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FORM 10-Q

(Mark one) .

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

For the quarferly period ended April 30, 2004
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number 0-29911

THE SCO GROUP, INC.

(Exact name of registrant as specified in its charter)

Delaware 87-0662823
(State or other jurisdiction of incorporation or organization) (.R.S. Employer Identification Number)
355 South 520 West
Suite 100
Lindon, Utah 84042

(Address of principal executive offices and zip code)

(801) 765-4999
" (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 mounths (or for such shorter period that the registrant was
‘required to file such reports), and (2) has been subject to filing requirements for the past 90 days. Yes B No [

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange
Act) Yes No O .

As of June 11, 2004, there were 15,335,432 shares of the Registrant's common stock, 80.001 par value per share,
outstanding.
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THE SCO GROUP, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEE1S

(unaudited, in thousands)

April 30, October 31,
2004 2003
ASSETS
CURRENT ASSETS: :
Cash and cash cquivalents , $ 45,696 $ 64,428
Rostricted cash ‘ , 3,203 2,025
Available-for-sale securities 15,650 4,095
Accounts receivable, net of allowance for doubtful accounts of $155 and
$230, respectively . - 6,811 9,282
Other current assets v 2,531 2,450
Total current assets ' ‘ 73,891 82,280
PROPERTY AND EQUIPMENT: _
Compuler and office equipment 3,660 3,482
Leasehold improvements 633 608
Furniture and fixtures 210 189
. 4,503 4279
Less accumulated depreciation and amortization , (3,631) (3,131)
Net property and equipment - 872 ' 1,148
OTHER ASSETS:
Goodwill _ _ : 1,166
Intangibles, net ‘ : 6,767 9,286
Other assets, net - .1,347 1,072
“Total other assets 8,114 11,524
Total asscts ' $ 82877 $ 94,952
LIABILITIES AND .STOCKHOLDERS' EQUITY
CURRENT LIABILIYIES: .
Accounts payable $ 2831 % 1,978
Royalty payable to Novell, Inc. ‘ ‘ 3,203 - 2,025
Accrued compensation to law firms 7,956 10,556
Accrued payroll and benefits . 3,868 4,752 -
Accrued liabilities : 7,125 3,754
Derivative related to redeemable convertible preferred stock — 15,224
Deferred revenue » 7,554 5,501
Other royalties payable 309 523
Taxes payable 1,489 799
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Total current liabilities
LONG-TERM LIABILITIES
MINORITY INTEREST

SERIES A-1 REDEEMABLE CONVERTIBLE PREFERRED STOCK,
$0.001 par value, 50 and 0 shares outstanding, respectively (Note 5)

SERIES A REDEEMABLE CONVERTIBLE PREFERRED STOCK,
$0.001 par valuc, 0 and 50 sharcs outstanding, respectively (Notc 5)

COMMITMENTS AND CONTINGENCIES (Note 6)
STOCKHOLDERS' EQUITY:

Preferred stock, $0.001 par value; 5,000 shares authorized,
Common stock, $0.001 par value; 45,000 shares authorized, 14,521 and
13,824 shares outstanding, respectively

Additional paid-in capital

Common stock held in treasury

Warrants outstanding

Deferred compensation

Accumulated other comprehensive income
Accumulated deficit

Total stockholders' equity

Total liabilities and stockholders' equity

34,333 45,112
535 508

- 145

45,065 _

— 29,671
T 14
219,993 218,690
(2,414) —
1,099 1,099
(124) (347)

956 926
(216,583) (200,866)
2,942 19,516

$ 82877 $ 94.952

Sce notes to condensed consolidated financial statcments.

3
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THE SCO GROUP, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME
(LOSS) :

(unaudited, in thousands, except per share data)

Three Months Ended April  Six Months Ended April

30, 30,
2004 2003 2004 . 2003
REVENUE: - _
Products $ 8,415 $ 11,122 § 18127 $ 22212
SCOsource licensing , : 11 8,250 31 8,250
Services o 1,711 1,997 3,371 4,447 ,
Total revenue 10,137 21369 - 21,529 34,909
'COST OF REVENUE: | , -
Products 901 1,200 - 1,789 2,392
SCOsource licensing _ 4,484 2,163 7924 = 2,163
Services - ‘ _ 1,073 - 1,778 2,395 3,470
Total cost of revenuc 6,458 5,147 12,108 8,025
GROSS MARGIN ' ' ' 3,679 16,222 9,421 26 884
OPERATING EXPENSES: :
Sales and marketing (exclusive of stock-based , ,
compensation of $29, $34, $47 and $68, respectively) 4698 - 6,051 . 9,719 12,491
Research and development (exclusive of stock-based
compensation of $12, $31, $23 and $54, respectively) 2,868 2,542 5,575 5192 -
General and administrative (exclusive of stock-based ' \
compcnsation of $355; $341, $528 and $496, .
respectively) ' _ a 2,392 1,462 . 4586 3,112
Restructuring charges (rovorsals) — 136 — (116)
Amortization of ntangiblcs 593 700 1,380 1,400
Loss on impairment of long-lived assels 2,139 — 2,139 —
Stock-based compensation ‘ ‘ 396 406 598 618
Total operating expenses o ' 13,086 11,297 . 23,997 22,697
INCOME (LOSS) FROM OPERATIONS (9,407) 4,925 (14,576) 4,187
EQUITY IN INCOME (L.OSSES) OF AFFILIATES 37 (73) 74 (100)
OTHER INCOME (EXPENSE): ,
Interest income 242 11 512 50
Change in fair value of derivative (Note 5) o 2,300 — 5,924 —
Other income (exponsc), not (120) (5%9) (251) (54)

6 of 83 2/1 9/200# 2:38 PM
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6,185 @

8.317) 4,083
(1,094) - (307)

Total other income (expense), net © 2422 - (48)
INCOME (LOSS) BEFORE INCOME TAXES (6,948) 4,802
PROVISION FOR INCOME TAXES (966) (302)
NET INCOME (LOSS) (7,914) 4,500

DIVIDENDS ON REDEEMABLE CONVERTIBLE

PREFERRED STOCK (7,045) —

(9,411) 3,776

(7.800) —~

NET INCOME (LOSS) APPLICABLE TO COMMON
STOCKHOLDERS $ (14959) $ 4,500

$ (17212) $ 3,776

BASIC NET INCOME (LOSS) PER COMMON SHARE $ (1.06) $ 039

$ (1.23) § 033

DILUTED NET INCOME (LOSS) PER COMMON SHARE % (1.06) $ 0.33

$ 2% 029

WEIGHTED AVERAGE BASIC COMMON SHARES v
OUTSTANDING 14,100 11,561

13,960 11,402

WEIGHTED AVERAGE DILUTED COMMON SHARES '
OUTSTANDING 114,100 13,663

13,960 13,145

OTHER COMPREHENSIVE INCOME (LOSS)‘

Net income (loss) $§ (7914 § 4500
Unrealized loss on available-for-sale securities - 99) —
Foreign currency (ranslation adjusiment 138 69

$  (9411) $§ 3,776
(118) —
148 226

COMPREHENSIVE INCOME (LOSS) $  (7.875) $ 4,569

qUERTRURREG GNBREEENEE

See notes to condensed consolidated financial statements.

4

$  (9381) $ 4,002
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THE SCO GROUP, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited, in thousands)

2003
CASH FLOWS FROM OPERATING ACTIVITIES:
Nel income (loss) : $§ (411)$ 3,776
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:
Change in fair value of derivative (5,924) —
Loss on impairment of long-lived assets : 2,139 —
Amottization of intangibles (including $166 and $169 classificd as cost of
revenue) ' 1,546 1,569
Depreciation and other amortization 435 604
Stock-based compensation 598 618
Equity in (income) losses of affiliates (74) 100
Changes in operating assets and liabilities
Accounts receivable, net 2,471 (348)
Other current assets 8D 1,193
Other asscts 201) 493
Accounts payable 853 217)
Accrued payroll and benefils (884) (18)
Accrued compensation to law firms- (2,600) —
Accrued liabilities 3,371 (2,034)
Deferred revenue 2,053 (838)
Other rovaltics payable (214) (205)
Taxes payable - 690 49
Long-term liabilities 27 (1,569)
Net cash provided by (used in) operating activities - (5,206) 3,173 -
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of property and equipment (186) (328)
Purchase of available-lor-sale securilies (16,580) —
Proceeds from available-for-sale securities 5,025 —
Purchase of mivority interest in Japanese subsidiary (209) —
Investment in non-marketable securities — (450)
Net cash uscd in investing activitics (11,950) (778)
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from sale of common stock through ESP program 370 57
Offering costs incurred in connection with Series A-1 issuance 212) —
Purchase of common stock (2,419) —
Net proceeds [rom the issuance of a warrant — 500
Proceeds [rom exercise of common stock options 559 225

Six Months Ended April 30,

- 2004

2/19/2007 2:38 PM
NOV 000045938
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Net cash provided by (used in) financing activities ' (1,697)

782
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS -~ (18.853) 3,177
EFFECT OF FOREIGN EXCHANGE RATES ON CASH : 121 249
CASH AND CASH EQUIVALENTS, beginning of period ' 64,428 6,589
CASH AND CASH EQUIVALENTS, end of period $ 45,696 $ 10,015
SUPPLEMENTAL .DISCLOSURE OF CASH FLOW INFORMATION:

Cash paid for taxcs ' $ 274§ 249
SUPPLEMENTAL SCHEDULE OF NONCASH INVESTING AND :
FINANCING ACTIVITIES: _

Accretion of dividends ' - $ 149 ¢ —

Dividend in connection with exchange of Series A-1 for Series A $ 6305 % —

See notes to condensed consolidated financial statements,

5
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THE SCO GROUP, INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

(1) ORGANIZATION AND DESCRIPTION OF BUSINESS

The SCO Group, Inc.'s (the "Company") business focuses on marketing reliable, cost-effective UNLX software
products and related services for the small-to-medium sized business market. In Januvary 2003, the Company established its
SCOsource division and launched its first of scveral SCOsource initiatives to review and enforce its intclloctual property
surrounding the UNIX operating systcm. The Company acquired certain intellectual property rights surrounding UNIX and
UNIX System V source code from The Santa Cruz Operation (now Tarantella, Inc.) in May 2001,

(2) SIGNIFICANT ACCOUNTING POLICIES :
Basis of Presentation

The accompanying unaudiled condensed consolidated financial statements of the Company have been prepared by the
Company pursuant to the rules and rogulations of the Scouritics and Exchange Commission ("SEC") on a basis consistent
with the Company's audited annual financial statements, and, in the opinion of management, reflect all adjustments,
consisting of normal recurring adjustments, necessary to present fairly the financial information set forth therein. Certain
information and footnote disclosures normally included in financial statements prepared in accordance with accounting
principles gencrally accepted in the Uniled Stales of Amcerica have been condenscd or omitted pursuant to SEC rulcs and
regulations, although the Company believes that the following disclosures, when read in conjunction with the audited
annual financial statements and the notes thereto included in the Comp'my S most recent annual report on Form 10-K, are
adoquatc to make the information prosented not misleading. Opcrating rosults for the three and six months cnded Apnl 30,
2004 are not necessarily indicative of the results that may be expected for the year ending October 31, 2004,

Use of Estimates in the Preparation of Financial Statements

The preparatior of financial statcments in conformity with accounting principles gencrally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets and.
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts
of revenue and expenses during the reporting period. Actual results could differ from these estimates. The Company's
critical accounting policics and cstimates, include, among others, rovenuc recognition, allowances for doubtful accounts
receivable, determination of fair value of the derivative associated with the Company's redeem able Series A Convertible
Preferred Stock and fair value of the Company's redesmable Series A-1 Convertible Preferred Stock, 1mpa1nuent of
long-lived assets, and valualion allowatces against deferred income lax assels.

