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profcssxonal services groups as well as Llle elmunauon of certain third-party supporl contracls in order Lo increase (he gross
margin for these groups.

For the last two quarters of fiscal year 2004, we expect the dollar amount of our cost of services revenue to be lower
than our cost of services revenue incurred in the second quarter of fiscal year 2004.

Sales and Marketing

Three Months Ended April 30,

2004. Change 2003

Sales and marketing expense $ 4,698,000 (22%)$ 6,051,000
Percentage of total revenuc - 46% 28%

Six Months Ended April 30,

2004 Change 2003

Sales and marketing expense ‘ ‘ $ 9,719,000 (22%)$ 12,491,000
Percentage of total revenue _ 45% _ 36%

Sales and markeling expenses consist of the salaries, commissions and other personnel costs of employees involved in
the revenue generation process, as well as advertising and corporate allocations. The decrease in sales and marketing

* expenses from the second quarter of fiscal year 2003 to the second quarter of fiscal year 2004 of $1,353,000, or 22 percent,

and the decrease in sales and marketing expense from the first two quarters of fiscal year 2003 to the ﬁrst two quarters of
fiscal year 2004 of $2,772,000, or 22 percent, was primarily attributable to reductions in sales and marketing employees,
reduced travel expenses, and lower commissions and lower co-operative advertising costs as a result of lower revenue. Our -
sales and marketing headcount decreased from 134 as of April 30, 2003, to 82 as of April 30, 2004,

For the last two quarters of (iscal year 2004, we anticipate the dollar amount of sales and marketing expenses will
decrease compared to the second quarter of fiscal year 2004.

Research and Development

Three Months Ended April 30,

2004 Change 2003

Research and development expense ' $ 2,868,000 13%$ 2,542,000
Percentage of total revenue A 28% 12%
Six Months Ended April 30,

2004 Change 2003

Research and development exp'ense ‘ $ 5575000 - 7%$ 5,192,000
Percentage of total revenue 26% 15%

Research and development expenses consist of the salaries and benefits of software engineers, consulting expenses as
woll as corporate allocations. The increase in rescarch and development expensc in the sccond quarter of fiscal year 2004 of
- $326,000, or 13 percent, compared to the sccond quarter of fiscal yoar 2003 and the increasc in rescarch and developiticnit ™
expense in the first two quarters of fiscal year 2004 of $383,000, or 7 percent, compared to the first two quarters of fiscal
year 2003 was primarily attributable to increased persounel and related costs attributable to development work and
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enhancements of our two UNIX operaling system products, OpenServer and UnixWare. Our research and development
personncl increased from 70 as of April 30, 2003, to 85 as of April 30, 2004.

For the last two quarters of fiscal year 2004, we anticipate the dollar amount of research and development expenses
will decrease compared to the second quarter of fiscal year 2004 due to recently implemented cost reductions.

General and Administrative

Three Months Ended April 30, -

2004 - Change 2003
General and adminisirative expense . $ 2,392,000 64%% 1‘,462,000
Pcreentage of total revenue : 24% . 7%
: Six Months Ended April 30,
2004 " Change 2003
General and administrative expense $ 4,586,000 47%% 3,112,000
Percentage of total revenue : _ 21% 9%

General and administrative expenses consist of the salaries and benefits of finance, human resources and executive
management and expenses for professional services as well as corporate allocations. Included in general and admmlstratlve
expenses for the three and six months ended April 30, 2004 are $682,000 in payments made in connection with the
elimination of approximately 16 percent of our workforce. The increase in general and administrative expense from the
second quarter and first two quarters of fiscal year 2003 of $930,000 and $1,474,000, respectively, compared to the second
quarter and first two quarters of fiscal year 2004, exclusive of the above mentioned termination payments, was primarily
atiributable to new compliance and reporting regulations under the Sarbanes-Oxley Act of 2002 and other new regulatory
requirements, increased legal costs as a resuit of corporate legal matters and other legal and professional costs not
categorized as SCQOsource cost of revenuc. .

For the last two quarters of fiscal year 2004, we anticipate the dollar amount of general and administrative expenses
will decrease compared to the second quarter of fiscal year 2004 due to recently implemented cost reductions.

Restructuring Charges (Reversals)

Three Months Ended April 30,

2004  Change 2003

' Restructuring‘charges (reversals) : 5§ — n/a $ 136,000
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Percentage of total revenue - % : 1%
‘ Six Months Ended April 30,

2004 Change 2003

Restructuring charges (reversals) 5 — nfa $ (116,000) .
Percentage of total revenue : ' 0% 0)%

--In-March-2003,- in-conncction with management's decision to cstablish stratcgic Europcan hcad quarters-in Dublin, -
Ireland, and our United Kingdom ("UK") subsidiary, SCO Group, Ltd., not performing at expected levels, we determined
that SCO Group, Ltd would be wound up. On March 26, 2003, the board of directors of SCO Group Ltd., obtained
admuustratwc relicf in accordance with
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Rule 2.2 of the Insolvency Rules 1986 of the UK. In connection with the approved administralive relief, (he operalions of
SCO Group, Ltd. werc transferrod to an administrator that was appointed by the court to completc the winding-up procoss.
As of April 30, 2003, the operations of SCO Group, Ltd. were no longer under our control. The winding-up of SCO
Group, Ltd. resulted in a net restructuring charge during the quarter cnded April 30, 2003 of $136,000. The nct reversal for
the first two guarters of fiscal year 2003 was a result of the restructuring charge discussed above related to our UK
subsidiary and additional adjustments to previously recorded restructuring charges for actual payments madc.

Amortization of Intangibles

Three Months Ended April 30,

2004 * Change 2003

Amortization of intangiblcs : $ 593,000 (15%)$ 700,000
Percentage of total revenue ' 6% 3%
. ' Six Months Ended April 30,

2004 Change 2003 -

Amortization of intangibles $ 1,380,000 (1%)$ . '1,400,000 .
 Percentage of total revenue 6% 4%

Amortization of intangibles is the expensing of previously recorded amounts for assets recorded in prior acquisitions
with finite lives. The decrease in amortization of intangibles of $107,000 for the second quarter of fiscal year 2004
compared to the second quarter of fiscal year 2003 was primarily attributable to reduced amortization expense recorded on
certain assets and technology acquired from The Santa Cruz Operation (now Tarantella, Inc.). '

Loss on Impairment of Long-lived Assets

We recorded a loss on impairment of long-lived assets totaling 82,139,000 for the second quarler and first two quarlers -
of fiscal year 2004. The impairment related to goodwill and intangible assets acquired in connection with our acquisition of
Vultus in June 2003. We concluded that an impairment triggering event ocourred 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.
Consequently, we have concluded that no significant future cash flows related to our Vultus assets will be realized. We
performed an impairment analysis of our recorded goodwill related to the Vultus reporting unit in accordance with SEAS
No. 142. Additionally, an impairment analysis of the intangible assets was performed in accordance with SFAS No. 144,
As aresult of these analyses, we wrote-down the carrying value of our goodwill related to our Vultus acquisition from
$1,166,000 to $0, and wrote-down the intangible assets related to our Vultus acquisition from $973,000 to $0. We did not
incur any impairment charges in the second quarter or first two quarters of fiscal year 2003. We did not have any losses an
the impairment of long-lived asscts during the sccond quarter or first two quarters of fiscal year 2003,
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Stock-based Compensation

Three Months Ended April 30,

2004 - Change 2003

Stock-based compensation ’ § 396,000 (2)%$ 406,000
Percentage of total revenue 4% ' 29,
' " Six Months Ended April 30, '

2004 ~ Change 2003

Stock-based compensation : § 598,000 (3)%$ 618,000
Percentage of total revenue 3% " 2%

Stock-based compensation consisted of the followmg components for the three and months ended April 30, 2004 and
2003 (in thousands):

Three Months Six Months Ended
Ended April 30, April 30,

2004 2003 2004 2003

Amortization of stock-based compensation $§ 113§ 239 § 223 § -396

Options and shares for services 0283 . 167 283 22
Modifications to options . : — — 92 —
Total $ 396 $ 406 $ 598 § 618

FEquity in Income(Losses) of Affiliates

We accounl for our ownership interests in companies that we own al least 20 percent and less than 50 percent using
the equity method of accounting. Under the equity method, we record our portion of the entities' net income or net loss in
our condensed consolidated statements of operations. During the second quarter and first two quarters of fiscal year 2004
we rccorded income of $37,000 and $74,000, rospectively, primarily rclated to income from our joint venturc in China
compared to a loss of $75,000 and $100,000, respectively, in the sccond quarter and first two quarters of fiscal year 2003
primarily rclatod to our investment in Vista, Inc. ("Vista"). We disposcd of our investment in Vista in fiscal ycar 2003.

Other Income (Expense), net

Other income (expense) consisled of the [ollowing components for (he three and six months ended Apfil 30, 2004 and
2003 (in thousands):

Three Months Ended  Six Months Ended

April 30, April 30,
2004 2003 » 2004 2003
Interest income : , $ 242 8 11 8 512 8 50
Charge in fair value of dcnvatlve 2,300 — 5924 —
-~ Other expense, net -~ == - oo e e e (190) 5 (59) o -(251) (34—
Total other income (expense), net $. 2422 § (48) § 6,185 % ®
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Interest income increased by $231,000 for the second quarter of fiscal year 2004 compared to the second quarter of
fiscal year 2003 and increased by $462,000 for the first two quarters of fiscal year 2004 compared to the first two quarters
of fiscal year 2003 as a result of interest earned on higher cash
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balances. The income recorded of $2,300,000 on the change in fair value of the demauve related {o the now-exchanged

- Scrios A sharcs for the sccond quarter of fiscal yoar 2004 which reprosented the change in fair valuc betwoen February 5,

2004 (the date of the exchange of all Series A shares for Series A-1 shares) and January 31, 2004. For the first quarter of
fiscal ycar 2004, we recorded income of $3,624,000 for the change in fair valuc of the dcrivativc between October 31, 2003
and January 31, 2004,

Provision for Income Taxes

The provision for income taxes was $966,000 in lhe second quarler of fiscal year 2004 and $302,000 in the second
quarter of [iscal year 2003 and $1,094,000 lor the first two quarters of [iscal year 2004 and $307,000 for the [irst two
quarters of fiscal year 2003. The increase in the provision for income taxes 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 primarily attributable to
accruals for withholding taxcs that arc cstimated to be paid in 001111CGt1011 with the opcrations of the Indian brauch of our
United Kingdom subsidiary, SCO Group, Ltd.

During the three months ended April 30, 2004, the Indian branch received a withholding tax assessment from the
Government of India Income 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 us. We acquired SCO Group, Ltd. in May 2001 as part of an asset purchase.

