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PART |
Item 1. Business
Special Note Regarding Forwar d-L ooking Statements

This Form 10-K contains forward-looking statements that involve risks and uncertainties. Words such as “ expects,” “ believes,”
“inour view,” and variations of such words and similar expressions are intended to identify such forward looking statements, which
include, but are not limited to, statements regarding our expectations and beliefs regarding future revenue growth, gross margins,
financial performance and results of operations, technological trends in, and emergence of, collaborative software development, the
future functionality, business potential, demand for, efficiencies created by and adoption of SourceForge™, management’s strategy,
plans and objectives for future operations, the impact of our restructuring, reductions in force and new business model on our
operating expenses and the amount of cash utilized by operations each quarter, our intentions and strategies regarding customers and
customer relationships, our intent to continue to invest significant resources in software development, our intent to develop long-term
relationships and strategic alliances, competition, competitors, the bases of competition and our ability to compete, liquidity and
capital resources. Actual results may differ materially from those projected in such forward-looking statements. The following
business description should be read in conjunction with the Risk Factors contained in the section of this Form 10-K entitled
“ Management’ s Discussion and Analysis of Financial Condition and Results of Operations.” We undertake no obligation to update
forward-looking statementsto reflect events or circumstances occurring after the date of this Form 10-K.

Overview

This past fisca year we have evolved into an application software company by exiting our business related to hardware,
professional services and Linux software engineering services. We made this strategic decision in order to allow us to focus on our
SourceForge collaborative software development (CSD) platform, comprised of SourceForge Enterprise Edition and SourceForge
Portal Edition.

SourceForge Enterprise Edition is designed for today’s research and development (R&D) and information technology (IT)
organizations. We believe it helps companies maximize developer productivity, capture and manage corporate intellectual property,
and reduce development costs by addressing common software development challenges. Whether enterprise companies are building
applications for internal use or software for sale, we expect that such companies are likely to face the challenges of distributed
development, non- integrated and incomplete tool sets, duplication of effort, developer turnover and loss of intellectual property, and
burdensome administrative overhead. SourceForge Enterprise Edition is designed to help address these challenges.

Developer relations groups in leading technology companies use SourceForge Portal Edition to create Internet sites that allow
internal and external developers to collaborate. SourceForge Portal Edition is designed to make it easy for hardware and software
companies to support third-party developers with information, tools and other resources, and to facilitate application development for
their platforms.

SOURCEFORGE, OSDN, VA LINUX SYSTEMS and the VA logo, SLASHDOT, THINKGEEK and FRESHMEAT, are
trademarks, trade names or service marks that we use. We have applied for federal trademark registration for these marks. This Form
10-K contains other trademarks and trade names of other individuals and companies.

Company Background

We were incorporated in January 1995 in California as VA Research, Inc. In June 1999 we changed our name to VA Linux
Systems, Inc., and in December 1999 we reincorporated in Delaware. In December 1999, we sold 4,400,000 shares of common stock
to the public in our initial public offering. Our principal executive offices are located at 47071 Bayside Parkway, Fremont, California,
94538, and our telephone number is (510) 687-7000. Our corporate web siteis located at valinux.com.

From incorporation in January 1995 until the end of fiscal 1998, we grew very modestly. From July 31, 1998 though the first
quarter of fiscal 2001, we experienced significant growth as aleading provider of Linuxbased solutions, integrating systems, software
and services. Commensurate with strong growth, we invested in hiring personnel with Linux expertise, growing our direct sales force,
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acquiring companies, and expanding our operations, customer support and administration infrastructure. We outsourced our
manufacturing, but provided support through our internal organization.

Increasing demand from customersin the Internet Infrastructure and “dot-com” markets fueled our growth through the first quarter
of fiscal 2001. Thereafter, the market for our systems products and professional services declined significantly due in large part to the
general economic downturn, which resulted in downturns in, and reduced availability of capital for, our Internet Infrastructure and
“dot-com” customers. This decline had a significant negative effect on our sales, margins and operating losses. We endeavored to
market our productsto larger “enterprise” customers, but were unable to make sufficient progress to build a sustainable businessin the
midst of a slowing economy and fierce competition from incumbent hardware vendors that were moving into the Linux market.