Revenue Recognition

The Company recognizes revenue in accordance with Statement of Position ("SOP") 97-2, as modified by SOP 98-9,
and Staff Accounting Bulletin ("SAB") No. 104. Revenue recognition in accordance with these pronouncements can be
complex due to the nature and variability of the Company's sales transactions. The Company's revenue is primarily from
three sources: (i) product license revenue, primarily from product sales to resellers and end users, and royalty revenue from
product sales (o original equipment manufacturers ("OEMs"); (ii) service and support revenue, primarily from providing
support and education and consulting services to end users; and (iii) licensing revenue from its SCOsource intellectual
property initiative.

2/19/2007 2:38 PM
NOV 000045940
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The Company recognizes producl revenue upon shipment il a signed contract exists, the fee is fixed and determinable,
collection of the resulting reccivable is probablo and product roturns arc reasonably cstimable, oxcopt for sales to
distributors, which are recognized upon sale by the distributor to resellers or end users.

The majority of the Company's revenue transactions relate to product-only sales. On occasion, the Company has
revenue transactions that have multiple elements (i.e., delivered and undelivered products, maintenance and other services).
For software agreements that have multiple elements, the Company allocates revenue to each component of the contract
based on the relative fair value of the elements. The fair value of each element is based on vendor specific objective
evidence ("VSOE"). VSOE is established when such elements are sold separately. The Company recognizes revenue
allocated to undclivered products when the criteria for product revenuc recognition sct forth above have been met. If VSOE
of all undelivered elements exists, but VSOE does not exist for one or more delivered elements, then revenue is recognized
using the residual method. Under the residual method, the fair value of the undelivered elements is deferred and recognized
m fulure periods and {he remaining portion of the license (ee is recognized in the current penod as product revenue.

The Companv recognizes product revenue from OEM s upon receipt of sales-out royalty reports and recognizes
revenue for ongoing customer support ratably over the period of the contract. Payments for fees are generally made in
advance and are non-refundable. Revenue from educalion and consulling services is recognized as (he related services are
porformed.

The Company's SCOsource licensing revenue to date has been primarily generated from license agreements to utilize
the Company's UNIX source code as well as from intellectual property compliance licenses. The Company recognizes
revenuc from SCOsource licensing agreoments when a signod contract exists, the fec is fixed and determinable, colloction
of the receivable is probable and delivery has occurred. If the payment terms extend beyond the Company's normal
payment terms, revenue is recognized as the payments are received.

Pro Forma Fair Valuc of Stock-bascd Compensation

The Company accounts for stock options issued to directors, offi cers and employees under Accounting Principles
Board ("APB") No. 25. Under APB No. 25, compensation cxpensc is recognized if an option's oxcrcise puco on the
mieasurement date is below the fair market Value of the Company s common stock.

Statements of Financial Accounting Standards ("SFAS") No. 148, "Accounting for Stock-Based Compensation,”
requires pro forma information regarding net income (loss) to common stockholders as if the Company had accounted for
its stock optlons granted under the fair value method. The fair value for the Company's stock optlons is estimated on the
date of grant usmg r the Black-Scholes option-pricing model.

With respect to stock options restricted stock awards granted and employee stock purchase program ("ESPP") shares
purchascd during the thrcc and six months ended Apnl 30, 2004 and 2003, the assumptions uscd arc listed in the following
table:

Three Months Six Months
Ended April30, Ended April 30,

2004 2003 2004 2003

Risk-free interest rate 29% 29% 26% 2.9%
Expected dividend yield 0.0% - 0.0% 0.0% 0.0%
Volatility _ : - ' 91.5% 142.0% 82.4% 115.0%
Expected life (in years) 3.0 23 30 23

; ‘

2/19/2007 2:38 PM
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For purposes of the pro forma disclosure, the estimated fair value of the stock options, restricted stock awards and
ESPP shares are amortized over the vesting period of the award. The following is the pro forma disclosure and the related
impact on not income (loss) and the not income (loss) per diluted common share for the three and six months onded
April 30, 2004 and 2003 (in thousands, except per share amounts):

Three Months Ended Six Months Ended April

April 30, 30,
2004 2003 2004 2003

Net income (loss) applicable to common stockholders: ‘

As reported ‘ $ (14959) § 4500 $§ (17212 $ 3,776

Stock-based compensation as reported : 396 406 598 - 618

Stock-based compensation under fair value method (426) 412) (929) (975)

Pro forma net income (loss) $ (14989) § 4494 | § (17543) § 3,419
Net income (loss) applicable to common stockholders per
diluted common share: o ' '

As reported $ (.06 % 033 % (123) § 029

Pro forma ' ’ $ (1.06) $§ 033 § (1.26) § 026

Cash and Cash Equivalents and Available-for-Sale Securities

The Company considers all highly liquid debt instruments purchased with original maturities of three or fewer months
to be cash equivalents. Cash equivalents were $42,783,000 as of April 30, 2004 and $61,701,000 as of October 31, 2003,
which primarily consisted of investments in money marl\et funds, com merctal paper, corporate notes and agencies,

Net Income (Loss) per Common Share

Basic net income (loss) per common share ("Basic EPS") is computed by dividing net income (loss) by the weighted
average number of common shares outstanding. Diluted net income (loss) per commeon share ("Diluted EPS") is computed
by dividing net income (loss) by the sum of the weighted average number of common shares outstanding and the dilutive
polential common share cquwdlenls then vulstanding. Polential common share equivalents consist of the weighted average
of shares issuable upon the exercise of outstanding stock options, restricted stock awards, issued shares of redeemable A-1
Convertible Preferred Stock and warrants to acquire common stock. The excluded anti-dilutive common share equlvalents
are not included in thé computation of Diluted EPS as their effect would have decreased Diluted EPS.

8
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The following (able is a reconcilialion of the numerator and denominalor of Basic EPS lo the numeralor and
donominator of Diluted EPS (in thousands, cxcept per share amounts):

Numcrator:

Net income (loss) applicable to common stockholders
Denominator:

Weighted average common shares outstandmg

. Effect of stock options
Effect of restricted stock awards
Effect of warrant

Total

Basic EPS
Diluted EPS
Exclnded anti-dilutive common share equivalents

(3) GOODWILL AND INTANGIBLE ASSETS

Three Months Ended Aprll Six Months Ended April ‘
30, 30,
2004 2003 2004 2003
$§ (14959) § 4500 § (17.212) $ 3,776
14,100 11,561 13,960 11,402
— L779 — 1,476
— 299 — 255
— 24 — 12
14,100 13,663 13,960 13,145
$ (1.06) $ 039 §. (123) % 0.33
b (1.06) $ 033 § (1.23) § 0.29
6,665 628 6,665

987

The following table summarizes the components of amortized intangible assets and their useful hves as of October 31,

2003 (in thousands):

As of October 31, 2003,
Gross ) .
Estimated - Carrying Accumulated Net Book
Useful Life Amount Amortization Value
Amortizable intangible assets:

. Distribution/reseller channel 5 years $§ 11,626 § - 4672 % 0,954
Acquired technology ’ 5 years 1,687 678 1,009
Acquired technology 2 years 1,555 389 1,166
Trade name 5 years 262 105 157

Total intangiblc asscts $ 15130 % 5844 § 9,286

The following table shows the activity rclated to amortized intangible asscts for the six months cnded April 30, 2004
and remaining unamortized balances as of April 30, 2004 (in thousands)

As of As of
October 31, Six Months Ended April 30,
2003 April 30, 2004 2004
Net Book Amortization Impairment  Net Book
Value Expense Loss Value

Amortizable intangible assets:

2/19/2007 2:38 PM
NOV 000045943
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Distribution/reseller channel $ 6,954 $ 1,159 § — $ 579

Acquired technology 1,009 168 ‘ — 841
Acquired technology 1,166 193 973 S
Trade name 157 26 — 131

Total intangible assets $ 9286 $ 1,546 § ° 973 $ 6,767

EEIEEIEIEEmESEEE IREEEESSIETNEESr cESDESEESs=sm SSmmmamamE

Of the $1,546,000 in amortization expense, $1,380,000 was classified as amortization of intangible assets in operating
expenses and the remaining $166.000 was classified as cost of products revenue.

9
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The Company recorded a loss on impairment of long-lived assets totaling $2,139,000, which related to an impairment
on intangible assets of $973,000 and an impairment of goodwill of $1,166,000 for the three and six months ended April 30,
2004. The impairment rclated to goodwill and intangible asscts acquired in conncetion with the acquisition of Vultus, Inc.
("Vultus") in June 2003. The Company concluded that an impairment-triggering event occurred during the three months
ended April 30, 2004 as an impending partnership that would solidify the Vultus revenue and cash flow opportunities did
not materialize. Additionally, the Company had a reduction in force that impacted the Company's ability to move the
Vullus iniliativc [orward on a sland-alonc basis. Conscquenlly, thc Company has concluded that no signilicant futurc cash
flows related to its Vultus assets would be realized. The Company pertormed an impairment analysis of its recorded
goodwill related to the Vultus reporting unit in accordance with SFAS No. 142. Additionally, an impairment analysis of the
intangiblc asscts was performed in accordance with SFAS No. 144. As a rosult of thesc analyscs, the Company wroto-down
the carrying value of its goodwill related to the Vultus acquisition from $1,166,000 to $0 and vuote-down intangible assets
related to its Vultus acquisition from $973,000 to $0.

@) RESTRUCTURING PLANS

The Company's board of directors and management has adopted restructuring plans to reduce facilities and personnel.
These restructuring plans have resulted in the Company recording expense and accruals for the costs associated with the
reduction in facilities and for severance costs of affected employees.

During the three months ended April 30, 2004, in connection with management's plan to reduce operating expenses,
the Company announced a plan which resulted ina charve of $682,000 that has been included in general and administrative
expense. The plan principally included the-elimination of approximately 16 percent of the Company's workforce. It

. impacied all opcrating departments and the cxiting of onc small [acility.

The following table summarizes the activity related to the restructuring accruals as of April 30, 2004 (in thousands):

Balance as of ‘ ' Balance as of

October 31, ) April 30,

2003 Additions Adjustments Payments 2004
Facilities . $ 348 § 399§ — § (145) 8 242
Employees : — 643 — (242) 401
Total = ~  § 348§ 682§ —$  G87)S$ 643

The remaining restructuring accrual at April 30, 2004 relates to costs associated with one facility that has future lease
payments extending through June 2005 and payments to be made to employees prior to June 30, 2004.