The Tax Department assessed SCO Group, Ltd. with a 15 percent withholding tax on certain revenue transactions in
India that the Tax Department deomed royalty rovenue under the Indian Income Tax Act. The total amount of the
withholding tax is $396,000. We were not awarc of this liability until March 2004, when we reccived the formal tax
assessment from the Tax Department, as we believed that we had been appropnately accounting for the revenue and related
taxes on transactions in India.

We have filed an appeal with the Tax Department and believe that our packaged software does not qualify for
“royalties" treatment and would therefore not be subject to withholding tax. Additionally, as described above in this Ttem 2.,
under the caption "Restructuring Charges (Reversals)," SCO Group, Ltd, the company on which the assessment was lev 1ed
has filed for bankruptcy in the UK. Although we intend to vigorously defend this tax assessment, there can be no assurance
we will prevail against the Tax Department.

We have recorded the charge for $396,000 in (he in the second and first two quarlers of ﬁscal vear 2004 as a
component of our provision for income taxes. In addition, we believe that the Tax Department probably will pursue similar
assessments on SCO Group, Ltd. for laxable periods subsequent to March 2001. Because of this probability, and our
inability to determine at this point if we may prevail against the Tax Department, we have accrued the full amount of the
estimated withholding tax of $314,000 for these subsequent periods as provision for income taxes in our statements of
operations for the second quarter and first two quarters of fiscal year 2004,

Dividends Related lo Redeemable Convertible Preferred Stock

In connection with completing the February 5, 2004 exchange of Series A-1 shares for Series A shares, we removed
the carrying value of the Series A shares and related derivative and recorded the fair value of the Series A-1 shares issued
in the exchange transaction. The difference between these two amounts was $6,305,000 and was recorded as a non-cash
dividend for the second quarter and first two quarters of fiscal year 2004.
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Additionally, wilh respect to the Series A-1 shares currently oulslanding, dividends will begin to accrue from
October 16, 2004, the first annivorsary of our original Octobor 16, 2003 private placemcnt of Scrics A sharcs, and will be
paid quarterly beginning in the 30-day period following January 31, 2005 at a rate of 8 percent per annum, subject to
annual incrcascs of 2 pereent per annum, not to execed 12 pereent per annum. Because dividends on the Scrics A-1 sharcs
are not payable until after January 31, 2005, we have accrued dividends of $756,000 for the first quarter of fiscal year 2004
and an additional $740,000 in dividends for the sccond quarter of fiscal ycar 2004, Wc had no dividends accrucd or payable
in the second quarter or first two quarters of fiscal year 2003, If we repurchase the outstanding Series A-1 shares as
conlemplated in our May 31, 2004 agreement with BayStar as described in more detail above in this Ilem 2., under the
caption "Recent Developments," then we will nol be obligated (o pay such dividends on the Series A-1 shares.

Liquidity and Capital Resources

Our cash and equivalents and available-for-sale securities balances decreased from $68,523,000 as of October 31,
2003 to $61,346,000 as of April 30, 2004; howcver, our working capital incrcased from $37,168,000 as of October 31,
2003 to §39,556,000 as of April 30, 2004. Our cash and equivalents decreased from $64,428,000 as of October 31, 2003 to
$45,696,000 as of April 30, 2004, primarily as a result of cash used in operations, principally from our SCOsource division,
and cmh used to purchase available-for-sale securities.

During fiscal year 2003, we generated positive cash flow from operations for the first time in our operating history.
This was achieved through reductions in costs and increased gross margin generated from our UNIX business and
significant license revenue generated from our SCOsource business. We also completed our private placement of 50,000
Scrics A sharcs for nct proceeds of $47,740,000 in Octobor 2003, which sharcs werc exchanged for Sorics A-1 sharcs in
February 2004. If we repurchase the outstanding Series A-1 shares from BayStar pursuant to our May 31, 2004 agreement,
then the net proceeds received in our private placement would be reduced by the $13,000,000 cash compoueut of the
repurchase price. We intend to use the nel proceeds [rom our preferred stock (inancing as well as our other cash resources
to pursue our SCQOsource initiatives. We believe that we will have sufficient cash resources to complete the Series A-1
repurchase transaction and fund our currcnt opcrations for at loast the noxt 12 months.

Our nel cash used in operations for the [irst two quarters of {iscal vear 2004 was $5,206,000 comparsd (o cash
generated from operations of $3,173,000 for the first two quarters of fiscal year 2003. Cash used in operations in the first
two quarters of fiscal year 2004 included a net loss of $9,411,000, non-cash expenses of $1,280,000 and changes in
operating assets and liabilities of $5,485,000. Our current liabilities decreased from $43,112,000 as of October 31, 2003 to
$34,335,000 as of April 30, 2004 primarily relaled Lo (he elimination of the fair-value of the derivalive related to our
now-exchanged Series A shares and the decrease in accrued compensaﬁon to law firms, which were offset by an increase m
accrued hab111t1es

Our investing activities have historically consisted of equipment purchases, investing in strategic partners and the
purchase and sale of available-for-sale securities. During the first two quarters of fiscal year 2004, cash used in investing
activities was $11,950,000, which was primarily a result of our purchase of available-for-sale securities (net of sales) of
$11,555,000, equipment purchases of $186,000 and cash used (o acquire the oulstanding minority interest in our Japanese
subsidiary ol $209,000. Cash used in investing activilies was $778,000 for (he [irst lwo quarters of fiscal year 2003 and
primarily attributable to equipment purchases of $328,000 and the investment in non-marketable securities of $450,000.

Our financing activities used $1,697,000 during the first two quarters of fiscal year 2004 and consisted primarily of
cash used to purchase shares of our common stock on the open market of
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$2,414,000 and cash used (o exchange Series A-1 for Series A shares of $212,000. These uses of cash were offsel from
proceeds recoived from the cxcreisc of stock options of $559,000 and procceds from the purchasc of sharcs of common
stock by our employees through our employee stock purchase program of $370,000. Cash provided by financing activities
was $782,000 for the first two quarters of fiscal year 2003 and was attributablc to proceeds reccived from the cxereisc of
stock aptions of $225,000, the issuance of a warrant of $500,000 and proceeds from the purchase of shares of common
stock by our cmployccs through our cmployce stock purchasc program of $57,000.

The Certificate of Designation, Rights and Preferences creating our Series A-1 shares includes redemption provisions
that, if triggered, would require us to repurchase for cash the outstanding shares of our Series A-1 shares. Our redemption
obligation may be triggered by certain cvents including, among others, our company or any of its subsidiarics making an
assignment for the benefit of creditors or consenting to the appointment of a trustee or receiver for it or a substantial part of
its business, the bankruptey, reorganization, liquidation or similar proceedings instituted by or against our company or any
ol its subsidiaries, a change in control event occurring with respect (o our company or our failure o pay when due any
indebtedness in excess of $1,000,000 or otherwise our default under any agreement binding us that would likely resultin a
material adverse effect on our business.. o

As stated above in this Item 2., under the caplion "Recent Developments," on April 15, 2004, we received a ‘
redemption notice from BayStar requesting that we immediately redeom 20,000 sharcs of our Scrics A-1 sharcs then held
by BayStar. The redemption notice asserted that BayStar is entitled to redemption of its shares under the Certificate of
Designation for the Scrics A-1 sharcs because we allegedly had breached certain provisions of our Fcbruary 3, 2004
exchange agreement relaling (o our exchange of Series A shares for Series A-1 shares. BayStar's redemption notice did not
provide specific information regarding the factual basis for our alleged breaches of the exchange agreement, but we do not
believe we have breached the Exchange Agreement. As a result, we do not believe we are obligated to redeem BayStar's
Series A-1 shares. However, if we were required (o pay cash to redeem BayStar's Series A-1 shares pursuant (o the
redemption notice or otherwise pursuant to the Certificate of Designation for the Series A-1 shares, it would have a material
and adverse impact on our liquidity, which may require us to obtain additional sources of cash to sustain operations,

Dividends on our Series A-1 shares, if not repurchased pursuant to our May 31, 2004 stock repurchase agreement with
BayStar, will begin accruing from Oclober 16, 2004 and will be paid quarlerly beginning in the 30-day period following
January 31, 2005 at a rate of 8 percent per annum, subject to annual increases of 2 percent per annum, not to exceed
12 percent per annum. Dividends may be paid in cash or additional Series A-1 shares, subject to certain limitations.

If we do complete our previously announced Series A-1 share repurchase (ransaction with BaySar, we will pay lo
BayStar $13,000,000 in cash and issue 2,103,263 shares of our common stock, payable and issuable upon the effectiveness
of a shelf registration statement for the resale of the common stock issued to BayStar. The payment to BayStar will have a

* negative impact on our cash and working capital position, but will eliminate all remaining issued and outstanding
Series A-1 shares and associaled rights and preferences related Lo dividends, liquidation payments, voling and others.

Our net accounts receivable balance decreased by $2,471,000 from $9,282,000 as of October 31, 2003 to $6,31 1,000
as of April 30, 2004. This decrease was primarily attributable to the collection of year-end receivables and lower overall
“invoicing during (he second quarler of fiscal year 2004. The majority of our accounls receivable are current and our
allowance for doubtful accounts was approximately $155,000 as of April 30, 2004, which represented approximately
2 pereont of our gross accounts roccivable balance. 'his allowance as a percentage of gross accounts reccivable is
consistent with our experience in prior periods, and we expect this trend to continue. Our write-offs of uncollectible
accounts during the second quarter of fiscal year 2004 were not significant. '
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During fiscal year 2003, we expanded our effor(s with the law {irms assisting us with our pursuit of our intellectual
proporty claims and currontly cxpeot to devote substantially morc financial resources to this cffort. In addition to paying
fees at reduced hourly rates to these firms, our agreement with the law firms provides that we will pay the law firms a
contingency fec of 20 percent of the proceeds from specificd cvents rclated to the protection of our intcllcetual property
rights. These events may include settlements, judgments, certain licensing fees, subject to certain exceptions, and a sale of
our company during the pendancy of litigation or through scttloment, subjoct to agreed upon credits for amounts reccived
as discounted hourly fees and unused retainer fees. Additionally, our agreement with the law firms may also be construed to
include contingency fee paymenis in connection with our issuance of equily securities, which may harm our results of

_operalions as we aniicipale (hal (hese cosis (o the law [irms will be expensed as incurred.