Rather than continue with a business model that was not ging to enable us to achieve profitability and would significantly
decrease our cash levels, on June 27, 2001, we announced our strategic decision to exit the systems business and pursue our
application software business. As a result, we eliminated our manufacturing organization, except for a small number of employees
handling certain continuing obligations to systems customers, primarily in the area of hardware service and support. Subsequent to our
fiscal year end of July 28, 2001, we made a strategic decision to exit the professional services and Linux software engineering services
fields in order to focus solely on SourceForge. By exiting these businesses we preserved our cash through significant cost reductions.
Essentially, we have changed our business strategy and devoted our resources to develop and market the SourceForge CSD platform.
SourceForge is arelatively new product and further development and enhancements are expected in the future. Revenue levels will be
very modest as we begin this new business and we expect revenuesto grow gradually as SourceForge gains acceptance in the market.

An important marketing element of our SourceForge strategy is OSDN, the Open Source Development Network. OSDN is a suite
of web properties targeting the IT and goen source development communities. It includes the SourceForge.net site, the largest
reference for SourceForge. SourceForge benefits from OSDN through product advertising on the web sites, sales leads from users of
SourceForge.net and the credibility derived from SourceForge.net as a reference site. Advertising, sponsorship and ecommerce
revenue generated by OSDN is expected to represent the majority of our consolidated revenue in the near term and we expect it to
decline as a percentage of total revenue over time as our revenue from SourceForge increases.

The Sour ceForge Solution

In focusing on SourceForge, we see the opportunity to address a major shift in software engineering. Software engineering has
changed significantly in recent years, and we believe software engineering tools and processes have not evolved to keep pace with that
change. Many traditional software development tools and methodologies were based on an assumption that software development
occurs under one roof and that development teams always stay the same. Thisis no longer the case for many companies. We believe
that our target market — R&D and IT organizations in Global 2000 companies face major challenges in managing software
development: increased turnover, remote developers and development teams, duplicative development efforts, piecemeal deployment
of different development tools that are incomplete or not integrated, all of which results in excessive administrative time. We believe
SourceForge Enterprise Edition will help our customers solve these problems, while cutting costs.

SourceForge Enterprise Edition

Following the December 1999 launch of SourceForge.net, Global 2000 companies began approaching us asking if they could buy
their own internal SourceForge to manage their software development. That is now the focus of our business. OSDN'’s
SourceForge.net web site is now the world’s largest reference implementation of the SourceForge CSD platform, supporting more
than 27,000 software projects and more than 270,000 users.

We believe SourceForge gives us an opportunity to enter a new market in collaborative software development (CSD), which we
believe does not have an entrenched competitor. In our view, CSD has the potential to do for R&D and IT organizations what
enterprise resource planning (ERP) and customer relationship management (CRM) have done for manufacturing and sales
organizations. We provide an environment that interoperates with and enhances existing development tools. SourceForge does not
replace existing tools but improves the efficiency of existing software development efforts.

We believe SourceForge Enterprise Edition provides a comprehensive solution to many of the software development problems
facing our targeted customers. It is an Internet-based CSD platform that enables distributed development teams to communicate and
captures their code development and interaction. Because SourceForge Enterprise Edition creates a Web-based central point of access
to source code, it creates visibility of software projects across development tools, groups, and geographies within a company and
enables collaboration. As a highly modular platform, SourceForge Enterprise Edition can integrate with customers existing
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development tools rather than trying to replace them. Because it provides a standard set of tools and resources, SourceForge Enterprise
Edition reduces ramp-up time for new developers and enables companies to standardize their development organization. Finally,
because SourceForge Enterprise Edition provides comprehensive reporting and search features, it makes it possible for developers and
managers to spend less time reporting and more time devel oping.

SourceForge Portal Edition

Developer relations groups in leading technology companies use SourceForge Portal Edition to create Internet sites that allow
internal and external developers to collaborate. SourceForge Portal Edition makes it easy for hardware and software companies to
support third-party developers with information, tools and other resources, and to facilitate application development for their
platforms.