8] REDEEMABLE CONVERTTBLE PREFERRED STOCK

On October 16, 2003, thc Company issucd 50,000 sharcs of its redecemable Scrics A Convertible Preferred Stock (thc :
"Serics A") for $1,000 per sharc. The not procceds from the sale of the Scrics A were $47,740,000. The valuc of the
Series A is classified outside of permanent equity because of certain redemption features that are outside the control of the
Company.

The terms of the Series A included a number of redemption provisions that represent a derivative financial instrument
under SFAS No. 133, "Accounting for Derivative Instruments and Hedging Activities.” The Company determined that the
conversion feature to allow the holders of the Series A to acquire common shares was an embedded derivative that does not
qualify as a scope exemption under the provisions of EITF 00-19, "Accounting for Denvatlve Financial Instruments
Indexed to, and
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Potenlially Settled in a Company's Own Stock." This required the Company (o record at [air value and mark-to-market (he
fair valuc of the derivative. Changes in tho fair valuc of the derivative arc rocorded in the Company's statement of
operations. As of October 16, 2003, the Company, through the assistance of an independent valuation firm, determined the
initial fair valuc of the derivative was $18,069,000. As of October 31, 2003, the fair valuc of the derivative was
$15,224,000 and the decrease in fair value of $2,845,000 was recorded as change in fair value of derivative in other income
in the statcment of operations for fiscal ycar 2003, :

As of January 31, 2004, the fair value of the derivative was $11,600,000, and the decrease in fair value of $3,624,000
was recorded as change in fair value of derivative in other income in the statement of operations for three months ended
January 31, 2004. On Fcbruary 5, 2004, all outstanding Scrics A sharcs were cxchanged for sharcs of the Company's
Series A-1 Convertible Preferred Stock (the "Series A-1") and, as a result, no Series A shares remained outstanding as of
February 5, 2004. The exchange did not result in the Company receiving any additional proceeds. As of February 5, 2004,
the fair value of the derivative was $9,300,000 and the decrease in [air value of $2,300,000 from January 31, 2004 was
recorded as change in fair value of derivative in other income in the statement of operations for the three months ended
April 30, 2004. , '

As o February 5, 2004, the Company, (hrough the assistance of an independent valuation firm, determined the (air
valuo of the Scrics A-1 was $45,276,000. The Company incurred $211,000 in offering costs in conncction with the issuance
“of the Series A-1 in the exchange for Series A, resulting in a net fair value of $45,065,000. The difference of $6,305,000 in
the fair valuc of the Scrics A-1 and the combined carrying valuc of the Scrics A and the related derivative has been
recorded as a non-cash dividend in the statements of operations for the three and six months ended April 30, 2004.

Dividends on the Series A-1, if the Series A-1 is not repurchased by the Company in the repurchase transaction
described in more detail in Note 10, will be paid after October 16, 2004, the first anniversary of the original Series A
private placement, and will be paid quarterly at a rate of 8 percent per annum, subject to annual increases of 2 percent per
annum, not to exceed 12 percent per annum. The Company has the option of paying dividends in cash or shares of the
Series A-1, subject to certain limitations. Because dividends are not payable during the first year the Series A-1 is
outstanding, the Company has accrued dividends of $756,000 for three months ended January 31, 2004 and accrued
dividends of $740,000 for ihe three months ended April 30, 2004, which reduced samings Lo common slockholders.

(6) COMMITMENTS AND CONTINGENCIES
Litigation
IBM Corporation

On or about March 6, 2003, the Company filed a complaint against IBM Corporation ("IBM"). The action is currently
pending in the United States District Court for the District of Utah. The initial complaint included claims for breach of
contract, misappropriation of trade secrets, tortious interference, and unfair competition. The original ééxnplaint also
alleged that IBM obtained information concerning the UNIX source code and derivative works from the Company and
inappropriately used and distributed that information in connection with its efforts to promote the Linux operating system.
As a resull of IBM's actions, the Company is requesling damages in an amount {o be proven at trial, alleged o be
approximately $1 billion, together with additional damages through and after the time of trial. Additionally, on or about

. June 13, 2003, the Company delivered 1o IBM a notice of termination of IBM's UNIX license agreement with the
Company, which license underlies IBM's AIX soflware. ’
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On or about June 16, 2003, the Company filed an amended complaint in the IBM case. The amended complaint
cssentially restatos and reallegos the allcgations of the original complaint and oxpands on thosc claims. Most importantly,
the amended complaint raises new allegations regarding TBM's actions and breaches through the actions of Sequent
Computer Systems, Inc. ("Sequent"), which IBM acquired. The Company alleges that its license agreement with Scquent
was breached in several ways similar to those set forth above and it seeks damages flowing from those breaches, The
Company also sccks injunctive rolicf on scveral of its claims, :

IBM has filed a response and counterclaim to the complaint, including a demand for a jury trial. The Company has
filed an answer to the IBM counterclaim denying the claims and asserting affirmative defenses. On February 4, 2004, the
Company filcd a motion for lcave to filc amended pleadings in the casc proposing to amend its complaint against IBM and
to modify its affirmative defenses against IBM's counterclaims. On February 25, 2004, the court granted the Company's
motion for leave. The second amended comptlaint, which was filed on February 27, 2004, alleges nine causes of action that
are similar (o those set forth above, adds a new claim for copyright infringement and removes the claim for ,
misappropriation of trade secrets. IBM has filed an answer and counterclaim. The counterclaim filed by IBM asserts 14
claims against the Company. In its counterclaim, as amended, IBM asserts that the Company does not have the right to
terminate IBM's UNIX license or assert claims based on the Company's ownership of UNIX intellectual property against
TBM or others in the Linux community. In addition, TBM asserts that the Company has breached the GNU General Public
License and has infringed certain patents held by IBM. IBM's counterclaims include claims for breach of contract, violation
of thc Lanham Act, unfair competition, intcntional interference with prospoctive cconomic relations, unfair and decoptive
trade practices, promissory estoppel, copyright infringement for a declaratory judgment of non-infringement of copyrights,
and patent infringement.

On March 3, 2004, the U.S. Magistrate Judge issued an order addressing certain discovery matters relating to both the
Company and IBM. The Company has also filed a motion to dismiss IBM's tenth counterclaim for a declaratory judgment
of non-infringement of copyrights. The Company has also filed a motion to amend the scheduling order and a motion to
bifurcate TBM's patent counterclaims into another action. The Company filed on May 28, 2004, a publicly available reply
brief in connection with its motion to amend the scheduling order, in which the Company set forth detailed and specific
responses to IBM's claims made in connection with that motion. A hearing for these motions was held on June 8, 2004, and
the court issued its ruling on June 10, 2004. The court granted the Company's motion to amend the scheduling order w1th
certain changes, and denied IBM's opposition to such an amendment. The amended scheduling order now provides, among
other things, (hat the deadline for completing {act discovery is February 11, 2005 (previously August 4, 2004), the deadline
for completing expert discovery is April 22, 2005 (previously October 22, 2004), and the trial will begin on November 1,
2005 (previously April 11, 2005). The court also denied the motion to bifurcate the patent counterclaims without prejude to
the Company's right to raise the issue again at a later stage. IBM has also filed a motion for partial summary judgment on
its tenth counterclaim for a declaration of non-infringement. A hearing regarding our motion to dismiss and IBM's motion
for partial summary judgment on IBM's tenth counterclaim for a declaration of non-infringement is currently scheduled for
August 4, 2004. Discovery is continuing in the IBM case and the Company plans to vigorously oppose IBM's motion. .

Red Hat, Inc.

On or about August 4, 2003, Red Hat, Inc. ("Red Hat") filed a complaint against the Company in the United States
District Court for the District of Delaware. Red Hat asserts that the Linux operating system does not infringe on the
Company's UNIX intellectual property rights and seeks a declaratory judgment for non-infringement of copyrights and no
misappropriation of trade secrets. In addition, Red Hat claims the Company has engaged in false advertising in violation of
the Lanham Act, deceptive
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trade praclices, unfair competition, tortious interference with prospective business opportunities, trade libel and
disparagement.

On or about September 15, 2003, the Company filed a motion to dismiss the Red Hat complaint. The motion to
dismiss asserts that Red Hat lacks standing and that no case or controversy exists with respect to the claims secking a
‘declaratory judgment of non-infringement. The motion to dismiss further asserts that Red Hat's claims under the Lanham
Act and related state laws are barred by the First Amendment to the U.S. Constitution and the common law privilege of
judicial immunity. On April 6, 2004, the court issued an order denying the Company's motion to dismiss; however, the
court stayed the case. Red Hat has filed a motion for reconsideration. The Company intends to vigorously defend this
action. ' :

Navell, Inc.

On or about January 20, 2004, the Company brought suit in Utah State Court against Novell, Inc. ("Novell") for
slander of title seeking relief for Novell's alleged bad faith efforts to interfere with the Company's copyrights related to its
UNIX source code and derivative works and its UnixWare product. In the lawsuit, the Company requested preliminary and
permanent injunctive relief as well as damages. Through these claims the Company secks to require Novell to assign to the
Company all copyrights that it belisves Novell has wrongfully registered, prevent Novell from representing any ownership
interest in those copyrights and require Novell to retract or withdraw all representations it has made regarding its purported
ownership of those copyrights. Novell has not yet answered the Company's complaint but has filed with the U.S. District
Court for the District of Utah a notice removing the case to such federal court and a motion with the Third Judicial District
Court in Salt Lake County, Utah to transfor the venuc of the casc from such court to the Fourth Judicial District Court in
Utah County, Utah. Novell also filed a motion to dismiss the Company's complaint claiming it never transferred the
copyrights to The Santa Cruz Operation (now Tarantella, Inc.). The Company filed a response to Novell's motion to dismiss
and also filed a motion to remand the case back to the state court. On June 10, 2004, the court issued a Memorandum
Decision and Order which denied the Company's motion to remand the case to state court. The Memorandum Decision also
denied Novell's motion to dismiss in part on claims of falsity. However, the court granted Novell's motion to dismiss
regarding the Company's allegations of special damages, but granted the Company 30 days leave to amend its complaint to
plead special damages with more specificity. The Company plans to continue (o vigorously pursue ils claims agamst
Novell. :

DaimlerChrysler Corporation

On or around March 3, 2004, the Company brought suit against DaimlerChrysler Corporation ("DaimlerChrysler") for
its alleged violations of its UNTX software agreement with the Company. Specifically, the lawsuit alleges that
DaimlerChrysler breached its UNIX software agreement with the Company by failing to certify by January 31, 2004 its
compliance with the UNIX software agreement as required by the Company. The lawsuit, filed in Oakland County Circuit
Court in the Statc of Michigan, roquests the court to declarc that DaimlerChrysler has violated the cortification
requirements of its UNIX software agreement, permanently enjoin DaimlerChrysler from further violations of the UNIX
software agreement, issue a mandatory injunction requiring DaimlerChrysler to remedy the effects of its past violations of
the UNIX sofltware agreement and award the Company damages in an amount (o be determined a {rial together with costs,
attorneys' fees and any such other or different relief that the Court may deem to be equitable and just. On April 13, 2004,
DaimlerChrysler filed a motion to dismiss the Company's claims. T'hc Company is in the process of proparing its rosponsc
to DaimlerChrysler's motion and the hearing on this motion is set for July 21, 2004;
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AuloZone, Inc.

