Edgar Filing: RED HAT INC - Form 10-Q

RED HAT INC
Form 10-Q

July 07, 2011
Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended May 31, 2011

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to .

Commission File Number: 001-33162

RED HAT, INC.

(Exact name of registrant as specified in its charter)

Delaware

(State or other jurisdiction of incorporation or organization)

06-1364380

(L.R.S. Employer Identification No.)
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1801 Varsity Drive, Raleigh, North Carolina 27606

(Address of principal executive offices, including zip code)

(919) 754-3700

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer or a non-accelerated filer or a smaller reporting
company. See definitions of large accelerated filer, accelerated filer and smaller reporting company in 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer ~ Non-accelerated filer ~ Smaller reporting company
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes © No x

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

As of June 30, 2011, there were 193,022,425 shares of common stock outstanding.
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RED HAT, INC.
CONSOLIDATED BALANCE SHEETS

(In thousands except share and per share amounts)

May 31,
2011 February 28,
(Unaudited) 2011 (1)
ASSETS
Current assets:
Cash and cash equivalents $ 710,223 $ 642,630
Investments in debt and equity securities, short-term 200,258 217,970
Accounts receivable, net of allowances for doubtful accounts of $2,200 and $1,379, respectively 154,939 184,741
Deferred tax assets, net 75,192 75,720
Prepaid expenses 66,607 62,364
Other current assets 1,016 1,133
Total current assets 1,208,235 1,184,558
Property and equipment, net of accumulated depreciation and amortization of $148,512 and $139,753,
respectively 77,754 75,558
Goodwill 465,563 463,673
Identifiable intangibles, net 106,461 109,932
Investments in debt securities, long-term 356,260 331,791
Other assets, net 33,568 33,810
Total assets $2,247,841 $ 2,199,322
LIABILITIES AND STOCKHOLDERS EQUITY

Current liabilities:
Accounts payable $ 16,357 $ 16,285
Accrued expenses 85,052 90,229
Deferred revenue 584,348 572,637
Other current obligations 340 650
Total current liabilities 686,097 679,801
Deferred lease credits 5,113 5,215
Long-term deferred revenue 201,693 199,617
Other long-term obligations 24,435 23,990
Commitments and contingencies (NOTE 12 and NOTE 13)
Stockholders equity:
Preferred stock, 5,000,000 shares authorized, none outstanding
Common stock, $0.0001 per share par value, 300,000,000 shares authorized, 224,431,523 and 223,778,248
shares issued, and 193,263,196 and 193,046,862 shares outstanding at May 31, 2011 and February 28, 2011,
respectively 22 22
Additional paid-in capital 1,633,083 1,610,238
Retained earnings 277,500 245,050
Treasury stock at cost, 31,168,327 and 30,731,386 shares at May 31, 2011 and February 28, 2011,
respectively (581,738) (562,792)
Accumulated other comprehensive income (loss) 1,636 (1,819)
Total stockholders equity 1,330,503 1,290,699
Total liabilities and stockholders equity $2,247,841 $ 2,199,322
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(1) Derived from audited financial statements.
The accompanying notes are an integral part of these consolidated financial statements.
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RED HAT, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands except per share amounts)

(Unaudited)

Revenue:
Subscriptions
Training and services

Total subscription and training and services revenue

Cost of subscription and training and services revenue:
Cost of subscriptions
Cost of training and services

Total cost of subscription and training and services revenue

Gross profit

Operating expense:

Sales and marketing
Research and development
General and administrative

Total operating expense

Income from operations
Interest income
Other income (expense), net

Income before provision for income taxes
Provision for income taxes

Net income

Basic net income per common share
Diluted net income per common share
Weighted average shares outstanding
Basic

Diluted
The accompanying notes are an integral part of these consolidated financial statements.
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Three Months Ended
May 31, May 31,
2011 2010
$ 225,533 $ 179,076

39,213 30,068
264,746 209,144
15,239 12,664
27,208 20,574
42,447 33,238
222,299 175,906
97,325 74,564
48,288 40,658
31,327 26,445
176,940 141,667
45,359 34,239
1,936 1,663
(266) 1,130
47,029 37,032
14,579 12,961

$ 32,450 $ 24,071
$ 017 $ 0.13
$ 0.17 $ 0.12
193,155 187,926
196,287 193,266
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RED HAT, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

(Unaudited)

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization

Share-based compensation expense

Deferred income taxes

Excess tax benefits from share-based payment arrangements

Gain on sale of available-for-sale equity securities

Other

Changes in operating assets and liabilities net of effects of acquisitions:
Accounts receivable

Prepaid expenses

Accounts payable

Accrued expenses

Deferred revenue

Other

Net cash provided by operating activities

Cash flows from investing activities:

Purchase of investment in debt securities available for sale

Proceeds from sales and maturities of investment in debt securities available for sale
Proceeds from sales of investment in equity securities available for sale

