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UNITED STATES SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-Q

(Mark One)
b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended June 30, 2003
or
0 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: 000-26247

VERITAS Software Corporation

(Exact Name of Registrant as Specified in Its Charter)

Delaware 77-0507675
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification No.)
350 Ellis Street

Mountain View, California 94043
(650) 527-8000
(Address, including Zip Code, of Registrant s Principal Executive Offices and
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. Yesb Noo

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act). Yesp Noo

The number of shares of the registrant s common stock outstanding as of July 31, 2003 was 425,707,885 shares.
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PART I: FINANCIAL INFORMATION

Item 1. Condensed Consolidated Financial Statements

VERITAS SOFTWARE CORPORATION

CONDENSED CONSOLIDATED BALANCE SHEETS

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net of allowance for doubtful accounts
of $11,176 at June 30, 2003 and $11,308 at December 31,
2002.
Other current assets
Deferred income taxes

Total current assets
Property and equipment, net
Other intangibles, net
Goodwill, net
Other non-current assets
Deferred income taxes

LIABILITIES AND STOCKHOLDERS EQUITY

Current liabilities:
Accounts payable
Accrued compensation and benefits
Merger consideration payable
Accrued acquisition and restructuring costs
Other accrued liabilities
Income taxes payable
Deferred revenue

Total current liabilities
Convertible subordinated notes
Accrued acquisition and restructuring costs
Deferred and other income taxes

Total liabilities
Stockholders equity:
Common stock
Additional paid-in capital
Accumulated deficit
Deferred stock-based compensation
Accumulated other comprehensive income (loss)

Table of Contents

June 30, December 31,
2003 2002
(Unaudited)
(In thousands)
$ 1,017,018 $ 764,062
1,353,932 1,477,259
131,556 170,204
72,641 74,178
60,781 59,995
2,635,928 2,545,698
216,702 230,261
88,823 72,594
1,733,122 1,196,593
19,653 26,624
127,744 127,863
$ 4,821,972 $ 4,199,633
I
$ 40,847 $ 33,823
97,645 97,233
64,496
47,662 37,742
95,760 92,431
180,781 123,569
309,710 280,314
836,901 665,112
468,740 460,252
71,266 77,402
113,100 113,100
1,490,007 1,315,866
443 431
6,696,150 6,334,581
(1,654,447) (1,745,712)
(18,740)
10,623 (3,469)
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Treasury stock, at cost; 18,675 shares at June 30, 2003 and

December 31, 2002. (1,702,064) (1,702,064)
Total stockholders equity 3,331,965 2,883,767

$ 4,821,972 $ 4,199,633

I I

See accompanying notes to condensed consolidated financial statements.
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VERITAS SOFTWARE CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
(Unaudited) (Unaudited)

(In thousands, except per share amounts)
Net revenue:

User license fees $260,962 $241,876 $515,526 $501,587
Services 151,894 122,814 291,716 233,552
Total net revenue 412,856 364,690 807,242 735,139
Cost of revenue:
User license fees 11,716 8,778 23,134 17,972
Services 50,345 44,852 98,134 86,007
Amortization of developed technology 10,554 16,903 25,336 33,806
Total cost of revenue 72,615 70,533 146,604 137,785
Gross profit 340,241 294,157 660,638 597,354
Operating expenses:
Selling and marketing 123,105 126,731 245,152 253,694
Research and development 72,584 67,701 143,967 132,885
General and administrative 38,902 34,612 77,055 67,725
Amortization of other intangibles 12,250 18,016 30,441 36,032
In-process research and development 15,300 19,400
Total operating expenses 262,141 247,060 516,015 490,336
Income from operations 78,100 47,097 144,623 107,018
Interest and other income, net 11,274 13,708 19,669 26,861
Interest expense (7,798) (7,462) (15,536) (15,383)
Loss on strategic investments (14,802) (3,518) (14,802)
Income before income taxes 81,576 38,541 145,238 103,694
Provision for income taxes 32,837 12,495 53,973 33,182
Net income $ 48,739 $ 26,046 $ 91,265 $ 70,512
| | | |
Net income per share  basic $ 012 $ 0.06 $ 022 $ 017
| | | |

Number of shares used in computing per share

amounts basic 415,621 409,465 414,270 407,776
Net income per share  diluted $ 0.1 $ 0.06 $ 022 $ 0.17
I I I I

Number of shares used in computing per share
amounts  diluted 427,939 418,719 424,275 420,289

Table of Contents



Edgar Filing: VERITAS SOFTWARE CORP /DE/ - Form 10-Q

See accompanying notes to condensed consolidated financial statements.
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VERITAS SOFTWARE CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization
Amortization of other intangibles
Amortization of developed technology

Amortization of original issue discount on convertible

notes
In-process research and development
Provision for doubtful accounts
Stock-based compensation
Tax benefits from stock plans
Loss on strategic investments
Gain on sale of assets
Deferred income taxes
Changes in operating assets and liabilities, net of
effects of business acquisitions:
Accounts receivable
Other assets
Accounts payable
Accrued compensation and benefits
Accrued acquisition and restructuring costs
Other accrued liabilities
Income taxes payable
Deferred revenue

Net cash provided by operating activities
Cash flows from investing activities:
Purchases of investments
Sales and maturities of investments
Purchases of property and equipment
Business acquisitions, net of cash acquired

Payments made for prior year business and technology

acquisitions

Net cash used in investing activities
Cash flows from financing activities:
Proceeds from issuance of common stock

Net cash provided by financing activities
Effect of exchange rate changes

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period

Table of Contents

Six Months Ended
June 30,
2003 2002
(Unaudited)
(In thousands)
91,265 $ 70,512
50,049 52,046
30,441 36,032
25,336 33,806
8,488 7,941
19,400
1,500 2,031
1,122
11,065 19,593
3,518 14,802
(1,389) (62)
(22,149) (26,290)
44,860 37,168
6,361 7,272
(464) 14,231
(10,960) (7,712)
(8,560) (605)
(1,417) 7,708
50,372 34,555
26,066 36,556
324,904 339,584
(930,935) (903,899)
1,159,792 768,756
(36,044) (53,139)
(333,829)
(4,122) (7,267)
(145,138) (195,549)
58,984 63,567
58,984 63,567
14,206 974
252,956 208,576
764,062

538,419
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Cash and cash equivalents at end of period $1,017,018 $ 746,995

Supplemental disclosures:
Cash paid for interest $ 5,992 $ 5992

[*))
o))
(@)}
—

Cash paid for income taxes $ 15,808 $

>

Supplemental schedule of non-cash transactions:

Business acquisition for short-term payable $ 64,496 $
.| ]

Issuance of common stock for conversion of notes $ $ 500
.| ]

See accompanying notes to condensed consolidated financial statements.
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VERITAS SOFTWARE CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with generally accepted
accounting principles for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X. Accordingly,
they do not include all of the information and footnotes required by generally accepted accounting principles for annual financial statements. In
the opinion of management, all adjustments, consisting only of normal recurring adjustments, considered necessary for a fair presentation have
been included. The results for the interim periods presented are not necessarily indicative of the results that may be expected for any future
period. The following information should be read in conjunction with the consolidated financial statements and accompanying notes included in
VERITAS Software Corporation s Annual Report on Form 10-K for the year ended December 31, 2002.