We expect that legal fees for the last two quarters of fiscal year 2004 paid to the law firms we have engaged to pursue
our intellectual property claims will be consistent to the level of fees incurred during the second quarter of fiscal year 2004,
However, legal expenses could increase over lime depending on developments in litigation involving us, and certain events
outside of our control could occur or certain contingent events could take place that would require us to pay additional fees
to the law firms. To the extent that our SCOsource related costs and legal fees exceed our budgeted amounts in future

 quarters of fiscal year 2004 or SCOsource revenue is below our expectations, our liquidity will be adversely impacted and

fewer financial resources will be available for other initiatives such as maintaining and enhancing our UNTX business.
Additionally, future contingency fees payable to the law firms may be significant in future periods, which may have an
adversc impact on our liquidity. Our compensation arrangoment with our law firms could also impair our ability to raisc
equity capital in future periods. ' :

We have entered into operating leases for our corporate offices located in the United States and our international sales
offices. We have commitments under these leases that extend through fiscal year 2010. In corporate restructuring activities
during fiscal years 2001 through 2003, we partially vacated some of these facilities, but still have contractual obligations lo
continue to make ongoing lease payments for one facility that will use available cash. We have pursued and will continue to
pursue sublease apportunities, as available, to minimize this use of cash; however, we may not be successful in eliminati ng
or reducing cash expenditures for this facility. - . :

- The following lable summarizes our contractual lease obligations as of April 30, 2004

Less than . More than
Total 1year -~ 1-3 years 3 years
Operating lea.se obligations § 6,748,000 $ ° 2,702,000 $§ 3,277,000 $ 769,000

As of April 30, 2004, we did not have any long-term debt obligations, purchase obligations or material capital lease
obligations. '

Qur ability to cut costs to offset revenue declines in our UNIX business is limited to a certain extent because of
contractual commitments to maintain and support our cxisting UNIX customers. The decline in our UNIX businoss may be
accelerated if industry partners withdraw their support as a result of our SCOsource initiatives and in particular any
lawsnits against ond users violating our intcllcctual 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
(o support or cerlily (o our UNIX operaling system products. This may lead (o an accelerated decline in our UNIX producls
and services revenue. 11 our UNTX products and services revenue is less than expected, our liquidity will be adversely
impacted. ’ '

In the event that cash required to fund operations and strategic initiatives exceeds our current cash resources and cash

- -~ - - — —generaled [rom-operations, we-will be-required-lo-reduce-costs-and-perhaps raise-additional capital. We-may-not be able to -~ - — - -

reduce costs in a manner that does not impair our ability to
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maintain our UNIX business and pursue our SCOsource initialives. We may also not be able Lo raise capital for any number
of rcasons including thosc listed under the scetion "Risk Factors" below. Our ability to raisc additional cquity capital is
restricted under the terms of our Series A-1 shares. Tf additional equity financing is available, it may not be available to us
on attractive terms and may be dilutive to our cxisting stockholders. Qur ability to raisc debt financing is restricted under
the terms of our Series A-1 shares. Tn addition, if our stock price declines, we may not be able to access the public equity
markets on accoptable torms, if at all. Our ability to cffcct acquisitions for stock would also be impaired.

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
purchascs or privatcly ncgotiated transactions. Any repurchascd sharcs will be held as treasury stock and will be available
for general corporate purposes. During the second quarter of fiscal year 2004, a total of 290,000 shares of our common
stock were repurchased for a total of $2,414,000. If we continue to repurchase a substantial numnber of shares during this
24-month period, and we do not generale ofl-setling revenue form our UNIX and SCOsource businesses, our cash position
could decrease significantly and our ability to fund future operations could be adversely impacted. Purchascs under stock
repurchase program are subject to the discretion of management based on market conditions and other factors including the
trading price of our common stock, availability of stock, alternative uses of capital and our financial condition.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Foreign Currency Risk. . We have foreign offices and operations in Europe and Asia. As a result, a portion of our
revenuc is derived from sales to customers outside the United Statcs. Most of this international rovenuc is denominated in
U.S. dollars. However, most of the operating expenses related to our foreign-based operations are denominated in foreign
currencies and therefore operating results are affected by changes in the U.S. dollar exchange rate in relation to foreign
currencies such as the Euro, among others. If the U.S. dollar remains weak compared Lo the Euro, our operating expenses
for foreign aperations will be higher when translated back into 1J.8. dollars. Qur revenue can also he affected by general
cconomic conditions in the United States, Europe and other international markets. Our results of oporations may be affocted
in the short term by fluctuations in foreign currency exchange rates.

We have in the past utilized foreign currency forward etchange contracts for market exposures of underlying assets
and liabilities. We do not use forward exchange contracts for speculative or trading purposes. Our accounting policies for
these instruments are based on our designation of such instruments. The criteria we use for designating an instrument
include the instrument's efTectiveness in risk reduction and one-lo-one matching of forward exchange contracts i
underlying assets and liabilities. Gains and losses on currency forward contracts that are firm commitments are deferred and
recognized in income in the same period that the underlying transactions are settled. Gains and losses on currency forward
contracts that are designated and effective for existing transactions are recognized in income in the same period as losses
and gains on the underlying transactions are recogni7ed and generally offset. Gains and losses on any instruments not
meeting the above criteria are recognized in income in the current period. As of April 30 2004, we had no outstanding
mstruments classified as hedges. :

Interest Rate Risk. The primary objective of our cash management stralegy is lo invesl available.lunds in a manner
that assures maximum safety and liquidity and maximizes yield within such constraints. We do not borrow money for
short-term investment purposcs.

Investment Risk. We have invested in equity instruments of privately held and public companies in the technology
industry for business and strategic purposes. Investments are accounted for under the :
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cost method il our ownership is less than 20 percent and we are nol able (o exercise influence over operations, Qur
invostment policy is to rogularly rovicw the assumptions and operating performancc of these companios and to record
impairment losses when events and circumstances indicate that these investments may be impaired. As of April 30, 2004,
our investments balance was approximatoly $524,000 and was rclated to our investment in a 30 pereent owned Chincse
company,

The stock market in general, and the market for shares of technology companies in particular, has experienced extreme
price fluctuations. In addition, factors such as new product introductions by our competitors or developments in the
litigation related to our SCOsource initiatives may have a significant impact on the market price of our common stock.
Furthermore, quarter-to-guarter fluctuations in our results of opcrations causcd by changes in customer demand may have a-
significant impact on the market price of our common stock. These conditions could cause the price of our common stock
to fluctuate substantially over short periods of time.

ITEM 4. CONTROLS AND PROCEDURES

Lvaluation of disclosure controls and procedures. Under the supervision and with the participation of our
managemoent, including our Chicf Exccutive Officer and Chicf Financial Officor, we cvaluated the cffcctivencss of the
design and operation of our disclosure controls and procedures (as defined in Rule 13a-15(¢) and 15d-15(e) under the '
Sccuritics Exchange Act of 1934 (the "Exchange Act")). Bascd upon that cvaluation, the Chicf Exceutive Officer and Chicf
Financial Officer concluded that, as of the end of the period covered by this report, our disclosure controls and procedures
were adcquatcly designed to cnsurc that information required to be disclosed by us in the roports wo filc or submit under
the Exchange Act is recorded, processed, summanzed and reported within the time periods specified in applicable rules and
forms. ‘

Changes in internal control over financial reporting.  During the most recent fiscal quarter cnded April 30, 2004,
there has been no change in our internal control over financial reporting (as defined in Rule 13a-15(f) and 15d-15(f) under
the Exchange Act) that has materially affected, or is reasonably likely to materially affect, our internal control over
financial reporting,.

Forward-Looking Statements and Factors That May Affect Future Results and Financial Condition

With the exception of historical facts, the statements contained in Mandgemeni's Discussion and Analysis of Financial
Condition and Results of Operations are "forward-looking statements” within the meaning of the Private Securities

- Litigation Reform Act of 1995, which rejlect our current expectations and beliefs regarding our future results of

operations, performance and achievements. These statements are subject fo risks and uncertainties and are based upon
assumptions and beliefs that may or may not mater: ialize. These forward-looking statements mclude but are rot limited to,
statements concerning: :

Our continued investment in and commitment to our UNTX operating systems, including investing in
research and development efforts during fiscal year 2004 to enhance our OpenServer and UnixWare, which
enhancements we believe will help prolong our UNIX revenue stream for future quarters;

° Our estimation that the decline in our UNIX business revenue may be accelerated if industry partners
withdraw their support as a result of our SCOsource initialives and in particular any lawsuils against end
users violating our intellectual property and contractual rights;

. Our belief that the cuts made to our UNIX operations in the second quarter of fiscal year 2004 will have a.
_posilive impact on our operations for the lasl two quarters of fiscal year 2004;

g Our belicf that the future success of our SCOsource initiatives will depend on our ability to protect our
intellectual property, our intention (o continue lo devoie resources (o our SCOsource initiatives and our
expeclation that quarterly legal fees and other SCQsource related
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costs for the remaining quarters of fiscal year 2004 will be consistent with the level of costs incurred in the
second quarter of fiscal year 2004, although legal expenses could increase depending on developments in our
litigation and the occurrence of cortain cvents outside our control or certain contingent cvents could require
us to pay additional fees to our law firms;

. Our intention Lo conlinue seeking (o enter into license agreements.with UNIX vendors and implementing our -
worldwide program offering SCOsource 1P licenses to Linux end users;

. Our intention to continue to increase our SCOsource sales efforts in the last two quarters of fiscal year 2004;

*  Ourexpeclation that SCOsource licensing revenue will increase in the last two quarters of fiscal year 2004 in
the form of vendor licenses and SCOsource IP licenses;

* Our anticipation that for the remainder of fiscal year 2004 our UNIX revenue generated in the Americas and
the International divisions will be consistent with or shghlly lower than revenue generated in the second
quarter of fiscal year 2004,

. Our expectation that our UNIX business will continue to be impacted by competition from Linux;

. Our expectation that our future level of services revenue depends in part on our ability to generate UNTX
products revenuc from new customers and as well as renew certain annual support and services agrecments
with existing UNIX customers and our anticipation that our services revenue [or the last two quarlers of fiscal
year 2004 to decline slightly from the revenue generated in the second quarter of fiscal year 2004;

. Our expeclation [or (he remaining quarters of {iscal year 2004 that our cost of products revenue in dollars will
be lower than cost of products revenue incurred in the second quarter of fiscal year 2004;

* - Ourexpectation for the last two quarters of fiscal year 2004 that our cost of SCOsource licensing revenue
will be consistent with our cost of SCOsource licensing revenue for the second quarter of fiscal year 2004,
subject to quarter-to-quarter fluctuations based on unpredictable SCOsource licensing revenue, the possibility
that lcgal expenscs could increasc dopending on developments in our litigation, and the occurrence of certain
evenls outside our control or certain contingent events could require us to pay an additional contingency fee

~ to our law firms;
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. Our expectation for the last two quarters of fiscal year 2004 that our cost of services revenue in dollars will
be lower than in the second quarter of fiscal year 2004;

¢ Our expeclation for the last two quarlers of fiscal year 2004 that our sales and markeling expenses in dollars
will decrease from our expenses incurred in the second quarter of fiscal year 2004;

* ' Ourexpectation for the last two 'qum’ters of fiscal vear 2004 that our résearch and development expenses in
dollars will decrease from our expenses incurred in the second quarter of fiscal year 2004 due to recently
‘implemented cost reduclions;

. Our expectation for the last two quarters of fiscal year 2004 that our general and administrative expenses in
dollars will decrease compared to our general and administrative expenses incurred in the second quarter of
fiscal year 2004 due (o recently implemented cost reductions;

. Our belicf that the India Income Tax Department probably will pursuc tax asscssments on rev cnué for taxablc
~  periods subsequent to March 2001 deemed by such tax authorlty to be royalty revenue of our UK subsidiary
SCO Group, Litd.;

. Our belief that we have sufficient cash resources to complete the Series A-1 repurchase transaction and fund
our current operations for at least the next 12 months; .