Purchase of developed software and other intangible assets

Purchase of property and equipment

Net cash provided by (used in) investing activities

Cash flows from financing activities:

Excess tax benefits from share-based payment arrangements
Proceeds from exercise of common stock options

Payments related to net settlement of employee share-based awards
Purchase of treasury stock

Payments on other borrowings

Net cash used in financing activities
Effect of foreign currency exchange rates on cash and cash equivalents

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period
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Three Months Ended
May 31, May 31,
2011 2010
32,450 $ 24,071
12,739 11,722
16,187 13,174
11,055 8,352
(8,560) (11,007)
(644) (516)
567 (203)
32,042 19,525
(3,293) (591)
(90) (5,069)
(3,849) 1,540
1,270 (1,058)
338 704
90,212 60,644
(180,850) (110,343)
172,583 198,318
665 548
(2,543) (1,621)
(8,657) (6,722)
(18,802) 80,180
8,560 11,007
5,043 37,688
(9,033) (7,055)
(18,946) (74,362)
(594) 877)
(14,970) (33,599)
11,153 (16,973)
67,593 90,252
642,630 388,118
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Cash and cash equivalents at end of period $ 710,223 $ 478,370

The accompanying notes are an integral part of these consolidated financial statements.
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RED HAT, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
NOTE 1 Company

Red Hat, Inc., incorporated in Delaware, together with its subsidiaries ( Red Hat or the Company ) is a global leader in providing open source
software solutions to the enterprise. The Company is also the market leader in providing enterprise-ready open source operating system
platforms. The Company applies its technology leadership to create its: enterprise operating platform, Red Hat Enterprise Linux; enterprise
middleware platform, JBoss Enterprise Middleware; virtualization solutions and other infrastructure technology solutions, based on open source
technology. The Company s enterprise solutions are intended to meet the functionality requirements and performance demands of the enterprise
and third-party computer hardware and software applications that are critical to the enterprise. The Company provides these solutions through
content distribution and management services, Red Hat Network, RHN Satellite and JBoss Operations Network, which allow various Red Hat
enterprise technologies to be updated and configured and the performance of these and other technologies to be monitored in an automated
fashion. These solutions reflect the Company s continuing commitment to provide an enterprise-wide infrastructure platform and developer
solutions based on open source technology. The Company derives its revenue and generates its cash from customers primarily from two sources:
(1) subscriptions for its enterprise technologies and (ii) training and services revenue, as further described below in NOTE 2, Summary of
Significant Accounting Policies contained in the Company s Annual report on Form 10-K for the year ended February 28, 2011.

NOTE 2 Summary of Significant Accounting Policies
Unaudited Interim Financial Information

The unaudited interim consolidated financial statements as of and for the three months ended May 31, 2011 have been prepared by the Company
pursuant to the rules and regulations of the Securities and Exchange Commission (the SEC ) for interim financial reporting. These consolidated
statements are unaudited and, in the opinion of management, include all adjustments (consisting of normal recurring adjustments and accruals)
necessary to present fairly the consolidated balance sheets, consolidated operating results and consolidated cash flows for the periods presented
in accordance with accounting principles generally accepted in the United States of America. Operating results for the three months ended

May 31, 2011 are not necessarily indicative of the results that may be expected for the fiscal year ending February 29, 2012. Certain information
and footnote disclosures normally included in annual financial statements prepared in accordance with accounting principles generally accepted
in the United States of America have been omitted in accordance with the SEC s rules and regulations for interim reporting. For further
information, see the Company s Consolidated Financial Statements, including notes thereto, included in the Company s Annual Report on Form
10-K for the fiscal year ended February 28, 2011.

Principles of Consolidation

The accompanying Consolidated Financial Statements include the accounts of the Company and all of its wholly-owned subsidiaries. All
significant inter-company accounts and transactions are eliminated in consolidation. There are no significant foreign exchange restrictions on the
Company s foreign subsidiaries.
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RED HAT, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the balance sheet dates and the reported amounts of revenue and expenses during the reporting periods. Actual results could differ
from such estimates.

Significant Accounting Policies

There have been no changes to the Company s significant accounting policies from those described in NOTE 2 to the Consolidated Financial
Statements contained in the Company s Annual Report on Form 10-K for the year ended February 28, 2011. These unaudited financial statements
should be read in conjunction with such Annual Report on Form 10-K.

Recent Accounting Pronouncements

In June 2011, the Financial Accounting Standards Board ( FASB ) issued Accounting Standards Update No. 2011-05, Comprehensive Income
(Topic 220) Presentation of Comprehensive Income (ASU 2011-05), to require an entity to present the total of comprehensive income, the
components of net income, and the components of other comprehensive income either in a single continuous statement of comprehensive
income or in two separate but consecutive statements. ASU 2011-05 eliminates the option to present the components of other comprehensive
income as part of the statement of equity. ASU 2011-05 is effective for the Company in its first quarter of fiscal 2013 and should be applied
retrospectively. The Company currently believes there will be no significant impact on its consolidated financial statements.