2. 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 amounts reported in the condensed consolidated financial statements and accompanying notes. Actual results
could differ from those estimates.

3. Comparative Information

The Company has reclassified certain comparative information to conform to current period financial presentation.

4. Accounting for Stock-Based Compensation

The Company accounts for employee stock-based compensation in accordance with Accounting Principles Board Opinion ( APB ) 25,
Accounting for Stock Issued to Employees, and related interpretations, and the disclosure requirements of Statement of Financial Accounting
Standards (  SFAS ) No. 148, Accounting for Stock-Based Compensation  Transition and Disclosure —an Amendment of FASB Statement No. 123.
Since the exercise price of options granted under such plans is generally equal to the market value on the date of grant, no compensation cost has
been recognized for grants under its stock option plans and stock purchase plans. In accordance with APB 25, the Company does not recognize
compensation cost related to its employee stock purchase plan. The following table illustrates the effect on net income and earnings per share if
the Company had accounted for its stock option and stock purchase plans under the fair value method of accounting under SFAS No. 123,
Accounting for Stock-Based Compensation (in thousands, except per share amounts):

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Net income (loss):
As reported $48,739 $26,046 $91,265 $70,512
Add:
Stock-based employee compensation
expense included in net income, net of tax 452 752
5
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Less:
Total stock-based employee
compensation expense determined
under the fair value based method for
all awards, net of tax 76,964 70,893 152,800 142,815
Pro forma $(27,773) $(44,847) $ (60,783) $ (72,303)
I I I I
Basic income (loss) per share:
As reported $ 012 $ 0.06 $ 022 $ 017
I I I I
Pro forma $ (0.07) $ (0.11) $ (0.15) $ (0.18)
I I I I
Diluted income (loss) per share:
As reported $ 0.11 $ 0.06 $ 022 $ 0.17
I I I I
Pro forma $ (0.07) $ (0.11) $ (0.15) $ (0.18)
I I I I

For the pro forma amounts determined under SFAS No. 123, as set forth above, the fair value of each stock option grant under the stock
option plans is estimated on the date of grant using the Black-Scholes option-pricing model with the following weighted-average assumptions
used for grants during the three and six months ended June 30, 2003 and 2002: risk-free interest rates averaging 2.57% and 2.74% for the three
and six months ended June 30, 2003, respectively, and 4.44% and 4.45% for the three and six months ended June 30, 2002, respectively; a
dividend yield of 0.0% for all periods; a weighted-average expected life of 5 years for all periods; and a volatility factor of the expected market
price of the Company s common stock of 0.90 for all periods.

The fair value of the employees purchase rights under the employee purchase plan is estimated on the date of grant using the Black-Scholes
option-pricing model with the following assumptions for these rights granted during the three and six months ended June 30, 2003 and 2002: a
dividend yield of 0.0% for all periods; an expected life ranging from 6 to 24 months for all periods; an expected volatility factor of 0.90 for all
periods; and risk-free interest rates ranging from 1.20% to 1.66% and 1.87% to 2.98% for the six months ended June 30, 2003 and June 30,

2002, respectively.

5. New Accounting Pronouncements

In May 2003, the Financial Accounting Standards Board ( FASB ) issued SFAS No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity. SFAS No. 150 establishes standards for how an issuer classifies and measures certain financial
instruments with characteristics of both liabilities and equity. SFAS No. 150 is effective for financial instruments entered into or modified after
May 31, 2003 and otherwise is effective on July 1, 2003. The Company does not expect the adoption of SFAS No. 150 to have a material effect
on the Company s financial position, results of operations or cash flows.

In April 2003, the FASB issued SFAS No. 149, Amendment of Statement 133 on Derivative Instruments and Hedging Activities, which
amends and clarifies financial accounting and reporting for derivative instruments, including certain derivative instruments embedded in other
contracts and for hedging activities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities. In particular, SFAS
No. 149 (1) clarifies under what circumstances a contract with an initial net investment meets the characteristic of a derivative, (2) clarifies when

Table of Contents 12
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a derivative contains a financing component, (3) amends the definition of an underlying to conform it to language used in FASB Interpretation
No. FIN 45, Guarantor s
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VERITAS SOFTWARE CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others, and (4) amends certain other
existing pronouncements. SFAS No. 149 is effective for contracts entered into or modified after June 30, 2003 and for hedging relationships
designated after June 30, 2003, except for those paragraphs related to guidance in SFAS No. 133 implementation issues that have been cleared
by the FASB and have been effective for fiscal quarters that began prior to June 15, 2003. Those paragraphs should continue to be applied in
accordance with their respective effective dates. The Company does not expect the adoption of SFAS No. 149 to have a material effect on the
Company s financial position, results of operations or cash flows.

In January 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities, which addresses the consolidation of variable interest
entities. FIN 46 provides guidance for determining when an entity that is the primary beneficiary of a variable interest entity or equivalent
structure should consolidate the variable interest entity into the entity s financial statements. The provisions of FIN 46 are to be applied as of the
beginning of the first interim or annual reporting period beginning after June 15, 2003 for variable interest entities created before February 1,
2003 and still existing on June 15, 2003. The Company currently has three build-to-suit operating leases, commonly referred to as synthetic
leases, which were entered into prior to February 1, 2003. Each synthetic lease is owned by a trust that has no voting rights, no employees, no
financing activity other than the lease with the Company, no ability to absorb losses and no right to participate in gains realized on the sale of the
related property. The Company has determined that the trusts under the leasing structures qualify as variable interest entities for purposes of
FIN 46. Consequently, the Company is considered the primary beneficiary and will consolidate the trusts into the Company s financial statements
beginning July 1, 2003. As a result of consolidating these entities in the third quarter of 2003, the Company expects to report a cumulative effect
of change in accounting principle in accordance with APB 20, Accounting Changes, with a charge of $6.2 million which equals the amount of
depreciation expense that would have been recorded had these trusts been consolidated from the date the properties were available for
occupancy, net of tax. In addition, on July 1, 2003, the Company will record property and equipment, net of accumulated depreciation, equal to
$369.1 million, long-term debt in the amount of $369.2 million and noncontrolling interest of $11.4 million on the balance sheet. Future
depreciation expense related to these properties will be approximately $1.6 million per quarter and $4.1 million per quarter of rent expense
previously classified as operating expense will be classified as interest expense in the statements of operations beginning July 1, 2003.