We expect that our new business model, focused on application software rather than hardware, will significantly reduce our
operating expenses and the amount of cash used by operations each quarter. We believe this will allow us to build a successful
software company using existing resources.

Sales, Marketing, and Customers
SourceForge

SourceForge Enterprise Edition is our key product. Installed behind corporate firewalls, SourceForge helps R&D and IT
organizations cut costs and develop better software more efficiently by providing an infrastructure for collaboration.

Since the inception of our SourceForge.net site, potential customers have expressed interest in a commercial version of
SourceForge that they can useinternally, behind their firewalls, to enable collaborative software development in their enterprises.

The target market for SourceForge is R&D and IT organizations within Global 2000 companies, a customer segment that
comprised only a small percentage of our exited systems business. We market and sell our products (software, consulting,
maintenance and support, and training) directly through our SourceForge field sales organization, on the Internet at valinux.com and
on our various OSDN web sites. Our direct sales organization includes a tel esal es operation to augment our direct sales presence.

By creating the SourceForge CSD platform, we believe we have an opportunity to move to a business model that includes a
subscription-based, deferred revenue stream, as well as some business based on perpetual license fees. Each SourceForge contract type
and revenue recognition model will be based on negotiation of individual contracts. SourceForge has a complete customer service and
support organization. This organization provides support installation for software usage, updates and system administration issues.
Customer service and support are typically provided as part of the SourceForge contract to ensure the productivity of end users. We
also release periodic bug or security fix updates and version upgrades.

We believe that the success of SourceForge will depend partly on our ability to enhance the product to meet the needs of a rapidly
evolving marketplace and increasingly sophisticated and demanding customers. We intend to extend and strengthen our CSD platform
by expanding partnerships, enhancing existing and adding additional features and offering higher levels of integration. During fiscal
2002, we plan to add additional popular collaborative development tool set applications to the SourceForge platform. These tool set
applications are sold by firms competing in related markets. Engineering enhancements to SourceForge will be necessary to support
integration with the SourceForge platform. Although we primarily develop SourceForge technology internally, we may, based on
timing and cost considerations, acquire technologies or products from third parties. Therefore, we have devoted our entire research
and development budget to the goal of improving SourceForge to better serve the CSD market.

For the fiscal year ended July 28, 2001, one customer accounted for approximately 25% of net revenues and for the fiscal year
ended July 28, 2000, one customer accounted for approximately 18% of net revenues.

OSDN
We own and manage several web sites that are widely used by the IT and open source development communities. OSDN receives

more than 120 million page views and more than 5.2 million unique visitors per month. SourceForge Enterprise Edition and
SourceForge Portal Edition benefit from OSDN in a variety of ways. OSDN reaches software developers, providing advertising for
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SourceForge and acting as a sales tool for the SourceForge platform. The OSDN site SourceForge.net is the largest reference model
for potential SourceForge customers and provides further salesleads. Followingisalist of OSDN sites:

» sourceforge.net is our flagship web site and development center. As of October 15, 2001, SourceForge is the development
home for more than 27,000 open source projects and has more than 270,000 registered developers. We believe that this
represents more than two thirds of the known open source projectsin the world.

» dlashdot.org is our most popular site. A “village pub” for the open source community, Slashdot carries news and interactive
commentary on topics of interest to the community.

» freshmeat.net is the world’s leading open source index and is the most popular update notification service for open source
developers.

« linux.com contains news, links and articles of interest to open source community members. Its focus is on corporate Linux
usage, customization and support.

« themes.orgis arepository of desktop themes. Desktop themes are background images, icons and other graphic customizations
for the window systems used in Linux and popular Unix operating systems.

» thinkgeek.com is an e-commerce site, providing online sale of a variety of retail products of interest to the developer
community.