In May 2011, the FASB issued Accounting Standards Update No. 2011-04, Amendments to Achieve Common Fair Value Measurement and
Disclosure Requirements in U.S. GAAP and International Financial Reporting Standards (Topic 820) Fair Value Measurement (ASU
2011-04), to provide a consistent definition of fair value and ensure that the fair value measurement and disclosure requirements are similar
between U.S. GAAP and International Financial Reporting Standards. ASU 2011-04 changes certain fair value measurement principles and
enhances the disclosure requirements particularly for level 3 fair value measurements. ASU 2011-04 is effective for the Company in its fourth
quarter of fiscal 2012 and should be applied prospectively. The Company does not currently have level 3 fair value measurements. The
Company is currently evaluating the impact of adopting ASU 2011-04, but currently believes there will be no significant impact on its
consolidated financial statements.

Table of Contents 10
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RED HAT, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

NOTE 3 Changes in Equity and Other Comprehensive Income

The following table summarizes the changes in the Company s stockholders equity, including other comprehensive income, during the three

months ended May 31, 2011 (in thousands):

Balance at February 28, 2011

Net income

Other comprehensive income:

Foreign currency translation adjustment
Unrealized gain (loss) on securities during period
Reclassification for (gain) loss recognized during
period

Other comprehensive income, net of tax

Comprehensive income

Exercise of common stock options

Common stock repurchase (also see NOTE 10
and NOTE 14)

Share-based compensation expense

Tax benefits related to share-based awards
Minimum tax withholdings paid by the Company
on behalf of employees related to net settlement
of employee share-based awards

Balance at May 31, 2011

Common
Stock

$ 22

0

0
0

=]

oS O

$ 22

The following table summarizes the changes in the Company

months ended May 31, 2010 (in thousands):

Balance at February 28, 2010

Net income

Other comprehensive income:

Foreign currency translation adjustment

Table of Contents

Common

Stock
$ 22
0

0

Additional
Paid-In
Capital

$ 1,610,238
0

0
0

0
5,043

0

16,187
10,648

(9,033)

$ 1,633,083

s stockholders

Additional
Paid-In
Capital

$ 1,444,848
0

0

Retained
Earnings
$ 245,050

32,450

0
0

$ 277,500

Retained
Earnings
$ 137,772

24,071

0

Accumulated
Other
Comprehensive
Treasury Income
Stock (Loss)
$(562,792) $ (1,819)
0 0
0 2,624
0 1,483
0 (652)
0 3,455
0 0
0 0
(18,946) 0
0 0
0 0
0 0

$(581,738) $ 1,636

Accumulated
Other
Comprehensive
Treasury Income
Stock (Loss)
$ (472,646) $ 1,056
0 0
0 (1,858)

Total
Stockholders
Equity
$ 1,290,699

32,450

0
0

0
3,455

35,905
5,043

(18,946)

16,187
10,648

(9,033)

$ 1,330,503

equity, including other comprehensive income, during the three

Total
Stockholders
Equity
$ 1,111,052

24,071

0

11
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Unrealized gain (loss) on securities during period
Reclassification for (gain) loss recognized during
period

Other comprehensive income, net of tax

Comprehensive income

Exercise of common stock options

Common stock repurchase

Share-based compensation expense

Minimum tax withholdings paid by the Company
on behalf of employees related to net settlement
of employee share-based awards

Balance at May 31, 2010
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0

0

(=i
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0

0

0
37,688
0
13,174

(7,055)

$ 1,488,655

0

0

(=Mool

$ 161,843

0

0
(74,362)

0

$ (547,008)

$

914)

(504)

(3,276)

(=Rl

(2,220)

(3,276)

20,795
37,688
(74,362)
13,174

(7,055)

$ 1,101,292
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RED HAT, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

NOTE 4 Identifiable Intangible Assets

Identifiable intangible assets consist primarily of purchased technologies, customer and reseller relationships, trademarks, copyrights and
patents, which are amortized over the estimated useful life, generally on a straight-line basis with the exception of customer contracts and
relationships which are generally amortized over the greater of straight-line or the related asset s pattern of economic benefit. Useful lives range
from three to twelve years for purchased technologies and customer and reseller relationships and three to ten years for trademarks, copyrights
and patents. As of May 31, 2011 and February 28, 2011, trademarks with an indefinite estimated useful life totaled $9.1 million. The following
is a summary of identifiable intangible assets (in thousands):