In November 2002, the FASB issued FIN 45, Guarantor s Accounting and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others. FIN 45 requires that the Company recognize the fair value for guarantee and indemnification
arrangements issued or modified by the Company after December 31, 2002, if these arrangements are within the scope of the Interpretation. In
addition, the Company must continue to monitor the conditions that are subject to the guarantees and indemnifications, as required under
previously existing generally accepted accounting principles, in order to identify if a loss has occurred. If the Company determines it is probable
that a loss has occurred, then any such estimable loss would be recognized under those guarantees and indemnifications. Some of the software
licenses granted by the Company contain provisions that indemnify licensees of the Company s software from damages and costs resulting from
claims alleging that the Company s software infringes the intellectual property rights of a third party. The Company has historically received only
a limited number of requests for indemnification under these provisions and has not been required to make material payments pursuant to these
provisions. Accordingly, the Company has not recorded a liability related to these indemnification provisions. The Company does not have any
guarantees or indemnification arrangements other than the indemnification clause in some of its software licenses, the guarantee on a credit
facility discussed in Note 14 and the guarantee on its three build-to-suit lease agreements for buildings in Mountain View, Roseville and
Milpitas discussed in Note 15. The Company adopted FIN 45 effective January 1, 2003. The adoption of FIN 45 did not have a material impact
on the Company s financial position, results of operations or cash flows.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. SFAS No. 146 supersedes
Emerging Issues Task Force ( EITF ) Issue 94-3, Liability Recognition for Certain Employee Termination Benefits and other Costs to Exit an
Activity (Including Certain Costs Incurred in a Restructuring). SFAS No. 146 addresses the recognition, measurement, and reporting of costs
that are associated with exit and disposal activities. These costs include those related to terminating a contract that is not a capital lease and
termination benefits that employees who are involuntarily terminated receive under the terms of a one-time benefit arrangement that is not an
ongoing benefit arrangement or an individual deferred-compensation contract. The provisions of SFAS No. 146 require that the liability for costs
associated with an exit or disposal activity be recorded at fair value and that they be recognized when the liability is incurred rather than at the
date of the commitment to an exit plan as prescribed under EITF Issue 94-3. SFAS No. 146 is applied prospectively for exit or disposal activities
that are initiated after December 31, 2002 and accordingly, liabilities recognized prior to the initial application of SFAS No. 146 will continue to
be accounted for in accordance with EITF Issue 94-3. The Company adopted SFAS No. 146 effective January 1, 2003.

In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. SFAS No. 143 addresses the financial
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs.
SFAS No. 143 applies to legal obligations associated with the retirement of long-lived assets that result from the acquisition, construction,
development or normal use of the assets. SFAS No. 143 requires that the fair value of a liability for an asset retirement obligation be recognized
in the period in which it is incurred if a reasonable estimate of fair value can be made. The fair value of the liability is added to the carrying
amount of the associated asset, and this additional carrying amount is expensed over the life of the asset. The Company adopted SFAS No. 143
effective January 1, 2003. The adoption of SFAS No. 143 did not have a material effect on the Company s financial position, results of
operations or cash flows.

6. Net Income per Share

The following table sets forth the computation of basic and diluted net income per share (in thousands, except per share amounts):

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Numerator:
Net income $ 48,739 $ 26,046 $ 91,265 $ 70,512
I I I I
Denominator:
Denominator for basic net income per
share weighted-average shares
outstanding 415,621 409,465 414,270 407,776
Potential common shares 12,318 9,254 10,005 12,513
Denominator for diluted net income per
share 427,939 418,719 424,275 420,289
I I I I
Basic net income per share $ 0.12 $ 0.06 $ 022 $ 017
I I I I
Diluted net income per share $ 0.11 $ 0.06 $ 022 $ 0.17
I I I I

For the three and six months ended June 30, 2003 and 2002, potential common shares consist of employee stock options using the treasury
method. The following table sets forth the potential common shares
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

that were excluded from the net income per share computations as their effect would be antidilutive (in thousands):

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Employee stock options outstanding(1) 34,572 36,684 38,363 28,018
5.25% convertible subordinated notes(2) 6,695 6,695 6,695 6,695
1.856% convertible subordinated notes(2) 12,981 12,981 12,981 12,981

(1) For the three months ended June 30, 2003 and 2002, 34,572 and 36,684 employee stock options, respectively, and for the six months ended
June 30, 2003 and 2002, 38,363 and 28,018 employee stock options, respectively, were excluded from the computation of diluted net
income per share because the exercise price of these options was greater than the average market price of the Company s common stock
during the respective periods, and therefore the effect is antidilutive.

(2) For the three and six months ended June 30, 2003 and 2002, 6,695 potential common shares related to the Company s 5.25% convertible
subordinated notes and 12,981 potential common shares related to the Company s 1.856% convertible subordinated notes, respectively,
were excluded from the computation of diluted net income per share because the impact of adding back after tax interest expense
associated with the convertible subordinated notes, and including the potential common shares, would be antidilutive.

The weighted average exercise prices of the employee stock options with exercise prices exceeding the average fair value of the Company s
common stock was $61.92 and $58.45 per share for the three and six months ended June 30, 2003, respectively. The weighted average exercise
prices of the employee stock options with exercise prices exceeding the average fair value of the Company s common stock was $65.06 and
$99.27 per share for the three and six months ended June 30, 2002, respectively.

7. Business Combinations

Precise Software Solutions Ltd.

On June 30, 2003, in connection with the Agreement and Plan of Merger and Amendment No. 1 to Agreement and Plan of Merger, the
Company acquired all of the outstanding common stock of Precise Software Solutions Ltd. ( Precise ), a provider of application performance
management products. The Company acquired Precise in order to expand its product and service offerings across storage, databases and
application management. The Precise acquisition was accounted for using the purchase method of accounting for total purchase consideration of
$701.0 million, which included 7.3 million shares of common stock valued at $210.6 million, $397.8 million of cash of which $333.3 was paid
on June 30, 2003 and $64.5 million was paid in July 2003 and has been recorded as merger consideration payable in the balance sheet,
$79.5 million relating to the assumption of Precise options exercisable for 4.4 million shares of the Company s common stock and $13.1 million
of acquisition-related costs. The fair value of the Company s common stock issued was determined using an average price of $28.68, which was
the average trading price from June 25, 2003 through July 1, 2003, the five trading days surrounding the date the merger consideration was
finalized. The fair value of the Company s stock options assumed was determined using the Black-Scholes option pricing model and the
following assumptions: estimated contractual life of 6 months to 5 years, risk-free interest rate of 0.96% to 2.49%, expected volatility of 90%
and no expected dividend yield. The fair value of stock options assumed is net of $14.5 million which represents the portion of the intrinsic
value of Precise s unvested options applicable to the remaining vesting period. Upon the assumption by the Company of the outstanding Precise
options, each Precise option became exercisable for 0.6741 shares of the Company s common stock.