On or around March 2, 2004, the Company brought suit against AutoZone, Inc. ("AutoZone") for its alleged violations
of the Company's UNIX copynghts through its use of Linux. Spec1ﬁcally, the lawsuit alleges that AutoZone is mfrmgmg
the Company's UNIX copyrights by, among other things, running versions of the Linux operating system that contain code,

* structure, sequence and/or organization from the Company's proprietary UNIX System V code in violation of its

copyrights. The lawsuit filed in U.S. District Court in Nevada requests injunctive relief against AutoZone's further use or
copying of any part of thc Company's copyrighted matcrials and also requests damages as a result of AutoZonc's
infringement in an amount to be proven at trial. On April 23, 2004, AutoZone filed a motion to transfer the case to
Tennessee or to stay the case. The Company has filed an opposition to the AutoZone motion and a hearing is scheduled for
June 21, 2004 in Nevada.

IPO Matter

The Company is an issuer defendant in a series of class action lawsuits involving over 300 issuers that have been
consolidated under one action. The plaintiffs, the issuers and the insurance companies have negotiated a Memorandum of
Understanding ("MOU") with the inlenl of seilling the dispule between the plaintills and the issuers. The Company has
execuled this MOU and has been advised that almost all (if nol all) of the issuers have elected to proceed under the MOU.
The terms of the MOU have been reduced to a settlement agreement that is in the process of being executed by all parties.
This settlement agreement is still subject to court approval. If the settlement is approved by the court, and if no
cross-claims, counterclaims or third party claims are later asserted, this action will be dismissed with respect to the
Company and its directors.

The Company has notified its underwriters and insurance companies of the existence of the claims. Management
believes, afler consultation with legal counsel, (hal the ultimale outcome of this maltter will not have a malerial adverse

_ effect on the Company's results of operations or financial position. As of April 30, 2004, the Company has paid or accrued

19 of 83

the full retention amount of $200,000 under its insurance coverage.
Other Matters

In April 2003, a former Indian distributor of the Company filed a claim in India, requesting summary judgment for
payment of §1,428,000, and an order that the Company trade in India only through the distributor until the claim is paid.
The distribulor claims that the Company is responsible 1o repurchase cerlain software products and Lo reimburse the
distributor for certain other operating costs. Management does not believe that the Company is responsible to reimburse the
distributor for any operating costs and also believes that the return rights related to any remaining inventory have lapsed.
Management has engaged local counsel who has advised that it is likely that the current claims will fail, but that the
distributor will continue to pursue its claims either in the Indian courts or in the U.S. courts. Discovery has commenced and
initial hearings have been held and are ongoing. The Company intends to vigorously defend this action.

Pursuit and defense of the above-mentioned matters will be costly, and management expects the costs for legal fees
and related expenses may be subslantial. The ullimate outcome or potential efTect of the Company's resulls ol operations or
[inancial posilion as a result of the above-mentioned mallers is nol currently known or delerminable.

The Company is a party to certain other legal proceedings arising in the ordinary course of business including legal
proceedings anising from its SCOsource initiatives. Management believes, after consultation with legal counsel, that the
ultimate outcome of such legal proceedings will not have a material adverse effect on the Company's results of operations
or financial position.
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Arrangement with Law Firms

On or about February 26, 2003, the Company entered into an arrangement with Boies, Schiller & Flexner LLP and
other firms to investigate and review the Company's UNIX intellectual property rights. This arrangement was later
modified on November 17, 2003 and December 8, 2003, The engagement with the law firms now includes the defense
work relaled Lo counter suils and other relaliatory actions against the Company and lawsuits against end users violaling the
Company's intellectual property and contractual rights. The law firms are also representing the Company in its lawsuits
against IBM, Red Hat, Novell, AutoZone, and DaimlerChrysler.

In addition lo receiving [ees al reduced hourly rales, the Company's agreement with the law [irms provides that the law
firms will receive a contingency fee of 20 percent of the proceeds from specified events related to the protection of the
Company's intellectual property rights. These events may include settlements, judgments, licensing fees, subject to certain
exceptions, and a sale of the Company during the pendancy of litigation or through settlement, subject to agreed upon
credits for amounts reccived as discounted hourly fecs and unused retainer focs. Additionally, the Company's agrcecment
with the law firms may also be construed to include contingency fee payments in connection with the Company's issuance
of equity securities. Future payments payable to the law firms under this arrangement may be significant.

Redemption Notice from BayStar Capital II, L.P.

On April 15, 2004, the Company received a redemption notice from BayStar Capital II, L P, ("BayStar") requesting
that the Company immediately redeem 20,000 Series A-1 shares then held by BayStar. The redemption notice asserted that
BayStar is cntitled to redemption of its sharcs under the Certificatc of Dosignation, Preferences and Rights of the Serics A-1
because the Company allegedly breached certain provisions of the February 5, 2004 exchange agreement, to which each of
the Company and BayStar is a party and pursuant to which all outstanding Series A shares were exchanged for Series A-1 -
shares. BayStar's redemption notice did not provide specific information regarding the factual basis for the Company's
allcged breaches and had not been rescinded by April 30, 2004. The Company docs not belicve it has breachod any of the
referenced provisions of the exchange agreement, and, as a result, does not believe it is obligated to redeem BayStar's
Series A-1 shares. :

Subscquent Lo April 30, 2004, as discussed in Note 10, the Company and BayStar cniered into an agrcement whercby
the Company agreed to repurchase and retire all 40,000 Series A-1 shares now owned by BayStar. This agreement was
reached after several discussions between the Company's management team and Board of Directors and BayStar. Under the
terms of the repurchase agreemeni, the Company will pay Lo Bay Star $13,000,000 in cash and issue 2,105,203 shares of the
Company's common stock, which will be payable and issuable upon the effectiveness of a shelf registration statement for
the resale of the common stock issued to BayStar. Upon repurchase, all outstanding Series A-1 shares will be cancelled and
retired and the rights and preferences of the Series A-1 will be terminated. The redemption notice has not been rescinded by
BayStar. : : :

Tax Assessment on the Company's Indian Branch

During the three months ended April 30, 2004, the Indian branch of the Company's United Kingdom subsidiary, SCO
Group Ltd., reccived a withholding tax asscssment from the Government of India Incomc Tax Department ("Tax
Department") for the period of April 2000 through March 2001. During the April 2000 through March 2001 period, SCO
Group Ltd. was owned by The Santa Cruz Operation (now Tarantella, Inc.) and not the Company. The Company acquired
SCO Group Lid. in May 2001 as part of an assetl purchase from Taranlella.

The Tax Department assessed SCO Group Ltd. with a 15 percent withholding tax on certain revenue transactions in
India that the Tax Department deemed royalty revenue under the Indian
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income Tax Act. The total amount of the withholding tax is $396,000. The Company was not aware of this liability until
March 2004, when it received a formal tax assessment from the Tax Department, as it believed that it had been
_appropriately accounting for the revonuc and rolated taxcs on transactions in India.

The Company has filed an appeal with the Tax Department and believes that its packaged software does not qualify
for "royalties" treatment, and would therefore not be subject to withholding tax. Additionally, the SCO Group, Ltd, the
company on which the assessment was levied has filed for bankruptey. Although the Company intends to vigorously

* defend this tax asscssment, there can be no assurance 1t will provail against the T'ax Department.

The Company has recorded the charge for $396,000 related to the tax assessment in the three and six months ended
April 30, 2004 as a component of its provision for income taxes in its statement of operations. In connection with the tax
asscssment, thc Company has accrucd $81,000 in penaltics that were asscsscd. The Company has also reviewed the assct
purchase agreement between it and Tarantella, specifically the indemnification provision surrounding income taxes. The
Company is in the process of informing Tarantella of the existence of this liability and may pursue its options to receive
indemnification from Tarantella for this liability. At this point, it is unknown if the Company will be successful in these
efforts, and therelore no receivable has been recorded [rom Tarantella. .

The Company believes that it is probable that the Tax Depariment will pursue similar assessments on SCO Group Lid.
for taxable periods subsequent to March 2001. Because of this probability, and the Company's inability to determine at this
point if the Company will prevail against the Tax Department, the Company has accrued the full amount of the estimated
withholding tax of $314,000 for these subsequent periods as provision for income taxes in its statements of operations for
the three and six months ended April 30, 2004, ’ '

(7) STOCKHOLDERS' EQUITY
Stock-Based Compensation

The following table details the components of stock-based compensation for the three and six months ended April 30,

- 2004 and 2003 (in thousands):

21 0f 83

Three Months Six Months Ended
Ended April 30, April 30,
2004 . 2003 2004 2003
Amortization of stock-based compensation § 113 § 239 § 223 $§ 39
Options and shares for services o . 283 167 283 222
Modifications to options 92
Total , | $ 39 $ 406 $ 598 $ 618

During the three and six months ended April 30, 2004, the Company granted options to purchase 483,000 and 532,000
shares of common stock with an average exercise price of $8.70 and $9.38 per share, respectively. None of these stock
options were granted with an exercise price below the quoted market price on the date of grant. During the three and six
months ended April 30, 2004, oplions to purchase approximately 193,000 and 368,000 shares of common stock were
exercised with an average exercise price of $1.35 and $1.52 per share, respectively. As of April 30, 2004, there were

- approximately 3,624,000 stock options outstanding with a weighted average exercise price of $4.48 per share.

During the three months ended January 31, 2004, the Company modified an option grant to one of its board mmﬁbers.
The Company recognized compensation cxpensc of approximatcly $92,000 relatcd to the modification of this option.
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Options to Consultants

During the three months ended April 30, 2004, the Company entered into an agreement with a consultant to provide
financial consulting and investor relations services to the Company. The agreement is for an initial period of three months
and may be renewed by both parties for additional three-month periods. The Company will pay the consultant a fixed fee of
$10,000 per month. As parl of the agreement, the Company granled to the consullant an oplion (o acquire 200,000 shares of
the Company's common stock at a price of $10.03 per share, the fair value of the Company's common stock on the date the
agreement was finalized. In the event of non-performance by the consultant, the consultant will be required to pay to the
Company a fee equal to 20 percent of the fair value of the option. The Company used the Black-Scholes option pricing
model to determine the fair value of the option of $269,000, of which $50,000 was recorded as expense in the three months
ended April 30, 2004. Assumptions used in the Black-Scholes option pricing model to determine the fair value of the option
were the following; risk free interest rate of 2.9 percent, volatility of 66 percent, dividend yield of 0 percent, and a

- conlractual term of (hree months.