May 31, 2011 February 28, 2011
Gross Accumulated Net Gross Accumulated Net
Amount Amortization Amount Amount Amortization Amount
Trademarks, copyrights and patents $ 60,030 $ (17.662) $ 42368 $ 58,122 $ (16,817) $ 41,305
Purchased technologies 58,780 (34,004) 24,776 59,233 (32,081) 27,152
Customer and reseller relationships 80,803 (41,486) 39,317 80,768 (39,293) 41,475
Total identifiable intangible assets $199,613 $ (93,152) $106,461 $ 198,123 $ (88,191) $109,932

Amortization expense associated with identifiable intangible assets recognized in the Company s Consolidated Financial Statements for the three
months ended May 31, 2011 and May 31, 2010 is summarized as follows (in thousands):

Three Months Ended Three Months Ended
May 31, 2011 May 31, 2010
Cost of revenue $ 979 $ 704
Sales and marketing 1,959 2,086
Research and development 1,157 925
General and administrative 846 822
Total amortization expense $ 4,941 $ 4,537

NOTE 5 Income Taxes
Income Tax Expense

During the three months ended May 31, 2011 and May 31, 2010, the Company recorded $14.6 million and $13.0 million, respectively of income
tax expense, which resulted in an estimated annual effective tax rate of 31% and 35% for the three months ended May 31, 2011 and May 31,
2010, respectively.

The Company s estimated annual effective tax rate of 31% for fiscal 2012 differs from the U.S. federal statutory rate of 35% principally due to
foreign income taxed at lower rates.

Table of Contents 13
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The Company s estimated annual effective tax rate for the three months ended May 31, 2010, was 35% but the effective tax rate for the full year
ended February 28, 2011 was 30% due to reinstatement of the U.S. federal research tax credit, approval of a tax holiday in Israel and certain
other events that occurred during the fourth quarter of fiscal 2011.
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RED HAT, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

Deferred Taxes

As of May 31, 2011, the deferred tax asset balance was $119.5 million, of which $5.4 million was offset by a valuation allowance. The
Company continues to maintain a valuation allowance against its deferred tax assets with respect to certain foreign NOLs.

As of May 31, 2011, the Company had U.S. federal and state NOL carryforwards of approximately $14.6 million and $66.1 million,
respectively. As of May 31, 2011, the Company had a U.S. federal research tax credit carryforward of approximately $37.0 million and a U.S.
foreign tax credit carryforward of approximately $22.6 million. These NOL and tax credit carryforwards are scheduled to expire in varying
amounts beginning in 2013.

Unrecognized tax benefits

The Company s unrecognized tax benefits were $42.7 million as of May 31, 2011 and $42.1 million as of February 28, 2011. The Company s
unrecognized tax benefits at May 31, 2011 and February 28, 2011, which, if recognized, would affect the Company s effective tax rate, were
$38.7 million and $38.1 million, respectively.

During the three months ended May 31, 2011, the amount of unrecognized tax benefits increased $0.6 million, primarily as a result of increases
with respect to tax positions taken during prior periods. The results and timing of the resolution of tax audits is highly uncertain and the
Company is unable to estimate the range of possible changes to the balance of unrecognized tax benefits. However, the Company does not
currently anticipate any significant changes in its unrecognized tax benefits for the next 12 months. No settlements of uncertain income tax
positions or reductions in long-term obligations related to unrecognized tax benefits occurred during the three months ended May 31, 2011.

It is the Company s policy to recognize interest and penalties related to uncertain tax positions as income tax expense. Accrued interest and
penalties related to unrecognized tax benefits totaled $3.1 million as of May 31, 2011 and February 28, 2011.

The Company or one of its subsidiaries files income tax returns in the U.S. federal jurisdiction and various states and foreign jurisdictions. The
following table summarizes the tax years in the Company s major tax jurisdictions that remain subject to income tax examinations by tax
authorities as of May 31, 2011. Due to NOL carryforwards, in some cases the tax years continue to remain subject to examination with respect to
such NOLs:

Years Subject to

Income Tax
Tax Jurisdiction Examination
U.S. federal 1994  Present
North Carolina 1999 Present
Ireland 2006 Present
Japan* 2008 Present

* The Company has been examined for income tax for years through February 28, 2007. However, the statute of limitations remains open for
5 years.

An income tax examination by the U.S. Internal Revenue Service with respect to the Company s fiscal year ended February 28, 2007 has been

completed. There were no significant adjustments resulting from the examination.

The Company or one of its subsidiaries is currently undergoing income tax examinations in France, Germany and India.
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RED HAT, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

The Company believes it has adequately provided for any reasonably foreseeable outcomes related to tax audits.
NOTE 6 Assets and Liabilities Measured at Fair Value on a Recurring Basis

Fair value is defined as the exchange price that would be received for the purchase of an asset or paid to transfer a liability (an exit price) in the
principal or most advantageous market for such asset or liability in an orderly transaction between market participants on the measurement date.
Valuation techniques used to measure fair value should maximize the use of observable inputs and minimize the use of unobservable inputs. To
measure fair value, the Company uses the following fair value hierarchy based on three levels of inputs, of which the first two are considered
observable and the last unobservable:

Level 1 Quoted prices in active markets for identical assets or liabilities.