Competition

We believe SourceForge gives us an opportunity to enter the new CSD market, a market without an entrenched competitor.
However, we face competition from software development tools and processes developed internally by customers, including ad hoc
integrations of platforms based on open source code. There are also many entrenched competitors in closely related markets who
could choose to focus on the CSD market. Such competition could arise from, among others, Collab.net, Rational Software
Corporation, IBM Corporation, Starbase Corporation, Merant plc, Microsoft Corporation, Oracle Corporation, as well as humerous

other public and privately held software application development and tools suppliers. Many of these potential competitors are likely to
have substantial competitive advantages including:

» greater resources that can be devoted to the development, promotion and sale of their products;

* more established sales forces and channels;

» greater software development experience; and

e greater name recognition.

To be competitive, we must respond promptly and effectively to the challenges of technological change, evolving standards and
our competitors' innovations by continuing to enhance our products and grow our sales and professional services organizations. Any
pricing pressures or loss of potential customers resulting from our failure to compete effectively would reduce our revenues.

Seasonality

During the past two years, our revenues have not been significantly impacted by seasonality. It is not yet clear whether our new
business model focusing on the SourceForge platform will be subject to seasonal fluctuations.

Backlog
We have operated historically with little or no backlog. Our backlog at July 28, 2001 related to received systems orders, which
were shipped in the subsequent quarter. We anticipate no further backlog related to systems business. Going forward, we may have

backlog related to deferred revenue on SourceForge contracts. The backlog levels cannot be accurately forecasted at present due to our
lack of history in our new business model focusing on the SourceForge platform.
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Intellectual Property Rights

SourceForge Enterprise Edition and SourceForge Portal Edition incorporate both proprietary software code and open source code.
We protect our property through a combination of copyright, trademark, patent, and trade-secret laws, employee and third-party
nondisclosure agreements, and other methods of protection.

Employees

We believe our success will depend in part on our continued ability to attract and retain highly qualified personnel in acompetitive
market for experienced and talented software engineers and sales and marketing personnel. Our employees are not represented by any
collective bargaining organization, we have never experienced a work stoppage and we believe that our relations with our employees
are good. As of July 28, 2001, our employee base totaled 286. Due to subsequent reductions in our work force in connection with our
decision to exit additional lines of business, and related cost-cutting actions, our employee basetotaled 209 as of September 30, 2001,
including 62 in operations, 52 in sales, marketing and customer support, 34 in research and development and 61 in finance and
administration.

Segments

Information regarding our previous two operating segments over the last fiscal year is set forth in Note 11 of the Notes to the
Consolidated Financial Statements. For the year beginning July 29, 2001, the Company will operate as one business segment,
providing application software products and related OSDN products.

Item 2. Properties

In September 2000, we relocated our corporate headquarters to Fremont, California from Sunnyvale, California. Our Fremont
facility consists of approximately 140,000 sgquare feet, which is occupied pursuant to a lease that expires in May 2010. We have
subleased approximately 52,000 square feet of our Fremont facility pursuant to an agreement that expires in 2002. We have also
subleased our Sunnyvale facility pursuant to an agreement that expiresin 2005, upon the expiration of our |ease with the landlord.

Item 3. Legal Proceedings

Starting on January 12, 2001, we and two of our officers were named as defendants in purported securities class-action lawsuits
filed in the United States District Court, Southern District of New York (the “Actions’). The first of the Actions is captioned
Macaroon v. VA Linux Systems, Inc. et al., No. 01 CIV. 0242. The Court has since consolidated the Actions, appointed a lead plaintiff
and approved lead plaintiffs’ selection of lead counsel. Lead plaintiff hasfiled a consolidated complaint (“ Complaint”) with the Court.
The Complaint alleges claims against us, two of our officers, and/or Credit Suisse First Boston (“CSFB”), the lead underwriter of our
December 9, 1999 initial public offering, under Sections 11 and 15 of the Securities Act of 1933, as amended. The Complaint also
alleges claims solely against CSFB under Section 12(2) of the Securities Act of 1933 and Section 10(b) of the Securities Exchange
Act of 1934, as amended. We believe that the claims againg us and our two officers are without legal merit and intend to defend them
vigorously. On August 8, 2001, all pending cases against all underwriters and issuers were reassigned to Honorable Shira A.
Scheindlin, U.S. District Court Judge, Southern District of New York. The time for defendants to move to dismiss the Complaint is
presently adjourned pending further instruction from Judge Scheindlin.