. Our belief that our allowance and bad dcbts for accounts receivable will remain consistent with our prior
experience; ‘

. Our belief that certain legal actions to which we are a party will not have a material adverse effect on us; and

. Our estimation that if we were required to pay cash to redeem BayStar's Series A-1 shares pursuant to its

~ redemption notice or otherwise pursuant to the Certificate of Designation for the Series A-1 shares, it would
have a material and adverse impact on our hquxdltv which may require us to obtain additional sources of
cash to sustain operations,

We wish (o caulion readers thal our operating resulls are subject to various risks and uncertainties that could cause our
actual results and outcomes to differ materially from those discussed or anticipated, including the success of our SCOsource
initiatives, competition from other operating systems, particularly Linux, the amount and timing of SCOsource licensing
revenue, our ability to erthance our UNIX operating systems and maintain our UNIX products and services business, and
the factors set forth in the subsection entitled "Risk Factors" below. We also wish to advise readers not to place any undue
reliance on the forward-looking statements contained in this report, which reflect our beliefs and expectations only as of the
date of this report. We assume no obligation to update or revise these forward-looking statements to reflect new events or
circumstances or any changes in our beliefs or expectations, other than as required by law.

Risk Factors
We do not have a history of profitable operations.

Our fiscal year ended October 31, 2003 was the first full vear we were proﬁtable in our operatmg history. Our
profitability in fiscal year 2003 resulted primarily from our SCOsource licensing initiatives. For the six months ended
April 30, 2004, we incurred a net loss from operations of $14,576,000 and our accumulated deficit as of April 30, 2004 was
$216,583,000. 1 we do not receive SCOsource licensing revenue in future quarters and our revenue (rom the sale of our
UNIX operating system platform products and services continues to decline, we will nccd to furthcr rcducc opcratmg
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Our UNIX producls and services revenue has declined in each of the last four years primarily as a resull of increased
compotition from altornative operating systoms, partmularly Linux, lower information tcchnology spending for UNIX
products, and a general overall decline in economic conditions. In our quarterly results of operations, we recognize revenue

. from agrcements for support and maintcnance contracts and other long-term contracts that have been previously invoiced
and are included in deferred revenue. Our deferred revenue balance increased from $5,501,000 as of October 31, 2003 to
$7.554,000 as of April 30, 2004; howcver, this increasc in deferred revenuc may not continuc into futurc quarters, which
may have a negative impact on our UNIX revenue. Our future UNIX revenue may be adversely impacted and may continue
lo decline il we are unable (o replenish these deferred revenue balances with long-lerm mainienance and supporl conlracts
or replace them with other suslainable revenue streams. Lf we are unable Lo continue Lo generate posilive cash low and
profitable operations, our operations may be adversely impacted.

Additionally, on February 5, 2004, we completed the exchange transaction in which each outstanding Series A share
was exchanged [or one Series A-1 share, eliminating the derivative related Lo the Series A shares and the charge in our
quarterly statements of operations for the change in the fair value of the derivative. We recorded other income of
$2,300,000 in the second quarter of fiscal year 2004 related to the change in the fair value of the derivative between
January 31, 2004 and February 5, 2004. We also recorded a non-cash dividend of $6,305,000 in the second quarter of fiscal
vear 2004 related to the dlfference between the fair value of the Series A-1 shares and the camrying value of the previausly
issued Series A shares and related derivative. This dividend will reduce earnings to common stockholders.

Our future SCOsource licensing revenue is unceriain.

We initiated the SCOsource licensing offort in January 2003 to roview the status of UNIX licensing and sublicensing
agreements. This effort resulted in the execution of two s1gn1ﬁcant vendor license agreements during the fiscal year 2003 .
and generated $25,846,000 in revenue. During the three and six months ended April 30, 2004, we recorded SCOsource
licensing revenue of $11,000 and $31,000, respectively, related to the execution of intellectual property compliance
licenses. Due to a lack of histarical experience and the uncertainties related to SCOsource licensing revenue, we are unable
to estimate the amount and timing of future SCOsource licensing revenus, if any. If we do receive revenue from this source,
it may be sporadic and fluctuate from quarter to quarter. Our SCOsource initiatives are unlikely to produce stable,
prediclable revenue for (he [oresceable future. Addilionally, the success of these iniliatives may depend on the strength of
our intellectual property rights and contractual claims regarding UNIX, including the strength of our claim that
unauthorized UNIX source code and derivativ os are prevalent in Linux.

We may not prevail in our legal actions against IBM, Novell and end users, and unintended consequences of our actions
against IBM, Novell and end users and other initiatives fo assert our intellectual property rights may adversely affect our
business.

We continue to pursue our litigation against IBM. As described in more detail in Item 1. of Part II of this quarterly
report, we scok damagges for claims goncrally relating to our allegation that IBM has inappropriately uscd and distributed
our UNIX source code and derivative works in connection with its efforts to promote the Linux operating system. IBM has
responded to our claims and brought counterclaims against us asserting generally that we do not have the right to assert
claims based on our ownership ol UNIX intellectual property against IBM or others in the Linux community. Discovery is
continuing in the case, and several motions are currently pending before the court. If we do not prevail in our action against
IBM, or if [BM is succossful in its countorclaims against us, our busincss and results of operations could be matcrially
harmed The litigation with IBM and potentially others could be costly, and our costs for legal fees may be substantial and
in excess of amounts for which we have
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budgeted. Addilionally, the market price of our common slock may be negatively aflected as a result of developments in
our logal action against IBM that may be, or may be perceived to be, adverse to us,

In addition, we have publicly, and in individual letters, cautioned users of Linux that there are unresolved intellectual
property issues surrounding Linux that may expose them to unanticipated liability to us. We have also notified a large
number of licensees under our UNLX contracts requiring them to, among other things, certify they are in compliance with
their agreements, including that they are not using our proprietary UNIX code in Linux, have not allowed unauthorized use
of licensed UNIX code by their employees or contractors and have not breached confidentiality provisions relating to
licensed UNIX code. Additionally, we have begnn notifying selected Linux end users in writing of violations we allege
under the Digital Millennium Copyright Act rlated to our copyrights contained in Linux. In concert with thesc notification
efforts, in March 2004, and we brought suit against DaimlerChrysler Corporation for its alleged violations of its UNIX
software agreement with us by failing to certify its compliance with such agreement as required by us. We also brought sunit
against AuloZone, Inc. for ils alleged violations of our UNIX copyrighls through its use of Linux. The lawsuits against
DaimlerChrysler and AutoZone are also described in more detail in Item 1. of Part IT of this quarterly report.

As aresult of our action against IBM, our lawsuits against DaimlerChrysler and AutoZone and our other SCOsource
initiatives fo protecl our intelleclual property rights, several participants in the Linux indusiry and others alfiliated with
IBM or sympathctic to the Linux movement have taken actions attempting to negatively affcct our business and our
SCOsource efforts. Linux proponents have taken a broad range of actions against us, including, for example, attempting to
influence participants in the markets in which we scll our products to reducc or climinate the amount of our products and
services they purchase from us. We expect that similar efforts likely will continue. There is a risk that parlicipanls in our
marketplace will negatively view our action against IBM, DaimlerChrysler and AutoZone and our other SCOsource
initiatives, and we may lose support from such participants. Any of the foregoing could adversely affect our position in the
markelplace, our resulls of operations and our stock price. We have also experienced several denial-of-service ailacks on
our website, which have prevented web users from accessing our website and doing business with us for a period of time. If

-such attacks continue or if our customers and strategic partners are also subjected to similar attacks, our business and
results of operations could be materially harmed.

Also, some of (he more significan( participanls in the Linux industry have made efforls lo ease Linux end users'
concerns that their use of Linux may subject them to potential copyright infringement claims from us. For example,
Hewlett-Packard, Novell and Red Hat have each established indemnification programs for qualified customers purchasing
Linux-based products and services that may potentially become subject to a copyright infringement claims from us.
Additionally, Open Source Development I.abs, a non-profit organization ("OSDI."), has established a legal defense fund
that will be used to defend Linux users against copyright infringement lawsuits brought by us. It has been reported that
OSDL so far has attracted several million dollars in pledges from contributors including IBM and Intel among others.
Similarly, Red Hat, Inc. has announced it has committed one million dollars for a separate fund it created to cover the legal
expenses of other companies developing Linux.

As a further response to our SCOsource initiatives and claim that our UNIX source code and derivative works have
inappropriately been included in Linux, Novell has publicly asserted its belief that it owns certain copyrights in our UNIX
source code, and it has filed 15 copyright applications with the United States Copyright Office related to UNIX. Novell also
claims that it has a license to UNIX from us and the right to authorize its customers to use UNIX technology in their
internal business operations. Specifically, Novell has also claimed to have retained rights related to legacy UNIX SVRx
licenses, including the license with IBM. Novell asserts it has the right to take action on behalf of SCO in connection with
such licenses, including termination rights. Novell has purported to veto our termination of the IBM, Sequent and SGI
licenses. We have repeatedly asserted that we obtained the
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UNIX business, source code, claims and copyrights when we acquired the assels and operations of the server and
professional scrvices groups from The Santa Cruz Oporation (now Tarantolla, Inc.) in May 2001, which had proviously
acquired all such assets and rights from Novell in September 1995 pursuant to an asset purchase agreement, as amended. In
January 2004, in responsc to Novell's actions, we brought suit against Novell for slander of title sccking relicf for Novell's
alleged bad faith effort to interfere with our copyrights related to our UNTX source code and derivative works and our
UnixWare products. Our lawsuit against Novell is also doscribed in morc detail in Item 1. of Part IT of this quarterly roport.,

Notwithstanding our assertions of full ownership of UNIX-related itellectual property rights, as set forth above,
including copyrights, and even if we are successful in our legal action against Novell and end users such as AutoZone and
DaimlerChrysler, the cfforts of Novell and the other Linux proponcnts described above may causc Linux cnd uscrs to be
less willing to purchase from us our SCOsource IP licenses authorizing their use of our intellectual property contained in
the Linux operating system, which may adversely affect our revenue from our SCOsource initiatives. These efforts of
Linux proponenis also may increase the negative view some parlicipanls in our marketplace have regarding our legal
actions against IBM, Novell and end users such as AutoZone and DaimlerChrysler and regarding our SCOsource initiatives
and may contribute to creating confusion in the marketplace about the validity of our claim that the unauthorized use of our
UNIX source code and derivative works in Linux infringes on our copyrights. Increased negative perception and potential
confusion about our claims in our marketplace could impede our continued pursuit of our SCOsource initiatives and
negatively impact our business. Additionally, if we fail in our lawsuit against Novell and end users such as AutoZone and
DaimlerChrysler, the negative perception and confusion in our markotplace about our intcllcctual proporty rights and
claims likely would increase significantly, and the effectiveness of our SCOsource initiatives could be materially harmed.

