the following:

As of June 30, 2002:

Weighted
Average

Amortization
Period

Gross
Carrying
Amount

Accumulated
Amortization

Net
Amount

Installed customer base 17.5 years $ 209 $ (27) $ 182
Distribution network 25 years 123 (12) 111
Existing technology 7 years 103 (34) 69
Trademarks 7 years 23 (8) 15

$ 458 $ (81) $ 377

The weighted average useful life of our amortizable intangible assets is 16.6 years. Amortization expense related to these intangible assets is
expected to be approximately $36 annually from 2002 through 2006.

The following table presents the changes in the carrying amount of goodwill, by segment, for the six months ended June 30, 2002:

Production Office DMO SOHO Other Total

Balance at January 1, 2002(1) $ 605 $ 710 $    70 $ �  $ 121 $ 1,506
Cumulative effect of change in accounting principle (2) �  �  (63) �  �  (63)
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