Level 2 Inputs other than Level 1 that are observable, either directly or indirectly, such as quoted prices for similar assets or liabilities; quoted
prices in markets that are not active; or other inputs that are observable or can be corroborated by observable market data for substantially the
full term of the assets or liabilities.

Level 3 Unobservable inputs that are supported by little or no market activity and are significant to the fair value of the assets or liabilities.

The Company s investments are comprised primarily of debt securities that are classified as available for sale and recorded at their fair market
values. Liquid investments with effective original maturities of 90 days or less from the balance sheet date are classified as cash equivalents.
Investments with remaining effective maturities of twelve months or less from the balance sheet date are classified as short-term investments.
Investments with remaining effective maturities of more than twelve months from the balance sheet date are classified as long-term investments.
The Company s Level 1 financial instruments are valued using quoted prices in active markets for identical instruments. The Company s Level 2
financial instruments, including derivative instruments, are valued using quoted prices for identical instruments in less active markets or using
other observable market inputs for comparable instruments.

Unrealized gains and temporary losses on investments classified as available for sale are included within accumulated other comprehensive
income, net of any related tax effect. Upon realization, such amounts are reclassified from accumulated other comprehensive income to other
income, net. Realized gains and losses and other than temporary impairments, if any, are reflected in the statements of operations as other
income, net. The Company does not recognize changes in the fair value of its investments in income unless a decline in value is considered
other-than-temporary. The vast majority of the Company s investments are priced by pricing vendors. These pricing vendors use the most recent
observable market information in pricing these securities or, if specific prices are not available for these securities, use other observable inputs.
In the event observable inputs are not available, the Company assesses other factors to determine the security s market value, including broker
quotes or model valuations. Independent price verifications of all holdings are performed by pricing vendors which are then reviewed by the
Company. In the event a price fails a pre-established tolerance check, it is researched so that the Company can assess the cause of the variance to
determine what the Company believes is the appropriate fair market value.

The Company minimizes its credit risk associated with investments by investing primarily in investment grade, liquid securities. The Company s
policy is designed to limit exposures to any one issuer depending on credit quality. Periodic evaluations of the relative credit standing of those
issuers are considered in the Company s investment strategy.

11
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(Unaudited)

The following table summarizes the composition and fair value hierarchy of the Company s financial assets and liabilities at May 31, 2011 (in
thousands):

Quoted Prices In Significant
Active Markets Other Significant
As of for Identical Observable Unobservable
May 31, 2011 Assets (Level 1) Inputs (Level 2) Inputs (Level 3)

Assets:
Money markets (1) $ 464,705 $ 464,705 $ 0 $ 0
Available-for-sale securities (1):
Certificates of deposit 11,090 0 11,090 0
Commercial paper 33,915 0 33,915 0
Agencies 297,626 0 297,626 0
Municipal bonds 13,139 0 13,139 0
Corporates 202,992 0 202,992 0
Equities (1) 2,389 2,389 0 0
Foreign currency derivatives (2) 133 0 133 0
Liabilities:
Foreign currency derivatives (3) (254) 0 (254) 0
Total $ 1,025,735 $ 467,094 $ 558,641 $ 0

(1) Included in either cash and cash equivalents or investments in debt and equity securities in the Company s Consolidated Balance
Sheet at May 31, 2011, in addition to $240.9 million of cash.

(2) Included in other current assets in the Company s Consolidated Balance Sheet at May 31, 2011.

(3) Included in accrued expenses in the Company s Consolidated Balance Sheet at May 31, 2011.
The following table summarizes the composition and fair value hierarchy of the Company s financial assets and liabilities at February 28, 2011
(in thousands):

Quoted Prices In Significant
As of Active Markets Other Significant
February 28, for Identical Observable Unobservable

2011 Assets (Level 1) Inputs (Level 2) Inputs (Level 3)
Assets:
Money markets (1) $ 532,537 $ 532,537 $ 0 $ 0
Available-for-sale securities (1):
Certificates of deposit 1,840 0 1,840 0
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Agencies

Municipal bonds

Corporates

Equities (1)

Foreign currency derivatives (2)
Liabilities:

Foreign currency derivatives (3)

Total
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27,562
312,136
13,249
193,916
2,677
434

(96)

$ 1,084,255

2,67

[=REN NHe N NeNe)

535,214

27,562
312,136
13,249
193,916
0

434

(96)

549,041 $

OO OO OO

(1) Included in either cash and cash equivalents or investments in debt and equity securities in the Company s Consolidated Balance Sheet at
February 28, 2011 in addition to $108.5 million of cash.

(2) Included in other current assets in the Company s Consolidated Balance Sheet at February 28, 2011.