22 0f 83

In December 2002, the Company issued an option to acquire 100,000 shares of the Company's common stock at $1.52
per share to a consultant for services. The option vests as follows, (i) options to purchase 50,000 shares vest on a monthly -
basis over a 12-month period, and (it) the remaining options to purchase 50,000 shares vest upon the achievement of certain
milestones. The fair value of the options are expensed in the periods the services are performed and the milestones are
achieved. During the three months'ended April 30, 2004, the Company recorded $233,000 of expense related to this option.

Stock Buyback Program

On March 10, 2004, the Company's board of directors authorized management; in its discretion, to purchase up to '
1,500,000 shares of the Company's common stock over the 24-month period following March 10, 2004, the time at which
the repurchase program was effective. Any repurchased shares will be held in treasury and will be available for general
corporatc purposcs. The repurchasc program will allow the Company to repurchasc its sharcs from timc to time in
accordance with the requirements of the Securities and Exchange Commission on the open market, in block trades and in
privately negotiated transactions, depending on market conditions and other factors. During the three months ended
April 30, 2004, the Company purchased approximately 290,000 shares of ils common stock al a lolal cost of approximately
$2,414,000. ' :

(8) SIGNIFICANT CUSTOMERS

During the three and six months ended April 30, 2004 and 2003, no singlc customer accounted for morc than
10 percent of total revenue.

(9) SEGMENT INFORMATION

The Company's resources are allocated and operating results managed to the operating income (loss) level for each of
the Company's two geographic units for its UNIX division and the Company's SCOsource licensing division. The
geographic units for the UNIX division consist of the Americas division and the International division. The revenue, cost of
revenue and direct sales and markeling expenses are racked for each division, The costs of corporate sales and marketing,
research and development, general and administration and other (which include non-cash amortization of intangibles assets
related to the UNIX division) are allocated to each division based on that division's percentage of total revenue. The
corporale revenue and expenses include amounts not directly atlributable to a specific division.
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For purposes of comparing the three and six month periods ended April 30, 2003 to the three and six month periods
ended April 30, 2004, the Company has combined the results of operations for its EMEA and Asia operations into the
column 'Intcrnational, has scgrogated its SCOsource operations from the 'Corpoxjato' column, and has also allocated tho

amortization of intangible assets to the Americas and International divisions.

Segment disclosures for the Company's operating divisions are as follows for the three and six months ended April 30,

2004 and 2003 (in thousands):

Three Months Ended April 30, 2004

Americas International SCOseurce Corporate Total
Revenne : $ 5807 §$§ - 4206 $ 1 3 113§ 10,137
Cost of revenue ' 1,228 732 4,484 14 6,438
Gross margin : - 4,579 © 3474 (4,473) 99 3.679
Sales and markeling 1,687 2,430 " 581 — 4,698
Research and development : 1,622 1,175 71 — 2,868
General and administrative 1,387 1,005 = — 2,392
Other 344 249 — . 2,535 3,128
Total operating expenses 5,040 - 4,859 652 2,535 13,086
Loss from opcrations - $ @46l) $ v (1,385) $ ' (5.125) $§  (2436) § (9.407)
’i'ﬁree Months Ended April 30, 2003
Americas International SCOsource Corporate Total
Revenue ' $ 6,710 $ . 6,335 § - 8,250 $ 74§ 21,369
Cost of revenue - 1,357 1,254 2,163 373 5.147
Gross m.argin' : . 5,353 - 5,081 - 0,087 o 299) 16,222
Sales and marketing ‘ C2375 3670 - 6 6,051
Research and development ‘ o 1,300 1,228 C— 14 2,542
General and administrative 748 706 - 0 — 8 1,462
Other ' ' 357 343 — 542 1,242
Total operating expenses ’ 4,780 5,947 — 570 11,297
Income (loss) from operalions B 573 % ~ (866) § 6,087 § (869) $ 4,925
. Rut e v o) 800 AT 1 AR B3 2 R R RO ' 101 R SRR IR Y TR ERIRI KR EA T R ICERETIR R R
Six Munths Ended April 30, 2004
Americas International SCOsource Corporate Total
Revenue $ 12,570 § 8,879 $ 31 § 49 $ 21,529
Cost of revenuc : 2,598 1,550 7,924 36 12,108
Gross margin 9,972 . 7,329 (7,893) 13 9,421
Sales and marketing 4,230 4,898 591 — 9,719
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98 -

3,219 2,258 — 5,575

2,681 1,883 22 — 4,586

816 564 — 2,737 4,117

10,946 9,603 711 2,737 23,997

$ (974) $ (2,274) $  (8,604) $  (2,724) $ (14,576)
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Six Months Ended April 30, 2003

Amcricas International SCOsource Corporate Total
Revenue 8 13974 § 12,525 §. 8250 $ 160 $ 34,909
Cosl of revenue 2,716 2,659 S 2,163 487 8,025
Gross margin 11,258 9,866 6,087 (327 26,884
Sales and marketing 5,010 7471 — 10 12,491
Research and development 2,722 2,439 — 31 5.192
General and administrative 1,633 - 1,460 — 19 3,112
Other : 742 _ 6358 — 502 1.902
Total operating expenses 10,107 12,028 o 562 22,697

Income (loss) from opcralions b 1,151 § (2,162) $ 6,087 § (889) $ 4,187

Long-lived assets, which include property and equipment as well as intangible assets and goodwill, by location consist
of the following as of April 30, 2004 and October 31, 2003 (in thousands):

April 30, October 31,
004 2003,
Long-lived assets: ,
United States $ 7357 $ 11,234
Tnternational : 282 366
Tolal long-lived assels $ 7639 §$ 11,600

(10) SUBSEQUENT EVENTS
Conversion of SCI;iCS A-1 Shares and Transfer of Series A-1 Shares to BayStar

On May 5, 2004, the Company received a notice from Royal Bank of Canada ("RBC") that RBC had elected to
convert 10,000 Series A-1 shares into a total of 740,740 shares of the Company's common stock. The converted Series A-1
shares were originally purchased at a price of $1,000 per share and were converted into shares of common stock based on a
conversion price of $13.50 per share. Additionally, RBC informed the Company that it sold its remaining 20,000
Series A-1 shares to BayStar, which now holds a total of 40,000 Series A-1 shares.

Agreement to Repurchase BayStar Series A-1 Shares

On May 31, 2004, the Company entered into an agreement with BayStar to repurchase and retire BayStar's 40,000
Series A-1 shares. Terms of the agreement require the Company to pay to BayStar $13,000,000 in cash and issue 2,105,263
shares of the Company's common stock. The repurchase price will be payable and issuable upon the effectiveness of a shelf
registration statement [or the resale of (he shares of common stock that will be issued Lo BayStar upon the completion of the
repurchase. In the event that a shelf registration statement is not declared effective by the SEC, the transaction will not be
completed. Upon repurchase, all Series A-1 shares will be cancelled and retired and the rights and preferences of the
Scrics A-1 and associatcd contractual rights will be Lerminated.
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

This Management's Discussion and Analysis of I'inancial Condition and Results of Operations and other parts of this
quarterly report on I'orm 10-Q contain forward-looking statements that involve risks and uncertainties. Forward-looking
statements can also be identified by words such as "intends,” "anticipates," "expects,” "believes," "plans,” "predicts,” and
similar terms. Forward-looking statements are not guarantees of fiture performance and our actual results may differ
significantly from the resulls discussed in the forward-looking statements. Factors that might cause such differences
include, but are not limited to, those set forth below under "Forward-Looking Statements" and "Risk Factors" and
elsewhere in this Form 10-Q. The following discussion should be read in conjunction with our consolidated financial
statements and notes thereto included in this Irorm 10-Q and our annual report on I'orm 10-K for the year ended
October 31, 2003 filed with the Securities and Exchange Commission, including the audited financial statements and
munugement’s discussion and anulysis contained therein. All informativn presented herein is used on the three and six
months ended April 30, 2004. We assume no obligalion lo revise or updaie any forward-looking stalements for any reason,
except as required by law. :

Qverview

Historical Background. 'We originally incorporated as Caldera Systems, Inc., a Utah corporation ("Caldera
Systems"), and reincorporated as a Delaware corporation on March 6, 2000. In March 2000, we completed an initial public
offering of our common stock. On May 7, 2001, we formed a new holding company in Delaware under the name of Caldera -
International, Inc. to acquire substantially all of the assets and operations of the server and professional services groups of
The Santa Cruz Operation (now Tarantella, Inc.). In connection with this acquisition, Caldera Systems became a

* wholly-owned subsidiary of Caldera International, Inc. Former holders of shares and options to purchase shares of Caldera
Syslems received an equal number of shares and options lo purchase shares in Caldera International, Inc. On May 16, 2003,
our stockholders approved our corporate name change to The SCO Group, Inc.

Recent Developments. On February 5, 2004, we completed a transaction pursuant to an exchange agreement among
us, BayStar Capital IT, L.P. ("BayStar") and Roya] Bank of Canada ("RBC") in which each outstanding share of our
then-outstanding redeemable Series A Convertible Preferred Stock was exchanged for one share of our new redeemable
Series A-1 Convertible Preferred Stock. On April 15, 2004, we received a redemption notice from BayStar requesting that
we immediately redeem 20,000 Serics A-1 sharcs then held by BayStar, The redemption notice asscrted that BayStar is
entitled to redemplion of its the Series A-1 shares under the Certificate of Designation, Preferences and Rights for the
Series A-1 shares because we allegedly had breached cerlain provisions of our February 5, 2004 exchange agreement,
BayStar's redemption notice did not provide specific information regarding the factual basis for our alleged breaches of the
exchange agreement, bul we do nol believe we have breached the exchange agreement. As aresult, we do not believe we
are obligated to redeem BayStar's Series A-1 shares.

On May 5, 2004, we received a notice from RBC of its election to convert 10,000 shares of our Series A-1 Convertible
Preferred Stock into a total of 740,740 shares of our common stock. Additionally, RBC informed us that it sold its
remaining 20,000 Senes A-1 shares to BayStar, making BayStar the sole holder of all 40,000 outstandmg Series A-1
shares.

On May 31, 2004, we entered into an agreement with BayStar to repurchase and retire BayStar's 40,000 Series A-1
shares. Terms of the agreemenl require us o pay Lo BayStar $13,000,000 in cash and issue 2,105,263 hhdl'eh of our commaon
stock, which consideration will be payable and issuable upon the effectlveness ofa reglstranon statement covering the
resale of the common stock issued to BayStar. In the event that the registration statement is not declared effective by the
SEC, the repurchase
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{ransaction with BayStaf will not be completed. Upon completion of the repurchase ransaction, all Series A-1 shares will
be cancolled and retired and the rights and profercncos of the Serics A-1 sharcs will be terminated. The transaction will also
eliminate BayStar's contractual rights and will include a general release by both parties.