Item 4. Submission of Mattersto a Vote of Security Holders

Not applicable.
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PART I

Item 5. Market for the Registrant’s Common Stock and Related Stockholder Matters

The common stock of VA Linux Systems, Inc. is traded in the NASDAQ National Market System under the symbol LNUX. As of
October 8, 2001, there were 54,187 holders of record of VA Linux common stock. We have declared no cash dividends since our
inception and do not expect to pay any dividends in the foreseeable future. The quarterly high and low closing sales price, as reported
by Nasdaq, of VA Linux common stock since theinitial public offering on December 9, 1999 are as follows:

High L ow

Fiscal Year Ended July 28, 2001:
FOUIHN QUAIET .......cvocveececeeeee ettt bbb bbbttt $ 548 $ 180

Third Quarter ............... 10.44 159
Second Quarter 31.75 7.00
T O T =g < OO 61.25 26.88
Fiscal Year Ended July 28, 2000:

Fourth Quarter $ 6438 $ 31.13

THITA QUAIET ...ttt bbb bbb b bbb bbb b st et ennes
Initial public offering to end Second Quarter

136.88 28.94
242.88 122.63

The foregoing reflects interdealer prices without retail markup, markdown, or commissions and may not necessarily reflect actual
transactions.

During our last fiscal year, we issued 2,012,580 shares of our common stock upon the exercise of stock grants under our 1998
Stock Plan. The shares were issued pursuant to an exemption either by reason of Section 4(2) or Rule 701 under the Securities Act of
1933. These sales were made without general solicitation or advertising. For purposes of qualifying for such exemptions, each
purchaser either was an accredited investor, a sophisticated investor (either alone or through its representative) or a natural person
satisfying the requirements of Rule 701, with accessto al relevant information necessary to make an investment decision.
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Item 6. Selected Financial Data

You should read the selected financial data set forth below in conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations’ and our financial statements and the related notes included elsewhere in this Form 10-
K. The statement of operations data for the years ended July 28, 2001 and 2000 and July 31, 1999 and the balance sheet data as of July
28, 2001 and 2000 are derived from, and are qualified by reference to, the audited financial statements and related notes appearing
elsewhere in this Form 10-K. The statement of operations data for the years ended July 31, 1998 and 1997 and the balance sheet data
as of July 31, 1999, 1998 and 1997 are derived from audited financial statements not appearing in this Form 10-K. Historical results
are not necessarily indicative of results that may be expected for any future period.

Summary Financial Information
(In thousands, except per share data)

For theyearsended

July 28, July 31,
2001 2000 1999 1998 1997
Consolidated Statements of Operations Data:

NEL FEVENUES.......ootecertteeniee et $ 134890 $ 120296 $ 17,710 $ 5556 $ 2,743
Cost of revenues 154,103 98,181 17,766 4,494 2,562
GIOSS MAIGIN .ovuveieeereeeeseseessssessssessesessesesssssssssessssssessnsessnsssssssessssesssnes (19,213) 22,115 (56) 1,062 181
Income (10SS) From OPEratioNS.........ccvveeeureecrreeerneeerrereesersesesseesreeenes (531,798) (95,387) (14,531) 73 (462)
NEt iNCOME (I0SS)......coeeeeeececircereiret ettt __(525,268) (89,758) (14,512) A (474)
Dividend related to convertible preferred stock............covveerecenee — (4,900) — — —
Net income (loss) attributable to common stockholders............... (525,268 (94,658) (14,512) 84 (474)
Basic net income (10ss) per share..........cccvceeeecceccscscesseenns $ (078) $ (352 $ (262 $ 002 $ (009
Diluted net income (10SS) per Share.......ccooveeecevevcceseseeeeseseeeenns $ (1078) $ (352 $ (262 $ 001 $ (0.09
Shares used in computing basic net income (loss) per share....... 48,741 26,863 5,530 5,100 9,467
Shares used in computing diluted net income (loss)

PEF SNAIE ...ttt 48,741 26,863 5,530 12,249 9,467

Balance Sheet data at year -end:

Cash and cash eqUIVAIENLS..........cooereenieenineee s $ 60347 $ 123849 $ 18,653 $ 62 $ 20
WOrKIiNG CARITaAl.......vueeeereerereereieieeseesee s sesseesese s sessssens 63,794 171,730 16,230 (214) 12
TOLA @SSELS.....cveeererreeneieeie ettt 173,033 585,099 27,595 1,195 591
Notes payable, net of current Portion...........ccoveeveeeneeereereseeneseenes 13,178 1,656 424 275 —
Total stockholders’ equity (defiCit) .....ccoorirerrreerneerneenereereenne 126,362 543,875 18,363 (420) 45
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with “ Selected Financial Data” and our financial statements
and the related notes included elsewhere in this Form 10-K. This discussion contains forward-looking statements that involve risks
and uncertainties. Our actual results could differ materially from those anticipated in the forward-looking statements as a result of
certain factorsincluding therisks discussed in “ Risk Factors” and elsewherein this Form 10-K. See Part | — Item 1—* Special Note
Regarding Forward Looking Statements.”

Overview

From incorporation in January 1995 until the end of fiscal 1998, we grew very modestly. From July 31, 1998 though the first
quarter of fiscal 2001, weexperienced significant growth as aleading provider of Linuxbased solutions, integrating systems, software
and services. Commensurate with strong growth, we invested in hiring personnel with Linux expertise, growing our direct sales force,
acquiring companies, and expanding our operations, customer support and administration infrastructure. We outsourced our
manufacturing, but provided support through our internal organization.

Increasing demand from customersin the Internet Infrastructure and “ dot-com” markets fueled our growth through the first quarter
of fiscal 2001. Thereafter, the market for our systems products and professional services declined significantly due in large part to the
general economic downturn, which resulted in downturns in, and reduced availability of capital for, our Internet Infrastructure and
“dot-com” customers. This decline had a significant negative effect on our sales, margins and operating losses. We endeavored to
market our productsto larger “enterprise” customers, but were unable to make sufficient progress to build a sustainable businessin the
midst of a slowing economy and fierce competition from incumbent hardware vendors that were moving into the Linux market.

Rather than continue with a business model that was not going to enable us to achieve profitability and would significantly
decrease our cash levels, on June 27, 2001 we announced our strategic decision to exit the systems business and pursue our application
software business. As a result, we eliminated our manufacturing organization, except for a smal number of employees handling
certain continuing obligations to systems customers, primarily in the area of hardware service and support. Subsequent to our fiscal
year end of July 28, 2001, we made a strategic decision to exit the professional services and Linux software engineering services fields
in order to focus solely on SourceForge. By exiting these businesses we preserved our cash through significant cost reductions. We
expect to report an additional restructuring charge in the first quarter of fiscal 2002 to account for the costs associated with this
restructuring decision.

We have changed our business strategy and restructured the Company to be in the application software business and devoted our
resources to develop and market the SourceForge CSD platform. SourceForge is arelatively new product and additional development
and enhancements are expected in the future. An important marketing element of our SourceForge strategy is OSDN, a suite of web
properties targeting the IT and open source development communities. It includes the SourceForge.net site, the largest reference for
SourceForge. OSDN benefits SourceForge through product advertising on the web sites, sales leads from users of SoureceForge.net
and the credibility derived from SourceForge.net as areference site.

SourceForge Enterprise Edition is designed for today’s R&D and IT organizations. We believe it helps companies maximize
developer productivity, capture and manage corporate intellectual property, and reduce development costs by addressing common
software development challenges. Whether companies are building applications for internal use or software for sale, we believe that
they face the challenges of distributed development, non-integrated and incomplete tool sets, duplication of effort, and administrative
overhead. SourceForge enterprise Edition is designed to help address these challenges.

The SourceForge commercia products are SourceForge Enterprise Edition and SourceForge Portal Edition. Developer relations
groups in leading technology companies use SourceForge Portal Edition to create Internet sites that allow internal and external
developers to collaborate. SourceForge Portal Edition makes it easy for hardware and software companies to support third-party
developers with information, tools and other resources, and to facilitate application development for their platforms.