Under the purchase method of accounting, the total estimated purchase price was allocated to Precise s net tangible and identifiable
intangible assets based upon their estimated fair value as of the date of the
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

completion of the acquisition. Based upon an independent valuation prepared by Standard & Poor s Corporate Value Consulting, the following
represents the preliminary allocation of the aggregate purchase price to the acquired net assets of Precise (in thousands):

Cash, cash equivalents and short-term investments $149,627
Other current assets 11,527
Long-term assets 8,629

Current liabilities (29,103)
Goodwill 493,220
Developed technology 26,600
Customer contracts 15,200
Patented technology 11,600
Other intangible assets 7,500
Unearned stock-based compensation 14,475
In-process research and development 15,300

Net deferred and other income taxes payable (23,592)
Total $700,983
I

The Company does not expect future adjustments to the purchase price allocation to be material. Goodwill represents the excess of the
purchase price over the fair value of tangible and identifiable intangible assets acquired. Goodwill is not amortized which is consistent with the
guidance in SFAS No. 142, Goodwill and Other Intangible Assets. Developed technology, customer contracts and patented technology are being
amortized over their estimated useful lives of four years and other intangible assets are being amortized over their estimated useful lives of one
to four years. The weighted average amortization period for all purchased intangible assets is 3.7 years.

In connection with the acquisition of Precise, the Company allocated approximately $15.3 million of the purchase price to in-process
technology that has not yet reached technological feasibility and has no alternative future use. This amount has been expensed as a
non-recurring, non-tax deductible charge in the statements of operations for the three and six months ended June 30, 2003.

In order to value purchased in-process research and development ( [PR&D ), research projects in areas for which technological feasibility had
not been established were identified. The value of these projects was determined by estimating the expected cash flows from the projects once
commercially viable and discounting the net cash flows back to their present value, using adjusted discount rates based on the percentage of
completion of the in-process projects.

Net Cash Flows. The net cash flows expected from the identified projects are based on the appraiser s estimates of revenues, royalty savings,
cost of sales, research and development costs, selling, general and administrative costs, royalty costs and income taxes from those projects.
Revenue estimates are based on the assumptions mentioned below. The research and development costs included in the estimates reflect costs to
sustain projects, but exclude costs to bring in-process projects to technological feasibility.

The estimated revenues are based on the Company s projection of each in-process project and the business projections were compared and
found to be consistent with industry analysts forecasts of growth in substantially all of the relevant markets. Estimated total revenues from the
IPR&D product areas are expected to peak in the year ending December 31, 2005 and decline from 2006 into 2007 as other new products are
expected to become available.

10
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These projections are based on the Company s estimates of market size and growth, expected trends in technology and the nature and
expected timing of new project introductions by Precise.

Discount Rate. Discounting the expected net cash flows back to their present value is based on the industry weighted average cost of capital
( WACC ). The Company believes the industry WACC is approximately 15%. The discount rate used to discount the expected net cash flows
from IPR&D is 28%. The discount rate used is higher than the industry WACC due to inherent uncertainties surrounding the successful
development of IPR&D, market acceptance of the technology, the useful life of such technology and the uncertainty of technological advances
which could potentially impact the estimates described above.

Percentage of Completion. The percentage of completion for in-process Precise technology was determined using costs incurred to date on
each project as compared to the remaining research and development to be completed as well as major milestones to bring each project to
technological feasibility. The percentage of completion for projects under development ranged from 40-65%.

If the projects discussed above are not successfully developed, the sales and profitability of the combined company may be adversely
affected in future periods.

Acquisition-related costs of $13.1 million consist of $9.2 million associated with legal and other professional fees, $3.3 million for
terminating and satisfying existing lease commitments and $0.6 million for severance-related costs. Total cash outlays for acquisition-related
costs were approximately $2.0 million for legal and other professional fees and no amounts for leases or severance through June 30, 2003.

The results of operations of Precise are included in the Company s consolidated financial statements from the date of acquisition. The
following table presents pro forma results of operations and gives effect to the acquisition of Precise as if the acquisition was consummated on
January 1, 2002. The unaudited pro forma results of operations are not necessarily indicative of what would have occurred had the acquisition
been made as of the beginning of each period or of the results that may occur in the future. Net income for each period presented excludes the
write-off of acquired in-process research and development of $15.3 million and includes amortization of intangible assets related to the
acquisition of $4.7 million per quarter and amortization of deferred compensation of $1.7 million per quarter. The unaudited pro forma
information is as follows (in thousands, except per share amounts):

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Total net revenue $422,543 $382,910 $839,084 $770,453
Net income 35,903 23,268 75,858 64,769
Net income per share basic 0.09 0.06 0.18 0.16
Net income per share diluted 0.08 0.05 0.17 0.15

Jareva Technologies, Inc.

On January 27, 2003, the Company acquired all of the outstanding capital stock of Jareva Technologies, Inc. ( Jareva ), a privately held
provider of automated server provisioning products that enable businesses to automatically deploy additional servers without manual
intervention. The Company acquired Jareva to integrate Jareva s technology into the Company s software products to enable the Company s
customers to optimize their investments in server hardware by deploying new server resources on demand. The Jareva acquisition was accounted
for using the purchase accounting method for total purchase consideration of $63.3 million, which included $58.7 million of cash, $1.4 million
relating to the assumption of options exercisable for 426,766 shares of the Company s common stock and $3.2 million of acquisition-related
costs. The purchase price was allocated, based on an independent valuation prepared by Standard & Poor s

11
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Corporate Value Consulting, to goodwill of $43.3 million, developed technology of $9.1 million, other intangibles of $1.9 million, in-process
research and development of $4.1 million, net deferred tax liabilities of $4.3 million, deferred stock-based compensation of $5.4 million and net
tangible assets of $3.8 million. The weighted average amortization period for all purchased intangible assets is 3.3 years. For the three and six
months ended June 30, 2003, the Company recorded amortization of developed technology of $0.5 million and $0.8 million, respectively,
amortization of other intangibles of $0.3 million and $0.5 million, respectively, and, included in research and development expense, stock-based
compensation expense of $0.7 million and $1.1 million, respectively. The acquired in-process research and development of $4.1 million was
written off and the related charge is included in income from operations for the six months ended June 30, 2003. Acquisition-related costs
consist of $2.7 million associated with terminating and satisfying remaining lease commitments, partially offset by sublease income net of
related sublease costs and direct transaction costs of $0.5 million for legal and other professional fees. Total cash outlays for acquisition-related
costs were $0.7 million through June 30, 2003. The results of operations of Jareva are included in the Company s consolidated financial
statements from the date of acquisition. The pro forma impact on the Company s results of operations for the three and six months ended June 30,
2003 and 2002 was not significant.