(3) Included in accrued expenses in the Company s Consolidated Balance Sheet at February 28, 2011.
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The following table represents the Company s investments measured at fair value as of May 31, 2011 (in thousands):

Balance Sheet Classification

Cash
Gross Unrealized Equivalent Short-term Long-term
Amortized Aggregate Marketable = Marketable Marketable
Cost Gains Losses (1) Fair Value Securities Securities Securities
Money markets $ 464,705 $ 0o S 0 $ 464,705 $464,705 $ 0o $ 0
Certificates of deposit 11,090 0 0 11,090 3,819 7,271 0
Commercial paper 33,914 1 0 33,915 0 33,915 0
Agencies 297,306 328 ®) 297,626 0 43,462 254,164
Municipal bonds 13,114 25 0 13,139 0 9,009 4,130
Corporates 202,387 798 (193) 202,992 814 104,212 97,966
Equities 64 2,325 0 2,389 0 2,389 0
Total $ 1,022,580 $3,477 $ (201) $1,025,856 $ 469,338 $ 200,258 $ 356,260

(1) Asof May 31, 2011, there were no accumulated unrealized losses related to investments that have been in a continuous unrealized loss
position for 12 months or longer.
The following table represents the Company s investments measured at fair value as of February 28, 2011 (in thousands):

Balance Sheet Classification

Gross Unrealized Cash
Aggregate Equivalent Short-term Long-term
Amortized Fair Marketable Marketable Marketable
Cost Gains Losses (1) Value Securities Securities Securities
Money markets $ 532,537 $ 0o $ 0 $ 532,537 $532537 $ 0o $ 0
Certificates of deposit 1,840 0 0 1,840 20 1,820 0
Commercial paper 27,558 4 0 27,562 1,600 25,962 0
Agencies 313,133 70 (1,067) 312,136 0 85,350 226,786
Municipal bonds 13,259 0 (10) 13,249 0 13,249 0
Corporates 193,373 647 (103) 193,917 0 88,912 105,005
Equities 85 2,592 0 2,677 0 2,677 0
Total $ 1,081,785 $3,313 $ (1,180) $1,083,918 $ 534,157 $ 217,970 $ 331,791

(1)  As of February 28, 2011, there were no accumulated unrealized losses related to investments that have been in a continuous unrealized loss
position for 12 months or longer.
NOTE 7 Derivative Instruments
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The Company transacts business in various foreign countries and is, therefore, subject to risk of foreign currency exchange rate fluctuations. The
Company from time to time enters into forward contracts to hedge transactional exposure associated with commitments arising from trade
accounts receivable, trade accounts payable and fixed purchase obligations denominated in a currency other than the functional currency of the
respective operating entity. All derivative instruments are recorded on the Consolidated Balance Sheets at their respective fair market values.
The Company has elected not to prepare and maintain the documentation required to qualify for hedge accounting treatment and, therefore,
changes in fair value are recorded in the Consolidated Statements of Operations.
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The effects of derivative instruments on the Company s Consolidated Financial Statements are as follows as of May 31, 2011 and for the three
months then ended (in thousands):

As of May 31, 2011 Three Months Ended May 31, 2011
Location of Gain Amount of Gain
(Loss) Recognized (Loss) Recognized
Fair Notional in Income on in Income on
Balance Sheet Location Value Value Derivative Derivative
Assets foreign currency forward contracts
not designated as hedges Other current assets $ 133 $ 44,860 Other income, net $ 532
Liabilities foreign currency forward
contracts not designated as hedges Accrued expenses $(254) $ 57,976 Other income, net $ (494)
TOTAL $(121) $ 102,836 $ 38

The effects of derivative instruments on the Company s Consolidated Financial Statements are as follows as of May 31, 2010 and for the three
months then ended (in thousands):

As of May 31, 2010 Three Months Ended May 31, 2010
Location of Gain Amount of Gain
(Loss) Recognized (Loss) Recognized
Fair Notional in Income on in Income on
Balance Sheet Location Value Value Derivative Derivative
Assets foreign currency forward contracts
not designated as hedges Other current assets $ 73 $ 8,835 Other income, net $ 155
Liabilities foreign currency forward
contracts not designated as hedges Accrued expenses $(141) $ 14,497 Other income, net $ (663)
TOTAL $ (68) $23,332 $ (508)

The aggregate notional amount of outstanding forward contracts at February 28, 2011 was $64.5 million. The fair value of these outstanding
contracts at February 28, 2011 was a gross $0.4 million asset and a gross $0.1 million liability, and is recorded in other current assets and
accrued expenses, respectively on the Consolidated Balance Sheets.

NOTE 8 Share-based Awards

The Company measures share-based compensation cost at grant date, based on the estimated fair value of the award and recognizes the cost over
the employee requisite service period typically on a straight-line basis, net of estimated forfeitures. The Company estimates the fair value of
stock options using the Black-Scholes-Merton valuation model. The fair value of nonvested share awards, nonvested share units and
performance share units are measured at their underlying closing share price on the day of grant.