We expect that revenue levels for our SourceForge software platform will be very modest as we begin business as an application
software company. In the near-term we expect revenues generated by OSDN from the sale of advertising, sponsorships and e
commerce to represent the majority of our consolidated revenues. However, we expect revenues from OSDN to decline as a
percentage of total revenue over time as the revenue from SourceForge increases as it gains acceptance in the market.
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Results of Operations

The following table sets forth for the yearsindicated certain financial data as a percentage of net revenue:

For theyearsended

July 28,
2001 2000 July 31, 1999
Consolidated Statements of Operations Data:
NEL FEVENUES .....eveeeet ittt sess s sttt ssnes 100.0%  100.0% 100.0%
Cost of revenues 114.2 816 100.3
GIOSS MAIGIN ..ecvurvrciecieessieese et se sttt s s s s s s s st esnstenans (14.2) 184 (0.3)
Operating expenses:
Sales and MArketing ... 296 24.5 29.3
Research and development........ 133 10.3 18.0
General and administrative 16.3 7.5 214
Restructuring costs and other special charges..........ccoeovveeeevenennas 84.1 — —
Amortization of deferred stock compensation.............ccceveeeeveneenens 454 328 13.0
Amortization of goodwill and intangible assets..........c.covveneeerienen. 72.6 151 —
Impairment of [ong-lived 8SSELS..........ccvercnicnireneee s 118.6 — —
Write-off of in-process research and development...............ccc....... — 7.5 —
Total OpErating EXIENSES........ccceureririetreressesressssesessssesssssssesssssasens . 97.7 81.7
Loss from operations...........c.o....... . (79.3) (82.0)
Interest and other income, net . 4.7 0.1
NEL LOSS.....oii s (74.6)% (81.9%
Dividend related to convertible preferred stock..........oenenereneenenas — (4.1)% —
Net loss applicable to common stockholders..........oocvvenecnicineenn. (389.3)% _(78.0)% (81.9%
Net Revenues

We had two reportable business segments for revenue during fiscal 2001: Systems and Services, and OSDN. We allocated our
resources and evaluated performance of our separate segmentsbased on revenue. Effective July 29, 2001, as aresult of our decision to
exit the systems business in the fourth quarter of fiscal 2001, we will operate as one business segment.

Our overall net revenues increased by $14.6 million, or 12.1%, from $120.3 million in fiscal 2000 to $134.9 million in fiscal 2001.
During fiscal 2001, our Systems and Services business segment accounted for $120.2 million or 89.1% of net revenues and our OSDN
business segment accounted for $14.7 million or 10.9% of net revenues. Net revenues for the Systems and Services business segment
increased by $2.0 million, or 1.7%, from $118.2 million in fiscal 2000 to $120.2 million in fiscal 2001. This marginal increase in our
Systems and Services business was primarily due to a small increase in net revenues from services offset by a decline in demand for
our server products from the Internet infrastructure market. Net revenues for our OSDN business segment increased $12.6 million, or
605.5%, from $2.1 million in fiscal 2000 to $14.7 million in fiscal 2001. This significant percentage increase in net revenues for our
OSDN business segment was primarily due to incurring a full year’s worth of net revenues for our OSDN business segment in fiscal
2001 as compared to the period from June 7, 2000 to July 28, 2000 in fiscal 2000. The increase in our OSDN net revenues was also
partially offset by a decrease in demand in the second half of fiscal 2001 for our web advertising offerings. We believe our overall net
revenues will significantly decline for the fiscal year 2002 due to our strategic decision to exit from the systems and services business
and our focus on the application software business.

Our overall net revenues increased by $102.6 million, or 579.3%, from $17.7 million in fiscal 1999 to $120.3 million in fiscal
2000. Net revenues increased primarily due to the high demand for our web based server products and the introduction of our 1U and
2U server products in the third and second quarters of fiscal 2000, respectively. We derived all of our fiscal 1999 net revenues from
sales of our systems and in fiscal 2000 sales of our systems were approximately 95% of net revenue. In fiscal 2000, we derived
approximately 71% of our net revenues from sales to companies in the Internet infrastructure market.

Export sales for fiscal 2001, 2000, and 1999 were not material.