8. Goodwill and Other Intangible Assets

On January 1, 2002, the Company adopted SFAS No. 142, Goodwill and Other Intangible Assets. As a result, the Company no longer
amortizes goodwill, but will test it for impairment annually or whenever events or changes in circumstances suggest that the carrying amount
may not be recoverable.

The following table sets forth the carrying amount of goodwill. Goodwill also includes amounts originally allocated to assembled workforce
(in thousands):

June 30, December 31,
2003 2002
Goodwill:
Gross carrying amount $3,821,984 $3,285,455
Accumulated amortization 2,088,862 2,088,862
Net carrying amount of goodwill $1,733,122 $1,196,593
.| .|

As of June 30, 2003, goodwill includes $493.2 million related to the acquisition of Precise on June 30, 2003 and $43.3 million related to the
acquisition of Jareva on January 27, 2003.

The following tables set forth the carrying amount of other intangible assets that will continue to be amortized (in thousands):

June 30, 2003

Gross
Carrying Accumulated Net Carrying
Amount Amortization Amount
Developed technology $271,208 $226,024 $45,184
Distribution channels 234,800 234,800
Trademarks 26,650 24,350 2,300
Other intangible assets 65,334 29,488 35,846
Intangibles related to business acquisitions 597,992 514,662 83,330
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December 31, 2002
Gross

Carrying Accumulated Net Carrying
Amount Amortization Amount
Developed technology $235,508 $200,140 $35,368
Distribution channels 234,800 210,342 24,458
Trademarks 24,350 21,813 2,537
Other intangible assets 29,520 25,737 3,783
Intangibles related to business acquisitions 524,178 458,032 66,146
Convertible subordinated notes issuance costs 14,506 8,058 6,448
Total other intangibles assets $538,684 $466,090 $72,594
| | |

The total amortization expense of intangible assets related to business acquisitions is set forth in the table below (in thousands):

Three Months Ended Six Months Ended
June 30, June 30,

2003 2002 2003 2002
Developed technology $10,887 $16,903 $25,985 $33,806
Distribution channels 9,783 14,675 24,458 29,350
Trademarks 1,015 1,522 2,537 3,045
Other intangible assets 1,612 1,919 3,668 3,737
Total amortization $23,297 $35,019 $56,648 $69,938
| | | |

For the three and six months ended June 30, 2003, total amortization expense for developed technology and other intangibles includes
$0.5 million and $0.9 million, respectively, that is included in cost of user license fees. For the three and six months ended June 30, 2002, the

total amortization expense for developed technology and other intangibles includes $0.1 million and $0.1 million, respectively, that is included

in cost of user license fees.

The total expected future annual amortization of intangible assets related to business acquisitions is set forth in the table below (in

thousands):

Future
Year Amortization
2003 $14,487
2004 22,263
2005 19,582
2006 17,954
2007 8,873
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2008 171
Total $83,330
|

9. Strategic Investments

The Company holds investments in common and preferred stock of several privately-held companies. The total carrying amount of the

Company s strategic investments was $5.4 million at June 30, 2003 and $10.3 million at December 31, 2002. These strategic investments are
included in other non-current assets. The

13
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Company recorded no impairment losses on strategic investments for the three months ended June 30, 2003 and $3.5 million of impairment
losses for the six months ended June 30, 2003. For the three and six months ended June 30, 2002, the Company recorded impairment losses on
strategic investments of $14.8 million. The losses realized represent write-downs of the Company s carrying amount of the investments, as the
Company deemed such losses to be other than temporary, and were determined by using, among other factors, the market value of the investee s
stock, its inability to obtain additional private financing, its cash position and current burn rate, the status and competitive position of the
investee s products and the uncertainty of its financial condition.

10. Facility Restructure Reserve

In the fourth quarter of 2002, the Company s board of directors approved a facility restructuring plan to exit and consolidate certain of its
facilities located in 17 metropolitan areas worldwide related to facilities that were or are expected to be vacated. In connection with this facilities
restructuring plan, the Company recorded a restructuring charge to operating expenses of $98.2 million in the fourth quarter of 2002. This
restructuring charge is comprised of $86.9 million associated with terminating and satisfying remaining lease commitments, partially offset by
sublease income net of related sublease costs, and $11.3 million for asset write-offs. Total cash outlays under this restructuring plan are expected
to be approximately $86.9 million.

Restructuring costs will generally be paid over the remaining lease terms, ending at various dates through 2021, or over a shorter period as
the Company may negotiate with its lessors. The Company expects the majority of costs will be paid by the year ending December 31, 2008.

The Company began vacating facilities during the fourth quarter of 2002 and expects to vacate all excess facilities associated with this
restructuring by December 31, 2003. The Company anticipates that it will realize cost savings beginning in the third quarter of 2003. The
Company is in the process of seeking suitable subtenants for these facilities. The Company s estimates of the facility restructure charge may vary
significantly, depending in part, on factors that are beyond the Company s control, including the commercial real estate market in the applicable
metropolitan areas, the Company s ability to obtain subleases related to these facilities and the time period to do so, the sublease rental market
rates and the outcome of negotiations with lessors regarding terminations of some of the leases. Adjustments to the facility restructure reserve
will be made if actual lease exit costs or sublease income differ from amounts currently expected. As a portion of the facilities restructure
reserve relates to international locations, the reserve will be affected by exchange rate fluctuations. The impact of exchange rate fluctuations is
recorded in accumulated other comprehensive income (loss) on the balance sheet.

14
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The portion of the reserve expected to be utilized through June 30, 2004 of $25.0 million has been classified in the current portion of
accrued acquisition and restructuring charges. The portion of the reserve expected to be utilized in periods subsequent to June 30, 2004 of
$66.4 million has been classified in the non-current portion of accrued acquisition and restructuring charges. The components of the
restructuring reserve and movements within these components through June 30, 2003 were as follows (in millions):