14
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The following summarizes share-based compensation expense recognized in the Company s Consolidated Financial Statements for the three
months ended May 31, 2011 and May 31, 2010 (in thousands):

Three Months Ended Three Months Ended
May 31, 2011 May 31, 2010
Cost of revenue $ 1,790 $ 1,191
Sales and marketing 5,571 3,776
Research and development 4,193 3,355
General and administrative 4,633 4,852
Total share-based compensation $ 16,187 $ 13,174

Share-based compensation expense qualifying for capitalization was insignificant for each of the three months ended May 31, 2011 and May 31,
2010. Accordingly, no share-based compensation expense was capitalized during the three months ended May 31, 2011 and May 31, 2010.

Estimated annual forfeitures An estimated forfeiture rate of 10.0% per annum, which approximates the Company s historical rate, was applied to
options and nonvested share units. Awards are adjusted to actual forfeiture rates at vesting. The Company reassesses its estimated forfeiture rate
annually or when new information, including actual forfeitures, indicate a change is appropriate.

During the three months ended May 31, 2011, the Company granted the following share-based awards:

Three Months Ended May 31, 2011

Weighted Average
Shares and Shares Per Share Fair
Underlying Awards Value
Options 2,362 $ 15.63
Nonvested share units 130,166 $ 45.26
Performance share units target (1) 316,668 $ 43.60
Performance share awards (2) 158,332 $ 43.60
Deferred share units 14,689 $ 45.28
Total awards 622,217 $ 43.88

(1) On May 25, 2011, the Compensation Committee of the Company s Board of Directors (the Compensation Committee ) approved a form of
award agreement for use with grants of performance share units ( PSUs ) in FY2012 with payouts based on the Company s financial
performance (the FY2012 Operating Performance PSU Agreement ) and a form of award agreement for use with grants of PSUs in FY2012
with payouts based on the performance of the Company s common stock (the FY2012 Share Price Performance PSU Agreement ). Under
the FY2012 Operating Performance PSU Agreement, an executive will be granted an award for a target number of PSUs, and depending
on the Company s financial performance, the executive may earn up to 200% of the target number of PSUs (the Maximum PSUs ) over a
performance period with three separate performance segments corresponding to three fiscal years of the Company. Up to 25% of the
Maximum PSUs may be earned in respect of the first performance segment; up to 50% of the Maximum PSUs may be earned in respect of
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the second performance segment, less the amount earned in the first performance segment; and up to 100% of the Maximum PSUs may be
earned in respect of the third performance segment, less the amount earned in the first and second performance segments. Under the
FY2012 Share Price Performance PSU Agreement, an executive will be granted an award for a target
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number of PSUs, and depending on the performance of the Company s common stock over a thirty-six month period beginning on
March 1, 2011 (the Share Price Performance Period ), the executive may earn up to 200% of the target number of PSUs. The number of
PSUs earned, according to the formula specified in the FY2012 Share Price Performance PSU Agreement, will be determined based on a
comparison of the performance of the Company s stock price relative to the performance of the stock price of specified peer companies
during the Share Price Performance Period. This performance is measured by the change in the average price of common stock calculated
over the ninety-day periods ending at both the beginning and the end of the Share Price Performance Period.

(2) On May 25, 2011, the Compensation Committee approved a form of award agreement for use with grants of performance-based restricted
stock awards in FY2012 (the Performance RSA Agreement ). Under the Performance RSA Agreement, executives are awarded shares of
the Company s common stock subject to achievement of a specified dollar amount of total revenues established by the Committee as the
performance objective for FY2012 (the RSA Performance Goal ). If the Company fails to achieve the RSA Performance Goal for FY2012,
then all shares of restricted stock subject to the award are forfeited. If the Company achieves the RSA Performance Goal for FY2012, 25%
of the restricted stock vests on July 16, 2012, and the remainder vests ratably on a quarterly basis over the course of the subsequent
three year period, provided that the executive s business relationship with the Company has not ceased.

NOTE 9 Earnings Per Share

The Company computes basic net income per common share by dividing net income available to common stockholders by the weighted average
number of common shares outstanding. Diluted net income per common share is computed by dividing net income by the weighted average
number of common shares and dilutive potential common share equivalents then outstanding. Potential common share equivalents consist of
shares issuable upon the exercise of stock options or vesting of share-based awards.