We may lose the support of industry partners Zeading to an accelerated decline in our UNIX products and services revenue.

Our SCOsource initiatives, pamcularly lawsuits against end users violating our intellectual property and contractual
rights, may cause industry partners, developers and hardware and software vendors to choose not to support or certxfy to
our UNTX operating system products. This would lead to an accelerated decline in our UUNTX products and services revenne
and would adversely impact our results of operations and liquidity.

Our claims relating to our UNLY intellectual property may subject us to additional Iegai proceedings.
In Auwgust 2003, Red Hat brought a lawsuit against us asserting that the Linux operating system does not mfrmge on

our UNIX mtellectual property rights and seeks a declaratory judgment for non-infringement of copyrights and no
misappropriation of trade secrets. In addition, Red Hat claims we have engaged in false advertising in violation of the

- Lanham Act, deceptive trade practices, unfair competition, tortious interference with prospective business opportunities,
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and trade libel and disparagement. We intend to vigorously defend this action, but if Red Hat is successful in its claim
against us, our business and results of operations conld be materially hanned.

In addition, other regulators or others in the Linux community have 1n1t1ated or in the future may initiate legal actions
against us, all of which may negatively impact our operations or future operating performauce

Fluctuations in our operating results or the failure of our operating results to meet the expectations of. ‘public market
analysts and investors may negatively impact our stock przce

Fluctuations in our quarterly operatmg results or our failure to meet the expectations of analysts or investors, even in
the short-term, could cause our stock price to decline significantly. Because of the potential for significant ﬂuctuatlons in
our SCOsource licensing revenue in any particular period, you
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should nol rely on quarter-io-quarler comparisons of our resulls of operations as an indication of future performance.

Factors that may affect our results include:

. our ability to successfully negotiate and complete licensing and other agreements related to our mte]lectual
property; '

. the interest level of resellers in recommending our UNTX business solutions to end users;

. the mtroduction, development, timing, competitive pricing and market acceptance of our products and

services and those of our competitors;

. changes in general economic conditions, such as recessions, that could affect capltal expenditures and
recruiting efforts in the software industry;

. changes to, or developments in, our ongoing litigation with IBM, Novell, Red Hat AutoZone and
DaimlerChrysler concerning our UNIX intellectual property;

. changes in business attitudes toward UNIX as a viable operating system compared to other competing
systems, especially Linux;

. the contingency fees we may pay to the law ﬁrms representing us in our efforts to establish our intellectual
property rights; and

. changes in attitudes of customers and partners due to our aggressive position against the inclusion of our
UNIX code and derivative works in Linux and our lawsuits against end users violating our intellectual

property and coniractual rights.

We also experience fluctuations in operating results in interim periods in Europe and the Asia Pacific regions due to
scasonal slowdowns and cconomic conditions in thesc arcas. Scasonal slowdowns in thesc rogions typically occur during
the summer months.

As arcsult of the factors listed above and clscwhere, it is possible that our rcsults of opcrations may be below the
expectations of public market analysts and investors in any particular period. This could cause our stock price to decline. If
revenue falls below our expectations and we are unable to quickly reduce our spending in response, our operating results
will be lower than expecled. Qur stock price may fall in response (o these events.

We rely on our indirect sales channel for distribution of our products, and any disruption of our channel at any level could
adversely affect the sales of our products. :

We have a two-tiered distribution channel. The relationships we have developed with resellers allow us to offer our
products and services to a much larger customer base than we would otherwise be able to reach through our own direct
sales and marketing efforts. Some solution providers also purchase solutions through our resellers, and we anticipate they
will continue to do so. Because we usually sell indirectly through resellers, we cannot control the relationships through
which rescllers, solution providers or cquipment intogrators purchasc our products. In turn, we do not control the
presentation of our products to end users. Therefore, our sales could be affected by disruptions in the relationships between
us and our resellers, between our resellers and solution providers, or between solution providers and end users. Also,

. resellers and solution providers may choose not lo emphasize our producis (o their customers.-Any-of these occurrences ———— — ——

could diminish the effectiveness of our distribution channel and lead to decreased sales.
If the market for UNLX continues lo contract, it may adversely affect our business.
Our revenuc from the sale of UNIX products has declined over the last four years, This deerease in rovenue has been

63 of 83 2/19/2007 2:38 PM
NOV 000045993



64 of 83

Case 2:04-cv-00139-DAK-BCW  Document 398-4  Filed 08/24/2007 Page 20 of 39

http://www.sec.gov/Archives/edgar/data/1102542/000104746904020342...

attributable primarily to increased competition from other operating systems,
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particularly Linux and lower information technology spending for UNIX products. If the demand for UNIX products
continucs to doclinc, and we arc unable to develop UNIX products and servicos that succossfully addross a market demand,
our business will be adversely affected. Because of the long adoption cycle for operating system purchases and the long:
salcs cycle of our opcrating system products, we may not be ablc to reversc these revenue declines quickly.

We operate in a highly competitive market and face significant competition from avariety of current and potential sources,
many of our current and potential competn‘ors have greater financial and technical resources than we do; thus, we may fail
lo compete effectively.

In the UNIX operaling sysiem markel, our competifors include 1BM, Hewlelt-Packard, Sun, Microsoft and Linux
distributors. These and other competitors are aggressively pursuing the current UNLX operating system market. Many of .
these competitors have access to substantially greater resources than we do. The major competitive alternatives to our
UNIX products arc Microsoft Windows Scrver, Linux and other UNIX systems. The cxpansion of Microsoft's and our other
compcetitors' offcrings may restrict the overall market available for our server products, including some markets where we
have been successful in the past.

Our future success may dcpcnd in part on our ablhty to continue to meet the i increasing needs of our custowmers by
supportmg existing and emerging technologies. If we do not enhance our products to meet these evolving needs, we may
not remain competitive and be able to grow our business. Additionally, because technological advancement in the UNIX
operating system market and alternative operating system markets is at an advanced pace, we will have to develop and
introduce enhancements to our existing products and any new products on a timely basis to keep pace with these
devclopments, cvolving industry standards and changing customer requircments. Our failurc to mect any of thesc and other

_ competitive pressures may render our eustmg products and services obsolete, which would have an adverse impact on our
revenue and operations.

The success of our UNIX business will depend on the level of commitment and cerlification we receive from industry
partners and developers. In recent years, we have seen hardware and software vendors as well as software developers turn
their certification and application development efforts toward Linux and elect not to continue to support or certify to our
UNIX operating system products. If this trend continues, our compeltitive position will be adversely impacted and our
future revenuc from our UNIX business will decline. The decline in our UNIX business may be aceclerated if industry
partners withdraw their support from us as a result of our SCOsource initiatives and in particular any lawsuit against end
users violating our intellectual property and contractual rights, such as our lawsuits against AutoZone and DaimlerChrysler.

Our compensation arrangement with the law firms representing us to enforce our intellectual property rzghz‘s may reduce
our ability to raise addztmnal ﬁnancmg

Our compensation arrangement with the law firms representing us in our efforts to establish our intellectual property

_ rights could inhibit our ability to raise additional funding if needed. In addition to receiving fees at reduced hourly rates,
our agreement with the law firms provides that the law firms will receive a contingency fee of 20 percent of the proceeds
from specified events related to the protection of ourintellectual property rights. These events may include settlements,
Jjudgments, certain licensing fees, subject to certain exceptions, and a sale of our company during the pendancy of litigation
or through scttlement, subjcct to agroed upon credits for amounts reccived as discounted hourly foes and unused retainer
fees, and our agreement with the law firms may also be construed to include contingency fee payments in connection with
issuances of our equity securities. Future payments payable to the law firms under this arrangement may be significant. Our
law firms' right to receive such contingent payments could cause prospeclive investors to choose not (o invest in our

- company or limit the pricc at which new investors would be willing to provide additional funds to our company.
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Our foreign-based operations and sales create special problems, including the imposition of governmental controls and
taxes and fluctuations in currency exchange rates that could hurt our results.

We have foreign operations, including development facilities, sales personnel and customer support operations in
Lurope, Latin America and Asia. These foreign operations are subject to certain inherent risks, including;

polenlial loss of developed Lechnology through piracy, misapproprialion, or more lenient laws regarding
intellectual property protection;

. imposition of governmental controls, inéluding trade restrictions and other tax requirements;
. ﬂuc;ualions in currency exchange rales and economic instability;

. longer payment cycles for sales in foreign countries;

. seasonal reductions in business activity; and

political unrest, particularly in areas where we have lacilities.

In addition, certain of our operating expenses are denominated in local currencies, creating risk of foreign currency
translation losses that could harm our financial results and cash flows. When we generate profits in foreign counmes, our
effective income tax rate is increased.

In Latin America and Asia in particular, several countries have suffered and may be especially susceptible to
recessions and cconomic instability which may Icad to increased governmental ownership or regulation of the cconomy,
higher interest rates, increased barriers to entry such as higher tarifls and Laxes, and reduced demand for goods
manufacturcd in the United Statcs, rosulting in lower rovenuc.

During the second quarter of fiscal year 2004, the Indian branch of our UK subsidiary was imposed w1th a withholding
tax assessment from the Government of India Income Tax Department. The Tax Department assessed a 15 percent
withholding tax on certain revenue transactions in India that the Tax Department deemed royalty revenue under the Income
Tax Act. We have filed an appeal with the Tax Department and believe that our packaged software does not qualify for

"royalties" treatment and therefore would not be subject to withholding tax. However, we may be unsuccessful in our
appeal against the Tax Department and be obligated to pay the assessed taxable amounts. Tf other countries in which we
have international operations, such as India, continue to develop and begin enforcing their tax regimes, we may be subject
to withholding or other taxes.

The impact of domestic and global economic conditions may continue o adversely impact our operations.

During the last several quarters the U.S. and European economies have experienced an economic slowdown that has
affected the purchasing habits of many consumers across many industries and across many geographies. This has caused
the delay, or even cancellation of, technology purchases. The slowdown in the United States and Europe, together with the
alleged unauthorized use of our UNIX code, has resulted in decreased sales of our products, longer sales cycles and lower
pnces Although the slowdown has recently begun to dissipate in the United States and in parts of Europe, if such economic
improvements are not maintained and the current slowdown continues or returns, our revenue and results of operations may
continue to be lower than expected. In addition, a continued slowdown may also affect the end-user market making it more
difficult for our reseller channel to sell our products

~ If'we are unable (o retain key personnel in an intensely compelitive environment, our operations could be adver.se/y

affected.