Net Rent Asset
Commitments Write-Offs Total
Provision accrued $86.9 $11.3 $98.2
Cash payments 0.2) 0.2)
Impact of exchange rates 0.6 0.1 0.7
Balance at December 31, 2002 87.3 11.4 98.7
Cash payments 2.7) 2.7)
Adjustment 0.8 0.8)
Impact of exchange rates 0.4) 0.1) 0.5)
Balance at March 31, 2003. 85.0 10.5 95.5
Cash payments 2.3) 2.3)
Asset write-offs 3.6) (3.6)
Impact of exchange rates 1.5 0.3 1.8
Balance at June 30, 2003. $84.2 $ 7.2 $91.4
I I I
11. Comprehensive Income
The following are the components of comprehensive income (in thousands):
Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Net income $ 48,739 $26,046 $ 91,265 $70,512
Other comprehensive income, net of tax:
Foreign currency translation adjustments (10,568) (4,780) (14,612) (5,513)
Derivative financial instrument adjustments (255) 6,031 406 4,540
Unrealized (gain) loss on marketable
securities (82) (1,598) 114 4,292
Comprehensive income $ 37,834 $25,699 $ 77,173 $73,331
I I I I
The components of accumulated other comprehensive income (loss) are (in thousands):
June 30, December 31,
2003 2002

Table of Contents

26



Edgar Filing: VERITAS SOFTWARE CORP /DE/ - Form 10-Q

Foreign currency translation adjustments $ 17,625 $ 3,013
Derivative financial instrument adjustments (10,211) (9,806)
Unrealized gain on marketable securities 3,209 3,324
Accumulated other comprehensive income (loss) $ 10,623 $(3,469)
I I
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12. Derivative Financial Instruments

In September 2000, the Company entered into a three-year cross currency interest rate swap transaction, or swap, for the purpose of hedging
fixed interest rate, foreign currency denominated cash flows under an inter-company loan receivable. Under the terms of this derivative financial
instrument, Euro denominated fixed principal and interest payments to be received under the inter-company loan will be swapped for
U.S. dollar-fixed principal and interest payments. As of June 30, 2003, three monthly payments of 4.3 million remained to be swapped at a
forward exchange rate of 0.89070 U.S. dollar per Euro. The fair market value of the swap at June 30, 2003 was $(10.0) million. As a result of
entering into the swap, the Company has mitigated its exposure to foreign currency exchange rate fluctuations. The gains or losses on the foreign
currency loan receivable will be offset by the gains or losses on the swap. Because the Company is receiving fixed interest payments under the
swap, it is still subject to fluctuations in value due to changes in U.S. dollar interest rates. As of June 30, 2003, the impact of these fluctuations
was not significant. This hedge was deemed to be highly effective as of June 30, 2003.

In January 2002, the Company entered into two three-year pay fixed, receive floating, interest rate swaps for the purpose of hedging cash
flows on variable interest rate debt of its build-to-suit lease agreements. Under the terms of these interest rate swaps, the Company makes
payments based on the fixed rate and will receive interest payments based on the 3-month London Inter Bank Offered Rate ( LIBOR ). The
Company s payments on its build-to-suit lease agreements are based upon a 3-month LIBOR plus a credit spread. If the Company s credit spread
remains consistent and other critical terms of the interest rate swap or the hedged item do not change, the interest rate swap will be considered to
be highly effective with all changes in the fair value included in other comprehensive income. If the Company s credit spread changes or other
critical terms of the interest rate swap or the hedged item change, the hedge may become partially or fully ineffective, which could result in all
or a portion of the changes in fair value of the derivative recorded in the statement of operations. The interest rate swaps settle the first day of
January, April, July and October until expiration. As of June 30, 2003, the fair value of the interest rate swaps were $(10.8) million. As a result
of entering into the interest rate swaps, the Company has mitigated its exposure to variable cash flows associated with interest rate fluctuations.
Because the rental payments on the leases are based on the 3-month LIBOR and the Company receives 3-month LIBOR from the interest rate
swap counter-party, the Company has eliminated any impact to raising interest rates related to its rent payments under the build-to-suit lease
agreements.

As of June 30, 2003, the total gross notional amount of the Company s forward contracts was approximately $153.3 million, all hedging
intercompany accounts of certain of its international subsidiaries. The forward contracts had a term of thirty-five days or less and settled on
July 31, 2003. All foreign currency transactions and all outstanding forward contracts are marked-to-market at the end of the period with
unrealized gains and losses included in other income. The unrealized gain (loss) on the outstanding forward contracts at June 30, 2003 was
immaterial to the Company s consolidated financial statements.

13. Segment Information

The Company operates in one segment, storage software solutions. The Company s products and services are sold throughout the world,
through original equipment manufacturers, direct sales channels and indirect sales channels. The Company s chief operating decision maker, the
chief executive officer, evaluates the performance of the Company based upon stand-alone revenue of product channels and the geographic
regions of the segment and does not use discrete financial information about asset allocation, expense allocation or profitability from the
Company s storage software products or services.
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Geographic Information (in thousands)

User license fees(1):
United States
Europe(2)
Other(3)

Total user license fees

Services(1):
United States
Europe(2)
Other(3)

Total services

Total net revenue

Long-lived assets(4):
United States
Europe(2)
Other(3)

Total

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
$159,205 $161,072 $323,456 $329,461
69,406 52,167 128,390 112,403
32,351 28,637 63,680 59,723
260,962 241,876 515,526 501,587
108,598 94,649 207,379 181,391
29,746 19,940 58,949 37,647
13,550 8,225 25,388 14,514
151,894 122,814 291,716 233,552
$412,856 $364,690 $807,242 $735,139
I I I I
June 30, December 31,
2003 2002

$1,969,017 $1,429,261

54,357 55,049

15,273 15,138

$2,038,647 $1,499,448

| |

(1) License and services revenues are attributed to geographic regions based on location of customers.

(2) Europe includes the Middle East and Africa.

(3) Other includes Canada, Latin America, Japan and the Asia Pacific region.

(4) Long-lived assets include all long-term assets except those specifically excluded under SFAS No. 131, Disclosures about Segments of an

Enterprise and Related Information, such as deferred income taxes. Reconciliation to total assets reported (in thousands):
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Total long-lived assets $2,038,647
Other assets, including current 2,783,325
Total consolidated assets $4,821,972
|

$1,499,448
2,700,185

$4,199,633

For the three and six months ended June 30, 2003, Ingram Micro, Inc. a distributor that sells the Company s products and services through
resellers, accounted for 10% of the Company s net revenue. No customer represented 10% or more of the Company s net revenue for the three

and six months ended June 30, 2002.
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User License Fees Information

The Company derives its user license fees from the sale of its core technology products, including data protection and file system and
volume management products and from its emerging technology products, including cluster and replication and storage area networking
products. User license fees from core technology products were $228.4 million and $437.2 million for the three and six months ended June 30,
2003, respectively, and $212.6 million and $438.5 million for the three and six months ended June 30, 2002, respectively. User license fees from
emerging technology products were $32.6 million and $78.3 million for the three and six months ended June 30, 2003, respectively, and
$29.3 million and $63.1 million for the three and six months ended June 30, 2002, respectively.