On or about January 20, 2004, we brought suit against Novell, Inc. ("Novell") for slander of title seeking relief for
Novell's alleged bad faith efforts to interfere with our copyrights related to our UNIX source code and derivative works and
our UnixWare product. In the lawsuit, we request preliminary and permanent injunctive relief as well as damages. Through
our claims, we seek to require Novell to assign to us all copyrights that we believe Novell has wrongfully registered,
prevent Novell from representing any ownership interest in those copyrights and require Novell to retract or withdraw all
rcprescntations it has madc regarding its purported owncrship of those copyrights. On Junc 10, 2004, the court issucd a
memorandum decision and order which denied our motion to remand the case to state court. The memorandum decision
also denied Novell's motion to dismiss in part on claims of falsity. However, the court granted Novell's motion to dismiss
regarding our allegations of special damages, bul granted us 30 days leave Lo amend our complaint and plead special
damages with more specificity. )

On or about March 2, 2004, we brought suit against AutoZone, Inc. for its alleged violations of our UNIX copyrights
through its use of Linux. Specifically, the lawsuil alleges (hal AutoZone is infringing our UNIX copyrights by, among other
things, running versions of the Linux opcrating system that contain code, structuro, scquence and/or organization from our
proprietary UNIX System V code in violation of our copyrights. The lawsuit filed in U.S. District Court in Nevada requests
injunctive relicf against AutoZonc's further usc or copying of any part of our copyrightcd materials and also requests
damages as a result of AutoZone's infringement in an amount (o be proven at trial. On April 23, 2004, AutoZone {iled a
motion to transfer the case to Tennessee or to stay the case. We have filed an opposition to the AutoZone motion and a
hearing is currently scheduled for June 21, 2004,

On or about March 3, 2004, we brought suit against DaimlerChrysler Corporation for its alleged violations of its
UNIX software agreement with us. Specifically, the lawsuit alleges that DaimlerChrysler breached its UNTX software
agreement with us by failing to voluntarily certify by January 31, 2004 its compliance with its UNIX software agreement as
required by us. The lawsuit, filed in Oakland County Circuit Court in the State of Michigan, requests the court to declare
thal DaimlerChrysler has violated the certification requirements of its UNTX soflware agreemenl, permanently enjoin
DaimlerChrysler from further violations of the UNIX software agreement, issue a mandatory injunction requiring
DaimlerChrysler to remedy the effects of its past violations of the UNIX software agreement and award us damages in
amount to be determined at trial together with costs, attorneys' fees and any such other or different relief that the Court may
deem to be equitable and just. On April 15, 2004, DaimlerChrysler filed a motion to dismiss our claims. We are in the
process of preparing our response to DaimlerChrysler's motion and the hearing on this motion is set for July 21, 2004.

On March 10, 2004, our board of directors authorized management, in its discretion, to purchase up to 1,500,000
shares of our common stock over a 24-month period. Shares may be purchased in open market transactions, block
purchases or privately negotiated transactions. Any repurchased shares will be held as treasury stock and will be available
for general corporate purposes. During the quarter ended April 30, 2004, we purchased 290,000 shares of 6ur common
stock in open market purchases for a total cost of $2,414,000.

Business Focus

We generate revenue primarily from two sources: product and services revenue from our UNLX operating systems
business and license fees from our SCOsource licensing business.
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UNLX Business. Our UNIX business serves the needs of small-lo-medium sized businesses, including replicated sile
franchisces of Fortunc 1000 compamcs by providing roliable, cost offcctive UNLX operating systoms and softwarc
products to power computers running on Intel architecture. Our largest source of UNTX business revenue is derived from
our worldwidc, indirect, leveraged channcl of partners, which includes distributors and independent solution providers, We
have local offices in a number of countries that provide support and services to customers and resellers in that geographic
arca. The other principal channcl for sclling and marketing our UNIX products is through major corporations that havc a
large number of replicated sites or franchisees. We access these corporations through their information technology or
purchasing departments with our Area Sales Managers in the United Stales and {hrough our reseller channel in countries
outside the Uniled Slales. In addition, we also sell our operaling system products lo OEMs. Unlil fiscal year 2003, the
majority of our revenug and our operating expenses were derived from our UNIX business. The following table shows the
operating rosults of the UNIX business (cxcluding the SCOsourcc division and corporatc costs) for the three and six months
ended April 30, 2004 and 2003 (in thousands):

Three Months Ended April  Six Months Ended April

30, 30,
2004 2003 2004 2003

Revenue _ ‘ $ 10,013 $§ 13,045 $ 21,449 § 26499
Cosl of revenue e 1,960 - 2,611 4,148 5,375

Gross margin . 8,053 10,434 17,301 21,124
Sales and marketing ' 4,117 6,045 9,128 12,481
Research and development 2,797 2,528 5,477 5,161
General and administralive 2,392 1,454 4.564 3,093
Other » 593 700 1,380 1,400

Total operating expenses , 9,399 10,727 . 20,549 22,135

Loss [fom operalions ' , $ (1,846) § (293) $ (3.248) § (1,01D)

Revenue from our UNIX business decreased by $3,032,000, or 23 percent, for the second quarter of fiscal year 2004
compared to the sccond quarter of fiscal year 2003, and revenuc from our UNIX busincss deercased by $5,050,000, or
19 pereent, for the first two quarters of fiscal ycar 2003 compared to the first two quarters of fiscal yoar 2004. The revenuc

. from this business has been declining over the last several quarters primarily as a result of increased competition from

allernalive operaling syslems, parlicularly Linux, and lower information technology spending [or UNIX products. I we are
unable to generate positive cash flow and profitable operations, our UNIX operations may be adversely impacted.

The declme in our UNIX business revenue may be accelerated if industry partners withdraw their support as a result of
our 3COsource initiatives and in particular any lawsuits against end users violating our intellectual property and contractual
rights. Our SCOsource initiatives, particularly lawsuits against such end users, may cause industry partners, developers and
hardware and software vendors to choose not to support or certify to our UNIX operating system products. This would lead
to an accelerated decline in our UNIX products and services revenue.

In an effort to attain profitability in our UNIX division, we have decreased our operating costs and increased our gross
margin percentage over the last several quarters. Operating costs for our UNIX division decreased from $10,727,000 for the
second quarter of fiscal year 2003 (o $9,899,000 for the second quarter of fiscal year 2004, and decreased from
$22,135,000 [or the first two quarters of fiscal year 2003 Lo $20,549,000 for the first two quarters of fiscal year 2004. These
cost reductlons have primarily been attributable to reduced hcadcount We have reduced the number of employees in our
UNIX division from 329 as of April 30, 2003 to 263 as of April 30, 2004, eliminated redundant facilities
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and reduced other discrelionary spending while still preserving our worldwide infrastructure. Our gross margin percenlage
from our UNIX busincss during thesc periods was consistently near $0 percent.

Included in operating costs in the above table, under the caption ‘Other,' are non-cash charges for the amortization of
intangibles. Also during the second quarter of fiscal year 2004, we incurred a charge of $682,000 classified as general and
administrative expense that was related to the elimination of certain positions in the UNLX division. We believe that these
cuts will enable the UNIX division to generate improved operating results for the last two quarters of fiscal year 2004,

An imporiant initialive for our UNIX division for our 2004 fiscal year will be our conlinued investment in and
commitmenl (o our UNIX operating systems. As part of (his iniliative, we inlend lo release new versions of our UnixWare
operating system in June 2004 and our OpenServer operating system in the first calendar quarter of 2005 and will provide
these products with increased system reliability, backward compatibility with existing applications and software, increased

~ application and hardwarc support, intogratc widely uscd intemct applications and incroascd system performance. Thesc

cnhancements will not have a dircet impact on our short-term UNIX revenuc becausc of the long adoption cycle for now

operating system purchases and our long operating system product sales cycle, but we believe that they will help prolong
our UNIX revenue stream for future quarters,

SCOsource Business. During the 2003 fiscal year, we became aware that our UNIX code and derivative works had
been inappropriately included in the Linux operating system. We believe the inclusion of our UNIX code and derivative
works in Linux has been a major contributor to the decline in our UNIX business because users of Linux generally do not
pay for the operating system but only minimal fees, if any, for service and maintenance. The Linux operating system
compotes dircctly with our OpenScrver and UnixWare products and has taken significant market sharc from thesc products.

In an effort to protect our UNIX intellectual property, we initiated our SCOsource licensing initiatives. These

initiatives now include, among others, secking to enter into license agreements with UNIX vendors and implementing a

worldwide program offering SCOsource intellectual property ("IP") licenses to Linux end users allowing them (o continue
to use our UNIX source code and derivative works found in Linux. Our SCOsource efforts resulted in the execution of two
significant vendor license agreements during fiscal year 2003. In the second quarter of fiscal year 2004, we increased our
SCOsource sales and marketing efforts as we continue lo implement our SCOsource licensing stralegies.

The following table shows the operating results of the SCOsource business for the three and six months ended
April 30, 2004 and 2003 (in thousands): : : :

Three Months Ended Six Months Ended

- April 30, _ April 30,
2004 - 2003 2004 2003

Revenue $ 11 $ 8250 § 31 § 8250
-~ Cost of revenue . 4,484 2,163 - 7,924 2,163
Gross margin - (4,4’73) 6,087 (7,893) 6,087
Sales and marketing 581 — 591 —
Research and development ' 71 — 98 —
General and administrative — — 22 —
Other — — _ _
Total operating expenses 652 — 711 —
Income (loss) from operations : : § (5,125) $ 6,087 $ (8,604) § 6,087

§
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Our future success with our SCOsource initiatives and future revenue from SCOsource licenses will depend on our
ability to protect our UNIX intellectual property. We will continue to devote resources to our SCOsource initiatives, and we
gencrally cxpeet quarterly legal focs and othor SCOsource related costs for the last two quarters of fiscal yoar 2004 will be
consistent with the current level of costs incurred in the second quarter of fiscal year 2004. However, legal expenses could
increase over time depending on developments in our litigation matters, and certain events may take place that could
require us to pay a 20 percent contingency fee to our law firms. These events may include settlements, judgments, licensing
[ces, subject lo certain cxceplions, and a salc of our company during the pendancy of liligation or through scltlement,
subject to agreed upon credits for amounts received as discounted hourly fees and unused retainer fees. Additionally, our
agreement with our law firms may also be construed to mclude contingency fee payments in connection with any issnance
of our cquity sccuritics.

Because of the uncertainties related to our SCOsource business, we are unable to estimate the amount and timing of
future SCOsource licensing revenue. This uncertainty représents a significant risk and challenge for us, both in the short
and long term. I we do receive revenue from (his sousce, it may be sporadic and fuctuats from guarter W quarter, Qur
SCOsourcce initiatives arc unlikely to produce a slable or predictable revenue stream Lor the forescoable fulurc,

- Additionally, the success of these initiatives may depend on the strength of our intellectual property rights and contractual

32 of 83

claims regarding UNIX, including the strength of our claim that unauthorized UNIX source code and derivative works are
prevalent in Linux. We generated minimal SCOsource revenue in the first and second quarters of fiscal year 2004, but we -
anticipato that revenuc from vendor licenscs and IP licenses will increasc during the last two quarters of fiscal ycar 2004,

Critical Accounting Policies

Our crilical accounting policics and csliinalgs in'cludcv the following:
. Revenue recognition;
Deferred income taxes and re!atéd valuation a]_]nwances;
- Fair value of derivative ﬁnanciai instrument and Series A-1 Convertible P;éferred Stock;
lmpainﬂcnl of loug-iivcd asscts; and

Aliowances for doubtful accounts.