Woe will need to rotain our managemont, tcchmcal and support personncl. Competition for qualificd profossionals in
the software industry is intense, and departures of existing personnel could be disruptive to our business and can result i in
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the departure of other employees. The loss or departure of any officers or key employees could harm our ability to
implement our business plan and could :
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adversely allect our operations. Our fulure success depends (o a significant exlent on the continued service and
coordination of our management toam, particularly Darl C. McBride, our Prcsndcnt and Chicf’ Excoutive Officer. We do not
maintain key person insurance for any member of our management team.

Our stock price is volatile.

The trading price for our common stock has been volatile, ranging from a low closing sales price of $1.09 in
mid-February 2003, to a sales price of $20.50 per share in October 2003, to a current sales price of $4.89 on June 10, 2004.
The share price has changed dramalically over shorl periods with increases and decreases of over 25 percent in a single
day. We believe that the changes in our stock price are alfecled by changing public perceplions concerning the strength of
our intellectual property claims and other factors beyond our control. Public perception can change quickly and without any
change or development in our underlying business or litigation position. An investment in our stock is subject to such
volatility and, conscquently, is subjcct to significant risk.

Risks associated with the potential exercise of our options outstanding.

As of June 9, 2004, we have issued and outstanding options to purchase up to approximately 3,723,000 shares of
common stock with exercise prices ranging from $0.66 to $28.00 per share. The existence of such rights to acquire
common stock at fixed prices may prove a hindrance to our efforts to raise future equity and debt funding, and the exercise
of such rights will dilute the percentage ownership interest of our stockholders and may dilute the value of their ownership.
The poss1ble future sale of shares issuable on the exercise of outstanding options could adversely affect the prevailing
market price for our common stock. Further, the holders of the outstanding rights may cxoreisc thom at a time whon wo
would othcrwisc be able to obtain additional cquity capital on terms morc favorable to us.

If for any reason we are requiired to redeem BayStar's Series A-1 shares pursuant to its redemption notice, it would have a
material and adverse impact on our liquidity, which may require us to obtain additional sources of cash to sustain
operations.

As stated above in Item 2. of Part I of this quarterly report, in April 2004, we received a redemption notice from
BayStar requesting that we immediately redeem 20,000 shares of our Series A-1 shares held by BayStar pursuant to the -
Certificate of Designation for the Series A-1 shares. Although we do not believe we are obligated to redeem BayStar's
Series A-1 shares pursuant to the redemption notice, if we were required to pay cash to redeem BayStar's Series A-1 shares
pursuant (o the redemplion notice or otherwise pursuant to the Cerlificate of Designation for the Series A-1 shares, il would
have a material and adverse mmpact on our liquidity, which may require us to obtain additional sources of cash to sustain
operations. .

On \fIay 31, 2004, we entered into an agreement with BayStar to repurchase and retire BayStar's 40,000 Series A-1
shares for $13, 000 000 in cash and the issuance to BayStar of 2,105,263 shares of our common stock. The repurchase
transaction will not close unless a registration statement covering the resale of the shares of our common stock issuable to
BayStar in the repurchase transaction is declared effective by the SEC. If we fail to cause such registration statement to be
declared effective, then our repurchase agreement with BayStar may terminate. If the agreement terminates, BayStar may
attempt to enforce its redemption notice, unless it is otherwise rescinded.
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BayStar, as the holder of our oulstanding Series A-1 shares, has preferential redemplmn nghls and ng/m upon liquidation
that could adversely affect the holders of our common stock.

If we fail to complete our Series A-1 share repurchase transaction with BayStar and it remains a holder of Series A-1
shares and otherwise chooses not to convert them to common stock, then, apart from the redemption notice we received
from BayStar in April 2004, BayStar would be entitled to require us to repurchase for cash the Series A-1 shares held by it
at a premium price if any of several redemption trigger events ocours as set forth in the Certificate of Designation for the

- Scrics A-1 sharcs.

Additionally, the Certificate of Designation for the Series A-1 shares provides that the number of shares of our
common stock issuable upon the conversion of Series A-1 shares is limited to 2,863,135 shares in the aggregate,
notwithstanding that the BayStar may othcrwisc be entitled to receive morc sharcs of common stock upon conversion bascd
on the applicable conversion price. If the number of shares of common stock issuable to BayStar upon conversion is limited
in this manner, then we may be required by BayStar to redeem for cash the number of Series A-1 shares that were not
issuable upon conversion as a result of such limits on conversion. If we were required to pay cash to BayStar for any reason
for its Series A-1 shares al a premium price (and other (han in connection with the proposed repurchase (ransaction), it
could have a material impact on our liquidity, which may require us to obtain additional sources of cash to sustain
operations and may negatively impact the holders of our common stock.

Further, BayStar, so long as it remains a holder of Series A-1 shares, will be entitled to receive a preferential
distribution of our assets prior to any distribution to our holders of common stock upon a liquidation, dissolution, winding
up or other change in control transaction in which we sell all or substantially all our assets or merge or consolidate or
otherwise combine with another company or entity. Upon the occurrence of a liquidation event, BayStar, as a holder of
Series A-1 shares, will be entitled to receive the greater of:

. the value of the Series A-1 shares held by it determined by multiplying the closing sale price of our common
stock on the Nasdaq SmallCap Market on the date of the liquidation event by the number of shares of
common stock into which the preferred shares could be converied at the Lime of the liquidalion event; or

. up to $40,000,000, the aggregate purchase price paid for the 40,000 outstanding Series A-1 shares, plus eight
pereent of LhaL amount less the amount of any dividends paid to BayStar in the calendar ycar in which the
liquidation evenl occurs.

. Depending on the amount of assots wo have available for distribution to stockholders upon a liquidation cvent when
Scrics A-1 sharcs remain outstanding, we may be required to distributc all such asscts or a portion of such asscts that
exceeds BayStar's pro rata ownership of our common stock assuming full conversion of the Series A-1 shares into common
stock, which could eliminate or limit the assets available for distribution to our common stockholders. Our potential
obligation lo pay (o the law [irms represenling us in our efforts to establish our inlelleciual property rights a conlingent (ee
of 20 percent of the proceeds we receive from a sale of our company, subject to certain limitations, could also contribute to
eliminating or limiting the assets avallable for distribution to our common stockholders.

The rights of BayStar as a holder of Series A-1 shares may prevem or make it more difficult for us io raise additional funds
" or take other significant company actions.
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The Centificate of Designation crealing our Series A-1 shares requires us Lo oblain the approval of BayStar, as the
current holder of all outstanding Scrics A-1 sharcs, to take tho following actions, among others:

. change the rights, preferences or privileges of the Series A-1 shares or issue additional Series A-1 shares;

. creale or issue any other securities thal are senior or equal in rank lo the Series A-1 shares;
. create or issue any convertible securities having floating conversion rate terms or a fixed conversion price

below the then applicable conversion price of the Series A-1 shares or the closing sale price of our common
stock on the Nasdaq SmallCap Market on the datc of such issuance;

. incur any indcbtedncss, subject to limited excoptions; or

sell or transfer any material asset or intellectual property to a third party.

The Certificate of Designation also provides that BayStar, as a holder of Series A-1 shares, has a participation right
entitling it to purchase its pro rata share of any future equity securities, or debt that is convertible into equity, on the same
terms offcred by us to other purchascrs of such sceuritics. Additionally, we have agreed with BayStar that we will not
complete a transaction or take any action that could result in a claim for a contingency payment by the law firms
representing us in our efforts to establish our intellectual property rights, other than contingency payments related to certain
liconsc transactions, without first obtaining the consont of BayStar, as it currently holds all outstanding Scrics A-1 sharcs.
This right of consent, and the participation right and other approval rights described above, may make it more difficult for
management, our board of directors or our stockholders to reach a settlement in our litigation with IBM, raise capital in the
future in either equily or debl financing {ransactions or o (ake other significanl company aclions. These provisions could
also limil the price thal some inveslors might be willing (o pay for shares of our common stock in lhe fulure.

The Series A-1 shares may have an adverse impact on the market value of our stock and the existing holders of our
comimon stock.

We have an effective registration statement relating to the sale or distribution by BayStar and RBC as selling
stockholders of up to 3,703,704 shares of common stock that are issuable upon conversion of our outstanding Series A-1
shares. We will not receive any proceeds from the sales of these shares. The shares subject to this registration statement
represent approximately 25.8 percent of our issued and outstanding common stock, although no selling stockholder and its
affiliates may beneficially own more than 4.99 percent of our commeon stock at any time, and, in the aggregate, no more
than 2,863,133 shares of our common stock may be issued upon the conversion of our outstanding Series A-1 shares, which
number of shares represents 19.99 percent of the number of shares of our capital stock outstanding as of February 5, 2004,
the date of issuance of our Series A-1 shares. Our Series A-1 shares are convertible into shares of our common stock at a
variable price based upon the market price of our common stock, subject to a floor price of $13.50 per share.

Additionally, pursuant to our May 31, 2004 stock repurchase agreement with BayStar, we agreed to file a reistration
statoment covering the resalc by Bay Star as a sclling stockholder of the 2,105,263 sharcs of common stock issuablc lo
BayStar as part of the repurchase. If this registration statement is declared effective by the SEC and we complete the
repurchase transaction with BayStar, then we likely will amend the already-effective registration statement described above
1o reducc the number of sharcs it covers as BaySiar will no longer will hold Scrics A-1 sharcs that could be converied into
shares of common stock issuable upon conversion of Series A-1 shares. The 2,105,263 shares issuable to BayStar that
would be subject to the new registration statement would represent approumatel} 12.1 percent of our then issued and
outstanding common stock.
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The sale of the block of stock covered by either regisiration stalement, or even the possibility of its sale, may adversely
affcct the trading market for our common stock and reduce the price available in that market. The shares of common stock
subject to our registration statements will, upon issuance, dilute the equity ownership percentage of the holders of our
common stock. The market price of our common stock also could decline as a rosult of the percoption or expectation that
sales of a large number of shares of our common stock could occur following the conversion of our Series A-1 shares, if the
repurchasc transaction docs not occur.

The right of our board of directors to authorize additional shares of preferred stock could adversely impact the rights of
holders of our common stock.