14. Credit Facility

During 2002, the Company s Japanese subsidiary entered into a short-term credit facility with a multinational Japanese bank in the amount
of 1.0 billion Japanese yen ($8.4 million USD). At June 30, 2003, no amount was outstanding. The short-term credit facility was renewed in
March 2003 and is due to expire in March 2004. Borrowings under the short-term credit facility bear interest at Tokyo Inter Bank Offered Rate
( TIBOR ) plus 0.5%. There are no covenants on the short-term credit facility and the loan has been guaranteed by VERITAS Software Global
LLC, a wholly-owned subsidiary of the Company.

15. Commitments and Contingencies

Facilities Lease Commitments

In 1999 and 2000, the Company entered into three build-to-suit lease agreements for office buildings in Mountain View, California,
Roseville, Minnesota and Milpitas, California. The Company began occupying the Roseville and Mountain View facilities in May and June
2001, respectively, and began occupying the Milpitas facility in April 2003. The development and acquisition of the properties have been
financed by a third party through a syndicate of financial institutions. The Company has accounted for these agreements as operating leases in
accordance with SFAS No. 13, Accounting for Leases, as amended. Commencing July 1, 2003, the Company will account for these agreements
in accordance with FIN 46 which will require the Company to consolidate these entities into the consolidated financial statements (see Note 5).

During 2001 and 2002, the Company amended its existing lease agreement, originally signed in 1999, for new corporate campus facilities in
Mountain View, California. The facilities of 425,000 square feet provide space for sales, marketing, administration and research and
development functions. The lease term for these facilities is five years beginning in March 2000, with an option to extend the lease term for two
successive periods of one year each, if agreed to by the financial institutions. The Company has the option to purchase the property (land and
facilities) for the termination value of $145.2 million or, at the end of the lease, to arrange for the sale of the property to a third party while the
Company retains an obligation to the owner for the difference between the sales price and the guaranteed residual value up to $129.0 million if
the sales price is less than this amount, subject to certain provisions of the lease. In addition, the Company is entitled to any proceeds from a sale
of the property in excess of the termination value. The Company now occupies these facilities and began making lease payments in the second
quarter of 2001.

During 2001 and 2002, the Company amended its existing lease agreement, originally signed in 2000, for its facilities in Roseville,
Minnesota. The Company improved and expanded its existing facilities of 62,000 square feet and developed adjacent property adding
142,000 square feet completed in 2001. The facilities provide space for technical support and research and development functions. The lease
term for these facilities is five years beginning in March 2000, with an option to extend the lease term for two successive periods of one year
each, if agreed to by the financial institutions. The Company has the option to purchase the property (land and facilities) for the termination
value of $41.3 million or, at the end of the lease, to arrange
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for the sale of the property to a third party while the Company retains an obligation to the owner for the difference between the sales price and
the guaranteed residual value up to $35.1 million if the sales price is less than this amount, subject to certain provisions of the lease. In addition,
the Company is entitled to any proceeds from a sale of the property in excess of the termination value. The Company now occupies these
facilities and began making lease payments in 2001.

During 2001 and 2002, the Company amended its existing lease agreement, originally signed in 2000, for the lease of 65 acres of land and
subsequent improvements for new research and development campus facilities in Milpitas, California. The Company plans to develop the site in
two phases. The first phase of the project, comprising 466,000 square feet and consisting of one completed building and two additional
structures, was completed in the third quarter of 2002. The facilities will provide space for research and development and general corporate
functions. The lease term for the first phase is five years beginning in July 2000, with an option to extend the lease term for two successive
periods of one year each, if agreed to by the financial institutions. The Company has the option to purchase the property (land and first phase
facilities) for the termination value of $194.3 million or, at the end of the lease, to arrange for the sale of the property to a third party while the
Company retains an obligation to the owner for the difference between the sales price and the guaranteed residual value up to $180.5 million if
the sales price is less than this amount, subject to certain provisions of the lease. In addition, the Company is entitled to any proceeds from a sale
of the property in excess of the termination value. The Company began paying the lease payments in the third quarter of 2002 and occupied a
portion of the new campus facilities in the second quarter of 2003. The Company is currently analyzing its development schedule for the second
phase of the campus, and at this time no commitments have been made with respect to the start of construction.

Lease payments under the Company s three build-to-suit lease agreements are generally paid quarterly and are equal to the termination value
of the outstanding lease obligations multiplied by the Company s cost of funds, which is based on LIBOR using 30-day to 180-day LIBOR
contracts and adjusted for the Company s credit spread. In January 2002, the Company entered into two three-year pay fixed, receive floating,
interest rate swaps for the purpose of hedging the cash payments related to the Roseville, Minnesota and Mountain View, California lease
agreements. Under the terms of these interest rate swaps, the Company makes payments based on the fixed rate and will receive interest
payments based on the 3-month LIBOR rate. For the three and six months ended June 30, 2003, the Company s aggregate lease payments,
including the payments on the interest rate swaps, were $4.1 million and $8.3 million, respectively. For the three and six months ended June 30,
2002, the payments were $4.2 million and $8.3 million, respectively.

The Company has evaluated the expected fair value of the properties at the end of the lease terms by reviewing current real estate market
conditions and indicators of expectations for the market in the future. In the event that the Company determines it is probable that the expected
fair value of any of the properties at the end of the lease terms will be less than the respective termination values, the Company will accrue the
expected loss on a straight-line basis over the remaining lease term. Currently, the Company does not believe it is probable that the fair market
value of the properties at the end of the lease terms will be less than the termination values.

The agreements for the facilities described above require that the Company maintain specified financial covenants, all of which the
Company was in compliance with as of June 30, 2003. The specified financial covenants as of June 30, 2003 require the Company to maintain a
minimum rolling four quarter EBITDA of $400.0 million, a minimum ratio of cash and cash equivalents to current liabilities of 1.2 to 1, and a
leverage ratio of total funded indebtedness to rolling four quarter EBITDA of not more than 3.0 to 1. For purposes of these financial covenants,
EBITDA represents the Company s net income for the applicable period, plus interest expense, taxes, depreciation and amortization and all
non-cash restructuring charges for acquisitions occurring within a four year period, less software development expenses classified as capital
expenditures. In order to secure the obligation under each agreement, each of the facilities is subject to a deed of trust in favor
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of the financial institutions that financed the development and acquisition of the respective facility. Bank of America, N.A. was the agent for the
syndicate of banks that funded the development of the Mountain View, California and Roseville, Minnesota facilities, and ABN AMRO Bank,
N.V. was the agent for the syndicate of banks that funded the development of the Milpitas, California facility.