Revenue Recognition. 'We recognize revenue in accordance with Statement of Accounting Position ("SOP") 97-2, as
amended, and Staff Accounting Bulletin ("SAB") 104. Revenue recognition in accordance with these pronouncements can
be complex due to the nature and variability of our sales (ransactions, We recognize products revenue and SCOsource
revenue upon shipment if a signed contract exists, the fee is fixed and determinable, collection of the resulting receivable is
probable and product returns are reasonably estimable, except for sales to distributors, which are recognized upon sale by
the distributor to resellers or end users. We recognize product revenue from royalty payments upon receipt of quarterly
royalty reports from OEMs related to their product sales.

The majority of our revenuc transactions relate to product sales only. On occasion we have revenuc transactions that
include multiple elements (i.e., delivered and undelivered elements including maintenance, support and other services). For
invoices or contracts uwolvmg multiple elements, we allocate revenue to each component of the contract based on
objective cvidence of its fair valuc. The fair valuc of cach clement is bascd on amounts charged when such clements arc
sold in separale (ransactions. We recognize revenue allocaled Lo undelivered products when the criteria for revenue
recognition set forth above have been met.
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Estimales used in our revenue recognition include (he determination of credit-worthiness and verification of sales-out
reporting to cnd uscrs through our two-tior distribution channel. We also provide reserves against rovenue based on
historical trends and experience. To the extent these estimates were incorrect our recognized revenue would be adversely
impacted and would harm our results of operations. Additionally, if our busincss conditions change or our revenuc
contracts begin to contain more multipls elements, our future revenue recognition in future periods may be impacted as a
larger component of revenuc may be doforred. As of April 30, 2004, our doforred rovenuc balance was $7,554,000 and

- related primarily to product maintenance and support contracts.

330f83

Deferred Income Taxes and Related Valuation Allowance. The amount, and ultimate realization, of our deferred
income tax asscts depends, in part, upon the tax laws in offcct, our futurc camings and other futurc cvents, the cffects of
which cannot be determined. We have provided a valuation allowance of $52,908,000 against our entire net deferred tax
asset as of October 31, 2003. The valuation allowance was recorded because of our history of net operating losses and the
uncerlainlies regardlng our [ulure operaling profitabilily and taxable income.

Tair Value of Derivative inancial Instrument and Series A-1 Convertible Preferred Stock. On October 16, 2003, we
issued 50,000 shares of our redeemable Series A Convertible Preferred Stock for $1,000 per share. The net proceeds from
the sale of the pre['erred stock were $47,740,000. The terms of the preferred stock include conversion and a number of

“ redemption provisions that roprosent a derivative financial instrument under SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," as amended. We determined that the conversion feature allowing the holders of the
proferred stock to acquirc common sharcs is an cmbedded derivative financial instrument that docs not qualify as a scope
exemption under the provisions of Emerging Issues Task Force ("EITF") 00-19, "Accounting for Derivalive Financial
Instruments Indexed to, and Potentially Settled in a Company's Own Stock."

As of October 16, 2003, through the assistance of an independent valuation firm, we determined the initial fair value
of the derivative was $18,069,000 and the value of the preferred stock was $29,671,000. We were required to account for
the conversion feature as an embedded derivative since the preferred stock instrument did not entitle the holders to equity
features such as voting rights and board representation. As of October 31, 2003, the fair value of the derivative was _
$15,224,000 and the decrease in fair value of $2,845,000 was recorded as change in fair value of derivative in other income
in the statement of operations lor fiscal year 2003. Ab ol January 31, 2004, the air value of the derivative was $11,600,000
and the decrease in fair value of $3,624,000 was recorded as change in fair value of derivative in other income in our
condensed consalidated statement of operations for the three months ended January 31, 2004.

On February 5, 2004, we completed an exchange transaction in which each outstanding Series A share was exchanged
for one share of our new redeemable Series A-1 Convertible Preferred Stock. We received no additional proceeds in the
exchange. The exchange transaction eliminated the derivative related to the Series A shares that was initially recorded as a
current liability on our balance sheet and eliminated the charge in our quarterly statements of operations for the change in
the [air value of the derivalive related to the Series A shares. The derivalive was eliminated due Lo certain rights and
privileges included in the new Series A-1 shares, such as voting rights and rights to board representation, among others,
that were not included in the Series A shares.

We recorded $2,300,000 as change in fair value ol derivalive in other income in the second quarler of fiscal year 2004
related to the change in the fair value of the derivative between January 31, 2004 and February 5, 2004, the time at which
the cxchangc agreement was cxcouted. Through the assistance of an ndependent vatuation firm, we dotermined the fair
value of the Series A-1 shares to be $45,276,000 as of February 5, 2004. We recorded a dividend in the second quarter of
fiscal year 2004 of $6,305,000 related to the difference between the fair value of the Series A-1 shares and the carrying
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value of (he previously issued Series A shares and related derivalive. This dividend reduced eamings to common
stockholders. The estimated fair valuc of the Scrics A-1 sharos as of February 5, 2004 was calculatod using a binomial
model. Specific assumptions used included: 2.7 years to maturity, 11 percent equwalent bond yield, risk-free rate of
2.4 percent, volatility of 130 percent.

Impairment of Long-lived Assets. We review our long-lived assets for impairment when events or changes in
circumstances indicate that the book value of an asset may not be recoverable. We evaluate, at each balance sheet date,
whether events and circumstances have occurred which indicate possible impairment. The carrying value of a long-hved
asset is considered impaired when the anticipated cumulative undiscounted cash flows of the related asset or group of assets
is less than the carrying valuc. In that cvent, a loss is recognized based on the amount by whlch the carrying valuc cxcceds
the estimated fair market value of the long-lived asset.

We performed an impairment analysis as of April 30, 2004 in accordance with SFAS No. 142, "Goodwill and Other
Intangiblc Asscts” and SFAS No. 144, "Accounting for the Impairment or Disposal of Long-Lived Asscts," and dotcrmined
that the goodwill and intangible assets related to the Vultus technology, which we acquired from Vultus, Inc. ("Vultus") in
June 2003, had been impaired. We concluded that an impairment-triggering event occurred during the second quarter of
fiscal year 2004 as an impending parinership that would solidify the Vultus revenue and cash flow opportunilies did not
materialize. Additionally, we had a reduction in force that impacted our ability to move the Vultus initiative forward on a
stand-alone basis. Consequently, we have concluded that no significant future cash flows related to its Vultus assets would
be realized. As a rosult of thesc analyscs, we wrotc-down the carrying valuc of our goodwill related to the Vultus ,
acquisition from $1,166,000 to $0 and wrote-down intangible assels related (o our Vultus acquisition from $973,000 to $0.

Write-downs of intangible assets may be necessary if the future fair value of these assets is less than carrymg value, If
the operating trends for our UNIX business continue to decline or the value of our common stock were to significantly -
decrease, we may be required to record an lmpalrment charge in a future period related to the carrymg value of our
intangible assets with finite lives.

Al/owance Jor Doubifil Accounts. We offer credit terms on the sale of our products toa ma_]onty of our customers
and require no collateral from these customers. We perform ongoing credil evaluations of our customers' [inancial
condilion and mainlain an allowancc for doubtful accounts bascd upon our hislorical collcction expericnce and cxpecled
collectibility of all accounts receivable and have applied these policies consistently throughout the three and six months
ended Apnl 30, 2004. Our allowance for doubtful accounts, which is determined based on our historical experience and a
specilic review of cusiomer balances, was $155,000 as of Apul 30, 2004. Our past experience has resulied in minimal
differences from the actual amounts provided for bad debts and our recorded estimates. However, our actual bad debts in
future periods may differ from our current estimates and the differences may be material, which may have an adverse
1mpact on our future accounts receivable and cash position.
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The follovﬁng table presents our results of opea-rz.lﬁons for the three and six months ended April 30, 2004 and 2003 (in

stockholders

thousands):
Three Months Ended April Six Months Ended April
30, 30,
Statement of Operations Data: 2004 2003 2004 2003
Revenue:
Products B 8415 § 11,122 § 18,127 22212
SCOsource licensing 11 8,250 31 8,250
Services 1,711 1,997 3,371 4,447
Total revenue 10,137 21,369 ' 21,529 - 34,909
Cost of revenuc:
Products _ 901 1,206 - 1,789 2392
SCOsourcc licensing 4,484 2,163 7,924 2,163
Services 1,073 1,778 2,395 3,470
Total cost of revenue 6,458 5,147 12,108 8,025
Gross margin 3,679 16,222 9,421 26,884
Operating expenses: ‘
Salcs and markeling 4,698 6,051 9,719 12,491
_ Research and development 2,868 2,542 5,575 5,192
General and administrative 2,392 1,462 4,586 3,112
Loss on impairment of long-lived assets 2,139 — 2,139 —
Restructuring charges (reversals) — 136 — (116)
Amortization of intangibles 393 700 1,380 1,400
Stock-based compensation 396 406 598 618
Total operating expenses 13,086 11,297 23,997 22,697
Income (loss) from operations 9,407) - 4925 (14,576) 4,187
Equity in income (losses) of affiliates 37 (75) 74 (100)
Other income (expense), net 2,422 (48) 6,185 @)
Provision for income taxes (966) (302) (1,094) (307)
Net income (loss) (7.914) 4.500 9,411) 3,776
Dividends on redeemable convertible preferred (7,045) — (7,801) —
stock
Net income (loss) applicable to common § (14959 $ 4500 § (17.212) $ 3,776
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- THREE AND SIX MONTHS ENDED APRIL 30, 2004 AND 2003

37 of 83

Revenue
Three Mbnths Ended April 30,
2004 " Change 2003
Revenue $ 10,137,000 (53%)$ 21,369,000
Six Months Ended April 30,
2004 Change 2003
Revenue ' ‘ - $ 21,529,000 (33%)$ 34,909,000

Revenue for the second quarter of fiscal year 2004 decreased by $11,232,000, or 53 percent, from the second quarter
of fiscal year 2003, and revenue for the first two quarters of fiscal year 2004 decreased by $13,380,000, or 38 percent, from
the first two quarters of fiscal year 2003. These decreases were primarily atiributable to decreased revenue from our UNTX
products and services as a result of competition from other operating systems, primarily Linux, and minimal SCOsource
licensing revenue in the second quarter of fiscal year 2004 compared to SCOsource revenue of $8,250,000 in the second
quarter of fiscal year 2003. '

Revenue generated from our UNTX operating divisions (Americas and Tnternational), SCOsource division and other
was as follows: ' '

Three Months Ended April 30,

2004 Change 2003
Americas revenue _ $ 5807000 - (13%)$ 6,710,000
Percent of lotal revenue . 57% . 31%
International revenue 4,206,000 (34%) 6,335,000
Percent of total revenue 42% 30%
SCOsource revenuc , ‘ ' 11,000 - (100%) 8,250,000
Percent of total revenue 0% 39%
Other revenue 113,000 53% © 74,000
Percent of lotal revenue : 1% ' 0%
Six Months Ended April 30,
2004 Change 2003
Americas revenue § 12,570,000 (10%)$ 13,974,000
Percent of total revenue ‘ 58% 40%
International revenue , 8.879.000 (29%) 12,525,000
Percent of total revenue 41% . 36%
SCOsource revenue 31,000 (100%) 8,250,000
Percent of total revenue , 0% 24%
Other revenue 49,000 (69%) 160,000
Percent of total revenue _ ' 1% 0%