Our board of directors currently has the right, with respect to the 4,920,000 shares of our preferred stock not
designated as 80,000 Series A-1 shares, to authorize the issuance of one or more additional series of our preferred stock
with such voting, dividend and other rights as our dircctors determine. The board of dircctors can designate now scrics of
preferred stock without the approval of the holders of our common stock, subject to the approval rights of BayStar as the
holder of our outstanding Series A-1 shares as described above. The rights of holders of our common stock may be
adversely affected by the rights of any holders of additional shares of preferred stock that may be issued in the future,
mcluding without limitation, further dilution of the equily ownership percentage of our holders of common stock and their
voting power if we issuc preforred stock with voting rights. Additionally, the issuance of proforred stock could mako it .
more difficult for a third party to acquire a majority of our outstanding voting stock.
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PART II. OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
IBM Corporation

On or about March 6, 2003, we filed a complaint against IBM. This action is currently pending in the United States
District Court for the Dlalru.,l of Uldh under the litle The SCO Group, Inc. vs. Tnternational Business Machines
Corporation, Civil No. 2:03CV0294. The initial complaint included claims for breach of contract, misappropriation of trade
secrets, tortious interference, and unfair competition. The original complaint also alleged that IBM obtained information
concerning the UNIX source codc and derivative works from us and inappropriatcly uscd and distributed that information
in connection with its efforts to promote the Linux operating system. As a result of TBM's actions, we are requesting
damages in an amount to be proven at trial, alleged to be approximately $1 billion, together with additional damages
through and after the time of trial. On or about June 13, 2003, we delivered to IBM a notice of termination of IBM's UNIX

. license agreement with us that underlies IBM's ATX software.

On or about June 16, 2003, we filed an amended complaint in the IBM case. The amended complaint essentially
restates and re-alleges the allegations of the original complaint and expands on those claims in several ways. Most
importantly, the amended complaint raises new allegations regarding IBM's actions and breaches through the products and
services of Sequent Computer Systems, Inc. ("Sequent"), which IBM acquired. We allege that our license agreement with
Sequent was breached in several ways similar to those set forth above and we seek damages for those breaches. We are also
seekmg injunctive relief on several claims.

TBM has filed a response and counterclaim (o the complaint, including a demand for ajury trial. We have filed an
answer to the IBM counterclaim denying the claims and asserting affirmative defenses. On February 4, 2004, we filed a
motion for leave to file amended pleadings in the case proposing to amend our complaint against IBM and to modify our
affirmative defenses against IBM's counterclaims, On February 25, 2004, the court granted our motion for leave. The
second amended complaint, which was filed on February 27, 2004, alleges nine causes of action.that are similar to those set
forth above, adds a new claim for copyright infringement and removes the claim for misappropriation of trade secrets, IBM
filed an answer and counterclaim. The counterclaim asscrts 14 claims against us. In its countorclaim, as amended, IBM
asscrts that we do not have the right to terminate ils UNIX licensc or asscr! claims bascd on our owncrship of UNIX
intellectual property against them or others in the Linux community. In addition, IBM asserts we have breached the GNU
General Public License and have infringed certain patents held by IBM. IBM's counterclaims include claims for breach of
contract, violation of the Lanham Act, unfair competition, intentional interforence with prospective cconomic rolations,
unfair and deceptive 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 mallexs relating o both our
company and 1BM. We have also filed a motion to dismiss IBM's tenth counterclaim for a declaratory judgment of
non-infringement of copyrights. We have also filed a motion to amend the scheduling order and a motion to bifurcate TBM's
patent counterclaims into another action. We filed on May 28, 2004, a publicly available reply brief in connection with our
motion to amend the scheduling order, in which we sct forth detailed and specific responscs 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 our motion to amend the scheduling order, with certain changes, and denied IBM's
opposition Lo such an amendment. The amended scheduling order now provides, among other things, (hat the deadline [or

completmg fact discovery is February 11, 2005 (previously August 4, 2004), the deadline for oompletmg expert discovery
is April 22, 2005
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(previously October 22, 2004), and the trial will begin on November 1, 2005 (previously April 11, 2003). The courl also
denicd the motion to bifurcate the patont counterclaims without projude to our right to raisc the issuc again at a lator stage.
TBM has also filed a motion for partial summary judgment on its tenth counterclaim for a declaration of non-infringement.
A hcaring 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, Dlscovew is continuing in the TBM case
and wc plan to vigorously opposc this IBM's motion.

Red Hat, Inc.

On August 4, 2003, Red Hal filed a complaint against us. The action is currently pending in the United States District
Court for the District of Delaware under the case caption Red Hat, Inc. v. The SCO Group, Inc., Civil No 03-772. Red Hat
asserts that the Linux operating system does not infringe our UNIX intellectual property rights and seeks a declaratory
judgment for non-infringement of copyrights and no misappropriation of tradc scercts. In addition, Red Hat claims wo have
cngaged in falsc advertising in violation of the Lanham Act, deceptive trade practices, unfair competition, tortious
interference with prospective business opportunities, trade libel, and disparagement.

On or about September 15, 2003, we 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 seeking 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 our motion to dismiss; however, the court staved the case. We intend to
vigorously defend this action.

Novell, Inc.

On January 20, 2004, we filed suit in Utah State Court against Novell, luc. for slander of title seeking relief for its
alleged bad faith effort to interfere with our copyrights related to our UNIX source code and derivative works and our
UnixWare product. The case is currently pending in the Third Judicial District Court, Salt Lake County, State of Utah,
under the caption 7he SCO Group, Inc. v. Novell, Inc., Case No. 040900936. In the lawsuit, we requested preliminary and
permanent injunctive relief as well as damages. Through these 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 representations it has made regarding its purported ownershlp
of those copyrights.

Novell has not yet answered our complaint, bul has [iled 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
transfer the venue of the case from such court to the Fourth Judicial District Court in Utah County, Utah. Novell also filed a
motion to dismiss our complaint claiming it never transferred the copyrights to The Santa Cruz Operation (now
Tarantella, Inc.). We have filed a response to Novell's motion to dismiss and have also filed a motion to remand the case
back to the state court. On June 10, 2004, the court issued 2 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. Howcver, the court grantcd Novell's motion to dismiss regarding our allcgations of spccial damages, but granted us
30 days leave to amend our complaint to plead special damages with more specificity. We plan to continue to v 1gorous1v
pursue our claims against Novell.

56

73 of 83 2/19/2007 2:38 PM
: NOV 000046003




Case 2:04-cv-00139-DAK-BCW  Document 398-4  Filed 08/24/2007  Page 30 of 39

http:/fwww.sec.gov/Archives/edgar/data/1102542/000104745904020342. ..

DaimlerChrysler Corporation

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 UNIX software
agreement with us by failing to certify by January 31, 2004 its compliance with the UNIX software agresment as required
by us. The lawsuit, filed in Oakland County Circuit Court in the State of Michigan, requests the court to declare that
DaimlerChrysler has violated the certification 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 software agresment and award us damages in
amount to be determined at trial together with costs, attorncys' foes and any such other or different relicf 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,

AurtoZone, Inc.

On or about March 2, 2004, we brought suvit against AutoZone, Inc. for its alleged violations of our UNIX copyrights
through its use of Linux. Specifically, the lawsuit alleges that AutoZone is infringing our UNIX copyrights by, among other
things, running versions of the Linux operating system that contain code, structure, sequence 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 relief against AutoZone's further use or copying of any part of our copyrighted materials and also requests
damages as a result of AutoZone's infringement in an amount to be proven at trial. On April 23, 2004, AutoZone filed a
motion to transfer the casc to Tennesscc or to stay the case. We have filed an opposition to the AutoZone motion and a
hearing is currently scheduled for June 21, 2004 in Nevada.

IPO Class Action Matter

We are an issuer defendant in a series of class action lawsuits, involving over 300 issuers that have been consolidated
under Tn re Initial Public Offering Securities Litigation, 21 MC 92 (SAS). The plaintiffs, the issuers and the insurance
companies have negotiated a Memorandum of Understanding ("MOU") with the intent of settling the dispute between the
plaintiffs and the issuers. We have executed this MOU and have been advised that almost all (if not 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 cowrt, and if no cross-claims, counterclaims or third party claims are later asserted, this action will be
dismissed with respect to our directors and us. ' ’

We have notified our underwriters and insurance companies of the existence of the claims. We believe, after
consultation with legal counsel, that the ultimate outcome of this matter will not have a material adverse effect on our
results of operations or financial position. As of January 31, 2004, we have paid or accrued the full retention amount of .

-$200,000 under its insurance coverage.

Other Muatiers

In April 2003, a former Indian distributor of ours filed a claim in India, requesting summary judgment for payment of
$1,428,000, and an order that we trade in India only through the distributor until the claim is paid. The distributor claims
that we are responsible to repurchase certain software products and to reimburse the distributor for certain other operating
costs. We do not believe that we are responsible to reimburse the distributor for any operating costs and also believe that
the return rights related to any remaining inventory have lapsed. ‘We have engaged local counsel who has advised

57

74 of 83

2/19/2007 2:38 PM
NOV 000046004



Case 2:04-cv-00139-DAK-BCW  Document 398-4  Filed 08/24/2007 Page 31 of 39

http:/fwww .sec.gov/Archives/edgar/data/1102542/000104746904020342...

that it is likely that the current claims will (ail, bul thal the distributor will continue to pursue its claims either in (he Indian
courts or in the U.S. courts. Discovery has commonced and initial hoarings have been hold and arc ongoing. We intond to
vigorously defend this action.

We are a party to certain other legal proceedings arising in the ordinary course of business including legal proceedings
arising from our SCOsource initiatives. We believe, after consultation with legal counsel, that the ultimate outcome of such

legal proceedings will not have a material adverse effect on our results of operations or financial position.

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS
Series A and Series A-1 share maliers.

On February 5, 2004, we issued 50,000 shares of our Series A-1 shares in exchange for all then outstanding Series A
shares previously lssued in our October 2003 private placement We received no addltlonal proceeds from this exchange
lransacllon

The Series A-1 shares are convertible into shares of our common stock at a conversion price equal to the average
closing sales price of our common stock for the ten trading days immediately preceding the date of conversion, provided
that in no event may the conversion price be less than $13.50 (as such conversion price and the $13.50 floor price may be
adjusted for stock splits, stock dividends or similar occurrences in the future). The holders of Series A-1 shares have the
right to convert their prefen'ed shares ito shares of common stock any time at their option provided they convert enough
we may force conversion of the outstandmg Series A-1 shares at any time the market price of our common stock exceeds
$24.50 per share (as adjusted for stock splits, stock dividends or similar occurrences in the future) for 20 consecutive
trading days, provided that we satisfy certain other requirements. Notwithstanding the foregoing conversion rights, in no
event may the number of shares of our common stock issuable upon the conversion of Series A-1 shares exceed

(i) 2,863,135 shares in the aggregate or (ii) cause any holder of Series A-1 shares and its affiliates to beneficially own more
than 4.99 percent of the outstanding sharcs of our common stock, cven though the holders thercof may otherwisc be cntitled -

to receive more shares of common stock upon conversion based on the applicable conversion price.