The following table reconciles the numerators and denominators of the earnings per share calculation for the three months ended May 31, 2011
and May 31, 2010 (in thousands, except per share amounts):

Three Months Ended
May 31, May 31,

2011 2010
Net income and net income diluted $ 32,450 $ 24,071
Weighted average common shares outstanding 193,155 187,926
Incremental shares attributable to assumed vesting or exercise of outstanding equity awards 3,132 5,340
Diluted shares 196,287 193,266
Diluted net income per share $ 017 $ 0.12

The following shares awards are not included in the computation of diluted earnings per share because the aggregate value of proceeds
considered received upon either exercise or vesting were greater than the average market price of the Company s common stock during the
related periods and the effect of including such share awards in the computation would be anti-dilutive (in thousands):

Three Months Ended
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NOTE 10 Share Repurchase Program

On March 24, 2010, the Company announced that its Board of Directors had authorized the repurchase of up to an aggregate of $300.0 million

of the Company s common stock from time to time in open market or privately negotiated transactions, as applicable. The program will expire on
the earlier of (i) March 31, 2012 or (ii) a determination by the Board of Directors, Chief Executive Officer or Chief Financial Officer to
discontinue the program.

As of May 31, 2011, the amount available under the program for the repurchase of the Company s common stock was $200.8 million. See NOTE
14 to the Consolidated Financial Statements for a discussion of shares repurchased under the program subsequent to May 31, 2011.

NOTE 11 Segment Reporting

The Company is organized primarily on the basis of three geographic business units: the Americas, EMEA (Europe, Middle East and Africa)
and Asia Pacific. These business units are aggregated into one reportable segment due to the similarity in nature of products provided, financial
performance economics (e.g., revenue growth and gross margin), methods of distribution (direct and indirect) and customer classification and
base (e.g., distributors, resellers and enterprise).

The following table lists, for the three months ended May 31, 2011 and May 31, 2010, revenue from unaffiliated customers in the United States,
the Company s country of domicile, revenue from unaffiliated customers in Japan, which in terms of revenue, was the only individually material
country outside the United States and revenue from other foreign countries.

Three Months Ended Three Months Ended
May 31, 2011 May 31, 2010
United States, the Company s country of domicile $ 144,029 $ 119,246
Japan 21,246 16,647
Other foreign 99,471 73,251
Total revenue from unaffiliated customers $ 264,746 $ 209,144

Total tangible long-lived assets located in the United States, the Company s country of domicile, and similar tangible long-lived assets held
outside the United States are summarized in the following table as of May 31, 2011 and February 28, 2011:

As of As of
May 31, February 28,

2011 2011
United States, the Company s country of domicile $ 53,684 $ 53,722
Foreign 24,070 21,836
Total tangible long-lived assets $ 77,754 $ 75,558

As of May 31, 2011 and February 28, 2011, no individual customer accounted for more than 10% of the Company s accounts receivable. For
each of the three months ended May 31, 2011 and May 31, 2010 there were no individual customers from which the Company generated 10% or
greater revenue.
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NOTE 12 Commitments and Contingencies

As of May 31, 2011, the Company leased office space and certain equipment under various non-cancelable operating leases. Rent expense under
operating leases was $6.0 million and $5.4 million for the three months ended May 31, 2011 and May 31, 2010, respectively.

Product Indemnification

The Company is a party to a variety of agreements pursuant to which it may be obligated to indemnify the other party from losses arising in
connection with the Company s services or products, or from losses arising in connection with certain events defined within a particular contract,
which may include litigation or claims relating to intellectual property infringement, certain losses arising from damage to property or injury to
persons or other matters. In each of these circumstances, payment by the Company is conditioned on the other party making a claim pursuant to
the procedures specified in the particular contract, which procedures typically allow the Company to challenge the other party s claims. Further,
the Company s obligations under these agreements may in certain cases be limited in terms of time and/or amount, and in some instances, the
Company may have recourse against third-parties for certain payments made by the Company.

It is not possible to predict the maximum potential amount of future payments under these or similar agreements due to the conditional nature of
the Company s obligations and the facts and circumstances involved in each particular agreement. The Company does not record a liability for
claims related to indemnification unless the Company concludes that the likelihood of a material claim is probable and estimable. Historically,
payments pursuant to these indemnifications have been immaterial.

NOTE 13 Legal Proceedings

Commencing on or about March 2001, the Company and certain of its officers and directors were named as defendants in a series of purported
class action suits arising out of the Company s initial public offering and secondary offering. Approximately 310 other IPO issuers were named
as defendants in similar class action complaints (together, the IPO Allocation Actions ). On August 8, 2001, Chief Judge Michael Mukasey of the
U.S. District Court for the Southern District of New York issued an order that transferred all of the IPO Allocation Actions, including the
complaints involving the Company, to one judge for coordinated pre-trial proceedings (Case No. 21 MC 92). The plaintiffs contend that the
defendants violated federal securities laws by issuing registration statements and prospectuses that contained materially false and misleading
information and failed to disclose material information. Plaintiffs also challenge certain IPO allocation practices by underwriters and the lack of
disclosure thereof in initial public offering documents. On April 19, 2002, plaintiffs filed amended complaints in each of the 310 consolidated
actions, including the Red Hat action. The relief sought consists of