The decrease in revenue in the Americas UNIX division for the second quarter and first two quarters of fiscal year
2004 compared to the second quarter and first two quarters of fiscal year 2003 was attributable to continued competition
{rom other operating syslems, particularly Linux, as well as a decrease in revenue [rom corporate accounts. The decrease in
revenue in the International UNTX division for the second quarter and first two quarters of fiscal year 2004 compared to the
sccond quarter and first two quarters of fiscal year 2003 was primarily related to the negative impact of the Europcan
economy as well as from increased competition from other operating system products,
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particularly Linux, in Europe and Asia. We anticipale (or the remainder of the 2004 fiscal year that UNIX revenus
generated by the Americas and the International UNIX divisions will bo consistent with or slightly lower than rovenue
generated by these two divisions in the second quarter of fiscal year 2004 and that the percentage split between these two
UNIX divisions will be gencrally consistent with that in the sccond quarter of fiscal year 2004,

The decrease in SCOsource licensing revenue in the second quarter and first two quarters of fiscal year 2004 from the
comparable period of the prior fiscal year was primarily attributable to minimal vendor licensing revenue in the 2004 fiscal
year periods when compared to $8,250,000 in SCOsource revenue in the second quarter and first two quarters of fiscal year
2003. The SCOsource revenue generated in the second quarter and first two quarters of fiscal year 2003 was from two
contracts cxccuted with Sun Microsystems ("Sun") and Microsoft Corporation ("Microsoft").

Our UNIX product and services revenue may be lower than currently anticipated if we lose the support of any of our
cxisting hardwarc and softwarc vendors or our key industry partners withdraw their marketing and cortification support or
dircet their support to our compctitors. This may occur as a result of our SCOsource initiatives and in particular as a résult
of any lawsuits we have brought agamst end users vmlatmg our intellectual property and contractual rights or as a result of
any adverse changes to our UNIX division.

Products Revenue
Three Months Ended April 30,
2004 Change 2003
Products revenue o ‘ $ 8,415,000 (24%)$ 11,122,000
Percent of lotal revenue 83% 52%
i Six Months Ended April 30,

2004 Change 2003

Products revenue $ 18,127,000 (18%)$ 22,212,000

Percent of total revenue o _ 84% 64%

Our products revenue consists of software licenses of our UNIX products, primarily OpenServer and UnixWare, as
well as sales of UNIX-related products. Products revenue also includes revenue derived from OEMs. We rely heavily on
our two-tier distribution channel for approximately 50 percent of our products revenue in the Americas UNIX division and
over 90 percent of our revenue in our Intemational UNIX division, and any disruption in our distribution channel could
adversely impact our future revenue. :

The decreasc in products revenuc in the sccond quarter and first two quartcrs of fiscal yoar 2004 as comparcd with the
second quarter and first two quarters of fiscal year 2003 was primarily attributable to decreased sales of UnixWare and
OpenServer products primarily resulting from increased competition in the operating system market, particularly Linux,
and from a decrease in information technology spending for UNTX products This impact was felt in all of our dlstnbutlon
channels, and we believe Lhal (his wmpclllwn from Linux will continue in future periods.
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Our products revenue was derived primarily from sales of our OpenServer and UnixWare products. Other products
rovenuo consists mainly of product maintenance and other UNIX-related products. Rovenue for these product linos was as
follows: :

Three Months Ended April 30,

2004 Change 2003
OpenServer revenue ' $ 4,580,000 20%)$ 5,750,000
Percent of products revenne 54% 52%
UnixWare revenue - 2,425,000 (20%) 3,017,000
Percent of products revenuc 29% 27%
Other products revenue ' 1,410,000 (40%) 2,355,000
Percent of products revenue ' 17% 21%
Six Months Ended April 30,
2004 Change 2003
OpenServer revenue : $§ 9,782,000 (7%)$ 10,491,000
Percent of products revenue o o 54% - 4T%
UnixWare revenue 5,163,000 (28%) 7,181,000
Pereent of products revenuc . 28% 32%
Other products revenue o 3,182,000 - (30%) 4,540,000
Percent of products revenue ' _ 18% o 21%

The decreases in OpenServer and UnixWare revenue as well as other products revenue are the result of 1ncreased
competition in the operating system market, particularly Linux. ,

SCOsource Licensing Revenue

Three Months Ended April 30,

2004 Change . 2003

SCOsourcc licensing revenuc ‘ _ $ 11,000  (100%)$ 8,250,000
Percent of total revenue 0% B : 39%
Six Months Ended April 30,

2004 Change 2003

SCOsource licensing revenue $ 31,000 (100%)$ 8,250,000
Percent of total revenue . 0% 24%

SCOsource licensing revenue consists of revenue generated from vendor licenses to use our proprietary UNIX System
V code as well as P licenses. SCOsource licensing revenue was $11,000 for second quarter of fiscal year 2004 as
compared to $8,250,000 in SCOsource revenue in the second quarter of fiscal year 2003, and SCOsource revenue was
$31,000 for the first two quarters of fiscal year 2004 as compared to $8,250,000 in SCOsource revenue for the first two
quarters of fiscal year 2003. The SCOsource revenue generated in the second quarter of fiscal year 2003 was from two
contracts executed with Sun and Microsoft.

We generated minimal SCOsource revenue in the first and second quarters of fiscal year 2004, but anticipate that
revenue from vendor licenses and intellectnal property ("IP") licenses will increase during the final two quarters of fiscal
vear 2004. However, we are unable to predict the amount and timing of revenue from our SCOsource initiatives for future
periods because of the uncertainties related to the timing and revenue recognition of SCOsource licensing revenue.
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Services Revenue

Three Months Ended April 30,

2004 Change 2003

Services revenue '$ 1,711,000 (14%)$ 1,997,000
Percent of total revenue 17% 9%
. : Six Months Ended April 30,

2004 Change 2003 -

Services revenue , ' $  3371,000 (4%) 3 4.447,000
Percent of total revenue ' 16% 13%

Services revenue consists primarily of annual and incident support fees, engineering services fees, professional
services and education fees. These fees are typically charged and invoiced separately from UNIX products sales. The
decrease in services revenue of $286,000, or 14 percent, in the second quarter of fiscal year 2004 as compared to the second
quarler of fiscal year 2003 and the decrease in services revenue of $1,076,000, or 24 percent, in the first two quarlers of
fiscal year 2004 as compared to the first two quarters of fiscal year 2003 was in part due to a decrease in professional
services revenue resulting from a decrease in the demand for our custom enterprise-level projects as well as from a decrease
in our support services, engineering services and team services agreements and generally from a decrease in overall UNIX
product revenue. ‘ ‘ ‘

The majority of our support and professional services revenue continues to be derived from services for UNIX-based
operating system products. Our future level of services revenue depends in part on our ability to generate UNIX products
revenue from new customers as well as the renewal of certain annual support and services agreements with existing UNIX
customers. We anticipate our scrvices rovenuc for the last two quarters of fiscal yoar 2004 to decling slightly from the
revenue generated in the second quarter of fiscal year 2004.

Cost of Products Revenue

Three Months Ended April 30,

2004 Change 2003

Cost of products revenue : $ 901,000 (25%)$ 1,206,000
Percentage of products revenue ' 11% 11%
Six Months Ended April 30,

2004 Change 2003

Cost of products revenue ‘ $ 1,789,000 (23%)$ 2,392,000
Percentage of products revenue : 10% 1%

Cost of products revenuc includes primarily overhcad costs, manufacturing costs, royaltics to third-party vendors and
technology costs. Cost of products revenue decreased by $305,000, or 25 percent, in the second quarter of fiscal year 2004
compared (o the second quarler of fiscal year 2003 and decreased by $603,000, or 25 percent, in the first two quarlers of
fiscal year 2004 compared to the first two quarters of fiscal year 2003. This decrease was primarily attributable to reduced
product revenue and reduced overhead and manufacturing costs resulting from our cost reduction efforts,

For the last two quarters of fiscal year 2004, we expect the dollar amount of our cost of products revenue to be lower
than our cost of producis revenue incurred in the second quarter of fiscal year 2004,
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Cost of SCOsource Licensing Revenue

Three Months Ended April 30,

2004 ' Change 2003
Cost of SCOsource licensing revenue o $ 4,484,000 107%$ 2,163,000
Percentage of SCOsource licensing revenue ' 40763% 26%
Six Months Ended April 30,
2004 Change 2003
Cost of SCOsource licensing revenue . ‘ ' $ 7,924,000 266%3% 2,163,000
Percentage of SCOsource licensing revenue 25561% 26%

Cost of SCOsource licensing revenus includes the salaries and related personnel costs of employees dedicated to the
SCOsource licensing initiatives, legal and professional fees incurred in connection with our SCOsource initiatives, and an
allocation of corporate costs.

Cost of SCOsource licensing revenue increased significantly in the second quarler and first two quarters of fiscal year.
2004 compared to the second quarter and first two quarters of fiscal year 2003. This is primarily the result of increased
legal fees incurred in connection with our ongoing litigation with TBM, Naovell, AutoZone and DaimlerChrysler as well as
for the pursuit of intellectual property licenses. For the last two quarters of fiscal year 2004, we expect our cost of
SCOsource licensing revenue to be generally consistent with our cost of SCOsource license revenue generated in the
second quarter of fiscal year 2004. However, cost of SCOsource licensing revenue likely will fluctuate from quarter to
quarter due in part to the unpredictability of the related SCOsource revenue and the level of legal and professional expenses
incurred in connection with our efforts to protect our intellectual property rights. Legal expenses could increase over time
depending on developments in our ongoing litigation. Legal cxpenscs may also include contingency payments made to the
law firms engaged by us to protect our intellectual property rights, which at this time we are unable to predict the amount or
timing of such contingency fees. Additionally, we are unable to predict the percentage of cost of SCOsource licensing
revenue for future quarters due to the unpredictability of the related licensing revenue.

Cost of Services Revenue

Three Months Ended April 30,

2004 Change 2003

Cost of services revenue L _ $ 1,073,000 40%)$ - 1,778,000
Percentage of services revenue 63% - 8%
Six Muaths Ended April 30,

2004 Change 2003

Cost of scrvices rovonue S 2395000  (31%)$ 3,470,000
Percentage of services revenue : 71% 78%

Cost of services revenue includes (he salaries and related personnel costs of employees delivering services revenue as
well as third-party service agreements. Cost of services revenue decreased by $705,000, or 40 percent, for the second
quarter of fiscal year 2004 compared to the second quarter of fiscal year 2003 and decreased by $1,075,000, or 31 percent,
for the first and second quarters of fiscal year 2004 compared to the first and second quarters of fiscal year 2003, This
decrease was attributable in part to lower services revenue, reduced employee and related costs in our support services and
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