The Series A-1 shares generally has the same rights that the Series A shares had, except that the conversion price for
the Series A shares was fixed at $16.93 per share (as adjusted for stock splits, stock dividends or similar occurrences in the

future). Also, the holders of Series A-1 shares have certain limited voting rights that they did not previously have as holders

of Series A shares.

We issued the unregistered, restricted shares of Series A-1 shares in reliance on the exemption from registration
provided by Scction 3(a)(9) of the Sccuritics Act of 1933, as amended, as a transaction involving the oxchange with our
then-existing holders of our Series A-1 shares for the previously outstanding Series A shares in which no commission or
other remuneration was paid or given directly or indirectly for soliciting such exchange.

On April 1, 2004, following the completion of the exchange of our outstanding Series A shares for Series A-1 shares,

after which no Senes A shares remained outstanding, we filed a Certificate of Elimination with the Secretary of State of the

State of Delaware. The filing terminated the Certificate of Designation, Preference and Rights of our Series A shares,
eliminating the previously designated Series A shares.
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Repurchases of our commaon stock.

The following table shows the second quarter of fiscal 2004 stock repurchase activity (in thousands, except per share

amounts):
Total Number of Maximum Number of
Shares Purchased as Shares that May Yet
Total Number of Average Price - Part of Publicly to be Purchased
Shares Purchased(1) I*aid per Share * Announced Plan Under the Plan
February 2004 — 8 — - —
March 2004 290 827 290 1,210
April 2004 — — i — 1,210
Total _ 290 § 8.27 : 290

(1) On March 10, 2004, our Board of Directors authorized the repurchése ofuptol 500 ,000 shares of our common
stock in. 0peu-marLet or private transactions. The plan will remain in effect for a period of 24 months from the date
announced.

ITEM 4, SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

The following matters were submitted and approved bf our stockholders at our annual meeting held April 20, 2004:

1. To elect eight members to the Board of Directors to serve until their successors have been appointed. All seven
directors were elected with Ralph J. Yarro III receiving 11,319,000 votes in favor and 423,000 votes withheld,
Thomas P. Raimondji, Jr. receiving 11,618,000 votes in favor and 125,000 votes withheld; Edward E. Iacobucci ‘
receiving 11,138,000 votes in favor and 603,000 votes withheld; Daniel W. Campbell receiving 11,682,000 votes in
favor and 60,000 votes withheld; R. Duff Thompson receiving 11,627,000 votes in favor and 115,000 votes
withheld; Darcy G. Mott receiving 11,324,000 votes in favor and 418,000 votes withheld; K. Fred Skousen
receiving 11,682,000 votes in favor and 60,000 votes withheld; and Darl C. McBnde receiving 11,679,000 votes in
favor and 63,000 votes withheld.

2, To approve the 2004 Omnibus Stock Incentive Plan and to provide for up to 1,500,000 shares of common stock to
be subject to awards issucd under the plan. Tlns resolution was passcd with 6,254,000 votos in favor, 760,000 votcs
against and 474,000 abstentions.

3. To approve the appointment of KPMG LLP as our independent public accountants for the year ending October 31,
2004. This resolution was passed with 11,711,000 votes in favor, 19,000 votes against and 13,000 abstentions.

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

(@  Exhibits

3.1 Ambndcd and Restated Certificate of Incorporation of Caldera International, Inc.

e ~(incorporated by referenceto-Exhibit 3.1-to- SCO's Registration Statentent on
Form 8-A12G/A (File No. 000-29911) ).

32 Certificate of Amendment to Amended and Restated Certificate of Incorporation
regarding consolidation of outstanding shares (incorporated by reference to Exhibit 3.2
to SCO's Registration Statement on Form 8-A12G/A (File No. 000-29911)).
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33 Certificate of Amendment to Amended and Restated Certificate of Incorporation
: regarding change of name to The SCO Group, Inc. (incorporated by referonce to
Exhibit 3.3 to SCO's Registration Statement on Form 8A12G/A (File No. 000-29911).

34 Amended and Restated Bylaws (incorporated by reference to Exhibit 3.4 to SCO's
Registration Statcment on Form 8-A12G/A (Filc No. 000-29911)).

35 Certificate of Designation for Series A-1 Convertible Preferred Stock (incorporated by
reference to Exhibit 4.1 to SCO's Current Report on Form 8-K filed on February 9,
2004 (File No. 000-29911)).

3.6 Certificate of Correction correcting the Certificate of Designation for Series A-1
Convertible Preferred Stock (incorporated by reference to Exhibit 4.2 to SCO's Current
Report on Form 8-K filed on February 9, 2004 (Filc No. 000-29911)).

10.1  Letter Amending Engagement Agreement dated November 17, 2003 from Darl C.
McBride, President and Chief Executive Officer of SCO, to David Boies of Boies,
Schiller & Flexner LLP (incorporated by reference to Exhibit 99.2 to SCQO's Current
Report on Form 8-K filed on December 9, 2003 (File No. 000-29911)).

102 Letter Agreement dated December 8, 2003 among SCO, BayStar Capital II, L.P., Royal
Bank of Canada and Boies, Schiller & Flexner LLP (incorporated by reference to
Exhibit 99.3 to SCO's Current Report on Form 8-K filed on December 9, 2003 (File
No. 000-29911)). ‘

10.3  Exchange Agreement dated as of February 5, 2004 among SCO, BayStar Capital II,
L.P. and Royal Bank of Canada (incorporated by reference to Exhibit 99.1 to SCO's
Current Report on Form 8-K filed on February 9, 2004 (File No. 000-29911).
Certification of Darl C. McBride, President and Chief Executive Officer, pursuant to
Rule 13a-14(2) of the Exchange Act, as adopted pursuant to Section 302 of the
Sarbancs-Oxlcy Act of 2002.

311 Certification of Darl C. McBride, President and Chief Executive Officer, pursuant to
Section 1350, Chapter 63 of Title 18, United States Code, as adopted pursuant to
Section 906 of‘ the Sarbanes-Oxley Act of 2002.

312 Certification of Bert Young, Chief Financial Officer, pursuant to Rule 13a-14(a) of the
. Exchange Act, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification of Darl C. McBride, President and Chief Executive Officer, pursuant to
Section 1350, Chapter 63 of Title 18, Uniled States Code, as adopled pursuant (o
Section 906 of the Sarbanes-Oxley Act of 2002.

322 | Certification of Bert Young, Chief Financial Officer, pursuant to Section 1350, Chapter

63 of Title 18, United States Code, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

(b) Reports on Form 8-K

On February 9, 2004, we filed a current report on Form 8-K announcing we had completed an Exchange Agreement

with the investors in our October 2003 Series A Convertlble Preferred Stock financing,

On March 3, 2004, we filed a current report on Form 8-K announcing our financial results for the three months ended
January 31, 2004,
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On March 3, 2004, we filed a current report on Form 8-K announcing we had taken legal action against
AutoZone, Inc. and DaimlerChrysler Corporation.
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On March 5, 2004, we filed a current report on Form 8-K announcing we had received an order io compel discovery in
our lawsuit against iBM. . ‘

On March 11, 2004, we filed a current report on Form 8-K announcing we had implemented a stock buyback program.
On April 16, 2004, we filed a current report on Form 8-K announcing we had reccived a redemption notice from
BayStar Capital II, L.P.
ITEM 7. SIGNATURES
Pursuant to the requirements of the Securities Exchange Acl of 1934, (he Registrant has duly caused this report Lo be
signed on its behalf by the undersigned thereunto duly authorized.
Date: June 14, 2004 o THE SCO GROUP, INC.

By: /s/ BERT YOUNG

Bert Young

Duly Authorized Officer and
Chief Financial Officer
(Principal Financial and
Accounting Officer)
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EXHIBIT INDEX

Exhibit
Number Exhibit Description

31 Amended and Restated Certificate of Incorporation of Caldera International, Inc.
(incorporated by reference to Exhibit 3.1 to SCO's Reglstratlou Statement on
Form 8-A12G/A (File No. 000-29911) ).

i 3.2 Certificate of Amendment to Amended and Restated Certificate of Incorporation
regarding consolidation of outstanding shares (incorporated by reference to
Exhibit 3.2 to SCO's Registration Statement on Form 8-A12G/A (File

No. 000-29911) ). :

33 Certificate of Amendment to Amended and Restated Certificate of Incorporation
regarding change ol name to The SCO Group, Tnc. (incorporaled by reference lo
Exhibit 3.3 to SCO's Registration Statement on Form 8A12G/A (File
No. 000-29911).

[ 34 - Amended and Restated Bylaws (incorporated by reference to Exhibit 3.4 to SCO's
! Registration Stalement on Form 8-A12G/A (File No. 000-29911)).

3.5 Certificate of Designation for Scrics A-1 Convertible Proferred Stock (incorporated
by reference to Exhibit 4.1 to SCO's Current Report on Form 8-K filed on
February 9, 2004 (File No. 000-29911)).

3.6 Certificatc of Correction correcting the Certificate of Designation for Scrics A-1
Convertible Preferred Stock (incorporated by reference to Exhibit 4.2 to SCO's
Current Report on Form 8-K filed on February 9, 2004 (File No. 000-29911)).

10.1 Letter Amending Engagement Agreement dated November 17, 2003 from Darl C.
McBride, President and Chief Executive Officer of SCO, to David Boies of Boies,
Schiller & Flexner LLP (incorporated by reference to Exhibit 99.2 to SCO's Current
Reporl on Form §-K filed on December 9, 2003 (File No. 000-29911)).

10.2 Letter Agreement dated December 8, 2003 among SCO, BayStar Capital I, L.P.,
Royal Bank of Canada and Boies, Schiller & Flexuer LLP (incorporated by '
reference to Exhibit 99.3 to SCO's Current Report on Form $-K filed on
December 9, 2003 (File No. 000-29911)).

10.3 Exchange Agreement dated as of February 5, 2004 among SCO, BayStar Capital ll
L.P. and Royal Bank of Canada (mcorporated by reference to Exhibit 99.1 to SCO's
Current Report on Form 8-K filed on February 9, 2004 (File No. 000-29911).

31.1 Certification of Darl C. McBride, President and Chicf Exceutive Officer, pursuant to
Rule 13a-14(a) of the Exchange Act, as adopted pursnant to Section 302 of the
Sarbanes-Oxley Act of 2002.

312 Certification of Bert Young, Chicf Financial Officer, pursuant to Rulc 13a-14(a) of
| : the Exchange Act, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of
B I 2002. — S

321 Certification of Darl C. McBride, President and Chief Executive Officer, pursuant to
Scction 1350, Chapter 63 of 'litle 18, United Statcs Codc, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002.
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322 Certification of Bert Young, Chief Financial Officer, pursuant to Section 1350,
Chapter 63 of Title 18, United States Code, as adopted pursuant to Section 906 of
the Sarbancs-Oxlcy Act of 2002.
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