Acquired Technology

On October 1, 2002, the Company acquired volume replicator software technology for $6.0 million and contingent payments of up to
another $6.0 million based on future revenues generated by the acquired technology. The payments will be paid quarterly over 40 quarters, in
amounts between $150,000 and $300,000. The Company issued a promissory note payable in the principal amount of $5.0 million, representing
the present value of the Company s minimum payment obligations under the purchase agreement for the acquired technology, which are payable
quarterly commencing in the first quarter of 2003 and ending in the fourth quarter of 2012. The contingent payments in excess of the quarterly
minimum obligations will be paid as they may become due. The outstanding balance of the note payable was $4.8 million as of June 30, 2003
and $5.0 million as of December 31, 2002 and is included in non-current accrued acquisition and restructuring costs.

Legal Proceedings

In response to subpoenas issued by the Securities and Exchange Commission in the investigation entitled In the Matter of AOL/ Time
Warner, the Company continues to furnish information requested by the SEC, including information relating to the transactions it entered into
with AOL in September 2000 and other transactions. The outcome of this investigation cannot be predicted at this time. The Company will
continue its efforts to cooperate with the SEC s investigation.

After the Company announced in January 2003 that it would restate financial results as a result of transactions entered into with AOL in
September 2000, numerous separate complaints purporting to be class actions were filed in the United States District Court for the Northern
District of California alleging that the Company and some of its officers and directors violated provisions of the Securities Exchange Act of
1934. The complaints contain varying allegations, including that the Company made materially false and misleading statements with respect to
its 2000, 2001 and 2002 financial results included in its filings with the SEC, press releases and other public disclosures. On May 2, 2003, a lead
plaintiff and lead counsel were appointed. A consolidated complaint was filed by the lead plaintiff on July 18, 2003. In addition, several
complaints purporting to be derivative actions have been filed in California state court against some of the Company s directors and officers.
These complaints are based on the same facts and circumstances as the class actions and generally allege that the named directors and officers
breached their fiduciary duties by failing to oversee adequately the Company s financial reporting. The state court complaints have also been
consolidated. All of the complaints generally seek an unspecified amount of damages. The cases are still in the preliminary stages, and it is not
possible for the Company to quantify the extent of its potential liability, if any. An unfavorable outcome in any of these cases could have a
material adverse effect on its business, financial condition, results of operations and cash flow. In addition, defending any litigation may be
costly and divert management s attention from the day-to-day operations of the Company s business.

On January 10, 2003, Raytheon Company sued the Company along with Brocade Communications Systems, Oracle Corporation, Overland
Storage Inc., Qualstar Corp., QLogic Corporation, Ricoh Corporation and Spectra Logic Corporation in the United States District Court for the
Eastern District of Texas. Raytheon is alleging infringement of US Patent No. 5,412,791, or 791 patent, entitled Mass Data Storage Library, and
is seeking damages and an injunction against all defendants. The Company believes that it has numerous defenses and counterclaims to the
claims of infringement asserted against it and it intends to defend itself vigorously. The Company filed an answer to Raytheon s complaint on
March 7, 2003, denying all material
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allegations in the complaint and asserting counterclaims seeking to have Raytheon s 791 patent declared invalid and not infringed by the
Company. A trial date is currently scheduled for June 2004.

On October 23, 2001, Storage Computer Corporation initiated litigation against the Company in the United States District Court for the
Northern District of Texas alleging infringement of one of Storage Computer Corporation s patents. Currently, Storage Computer Corporation is
alleging the Company infringes two of their US patents. The Company has denied all material allegations in the complaints, has filed
counterclaims for declaratory judgment of invalidity and non-infringement of the patents-in-suit and has alleged their infringement of one of the
Company s patents. Storage Computer Corporation is seeking damages of approximately $50.0 million, treble damages, costs of suit and
attorneys fees and a permanent injunction from further alleged infringement. The Company believes that it has numerous defenses and
counterclaims relative to the claims of infringement and the damages claims asserted against it and intends to vigorously defend this action. A
trial date is currently scheduled for November 2003.

The Company is also party to various other legal proceedings that have arisen in the ordinary course of business. While the Company
currently believes that the ultimate outcome of these proceedings, individually and in the aggregate, will not have a material adverse effect on its
financial position or overall trends in results of operations, litigation is subject to inherent uncertainties. Were an unfavorable ruling to occur,
there exists the possibility of a material adverse impact on the results of operations of the period in which the ruling occurs. The estimate of the
potential impact on the Company s financial position or overall results of operations for the above legal proceedings could change in the future.

For each of the matters noted, the Company does not believe that it is probable that a liability has been incurred nor does it believe that the
amount of any loss can be reasonably estimated. Accordingly, no liability has been accrued for these matters.

16. Subsequent Events

In August 2003, the Company issued $500.0 million of 0.25% convertible subordinated notes due August 1, 2013 (the 0.25% Notes ), for
which the Company received net proceeds of approximately $488.0 million, to several initial purchasers in a private offering. The Company has
also granted to the initial purchasers of the 0.25% Notes an option to purchase up to an additional $100.0 million principal amount of 0.25%
Notes solely to cover over-allotments. This over-allotment option may be exercised by the initial purchasers at any time on or prior to
August 28, 2003.

The 0.25% Notes were issued at their face value and provide for semi-annual interest payments of $0.6 million each February 1 and
August 1, beginning February 1, 2004. The 0.25% Notes are convertible, under the specified circumstances discussed below, into shares of the
Company s common stock at a conversion rate of 21.6802 shares per $1,000 principal amount of notes, which is equivalent to a conversion price
of approximately $46.13 per share. The conversion rate is subject to adjustment upon the occurrence of specified events. The specified
circumstances under which the 0.25% Notes are convertible prior to maturity are: (1) during any quarterly conversion period (which periods
begin on the eleventh trading day of each fiscal quarter and end on the eleventh trading day of the following fiscal quarter) prior to August 1,
2010, if the closing sale price of the Company s common stock for at least 20 trading days in the 30 trading day period ending on the first day of
such conversion period exceeds 120% of the conversion price of the notes on that first day, (2) during the period beginning August 1, 2010
through the maturity date of the notes, if the closing sale price of the Company s common stock is more than 120% of the then current conversion
price, (3) during the five consecutive business day period following any five consecutive trading day period in which the average of the trading
prices for the 0.25% Notes was less than 95% of the average of the sale price of the Company s common stock multiplied by the then current
conversion rate of the notes, (4) the Company s corporate credit rating assigned by Standard & Poor s falls below B- (and if Moody s has assigned
a corporate credit rating to the Company and such rating is lower than B3) or if both such ratings are withdrawn, (5) the Company calls
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the notes for redemption or (6) upon the occurrence of corporate transactions specified in the indenture governing the notes. Upon any
conversion of notes by a holder, the Company shall have the option to satisfy its conversion obligation in shares of its common stock, in cash or
a combination thereof. It is the intention of the Company to satisfy the principal portion of the obligation in cash and the remainder, if any, in
shares of its common stock. On or after August 5, 2006, the Company has the option to redeem all or a portion of the 0.25% Notes at