Cost of Revenues

Cost of revenues increased $55.9 million, or 57.0%, from $98.2 million in fiscal 2000 to $154.1 million in fiscal 2001. Gross
margin decreased (as a percent of net revenues) from 18.4% in fiscal 2000 to a negative 14.2% in fiscal 2001. The decline in gross
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margin was mostly due to charges from the write-off of excess inventory caused by lower demand for our server products and our
decision to exit the systems business, charges from lower of cost or market adjustments to inventory, selling price reductions on our
server products due to competitive pricing pressure, lower sales volume in the second half of fiscal 2001, and increased investmentsin
professional service while partially offset by an increase in gross profit from the OSDN business segment.

Cost of revenues increased $80.4 million, or 452.6%, from $17.8 million in fiscal 1999 to $98.2 million in fiscal 2000. Gross
margin increased (as a percent of net revenues) from a negative 0.3% in fiscal 1999, to 18.4% in fiscal 2000. This increase was
primarily due to increased sales volume from our server products, reductions in component costs, improved manufacturing efficiencies
asaresult of outsourcing our manufacturing to athird party, and the introduction of new products.

Sales and Marketing Expenses

Sales and marketing expenses consist primarily of salaries, commissions and related expenses for personnel engaged in marketing,
salesand sales support functions, as well as costs associated with trade shows, advertising and promotional activities.

Sales and marketing expenses increased $10.5 million, or 35.6%, from $29.5 million in fiscal 2000 to $40.0 million in fiscal 2001.
Sales and marketing expenses (as a percent of net revenues) increased from 24.5% in fiscal 2000 to 29.6% in fiscal 2001. The increase
in absolute dollars was due to incurring a full year’s worth of expenses from our sales and marketing organizations from our OSDN
business segment, and the expansion of our sales and marketing organizations in Europe and Japan. We believe our sales and
marketing expenses will decrease in absolute dollars for fiscal year 2002 due to changes made to our organization related to our
strategic decisions to exit our systems and services business and pursue the application software business.

Sales and marketing expenses increased $24.3 million, or 468.8%, from $5.2 million in fiscal 1999 to $29.5 million in fiscal 2000.
Sales and marketing expenses (as a percent of net revenues) decreased from 29.3% in fiscal 1999 to 24.5% in fiscal 2000. The
increase in absolute dollars was due to an increase in sales and marketing personnel, tradeshow and branding expenses, and increased
commission expenses resulting from higher revenue.

Research and Devel opment Expenses

Research and development expenses consist primarily of salaries and related expenses for software and former hardware engineers
and cost of material for prototyping and testing units. We expense all of our research and development costs as they are incurred.

Research and development expenses increased $5.6 million, or 45.3%, from $12.4 million in fiscal 2000 to $18.0 million in fiscal
2001. Research and development (as a percent of net revenues) increased from 10.3% in fiscal 2000 to 13.3% in fiscal 2001. The
increase in absolute dollars was mostly due to an increased investment in cost relating to research and development personnel,
partially offset by decreased material spending for new product development. We expect research and development expenses to
decrease in absolute dollars for fiscal 2002 due to changes made to our organization related to our strategic decisions to exit our
systems and services business and pursue the application software business.

Research and development expenses increased $9.2 million, or 287.7%, from $3.2 million in fiscal 1999 to $12.4 million in fiscal
2000. Research and development expenses (as a percent of net revenues) decreased from 18.0% in fiscal 1999 to 10.3% in fiscal 2000.
The increase in absolute dollars was due to an increase in research and development personnel and increased material spending for
new product development as aresult of higher revenues.

General and Administrative Expenses

General and administrative expenses increased $13.0 million, or 145.0%, from $9.0 million in fiscal 2000 to $22.0 million in fiscal
2001. General and administrative expenses (as a percent of net revenues) increased from 7.5% in fiscal 2000 to 16.3% in fiscal 2001.
Theincrease in absolute dollars was due to an increase in expenses for administrative personnel and support costs relating to increased
operations from our OSDN business segment and international operations. We expect general and administrative expenses to decrease
in absolute dollars for fiscal year 2002 due to changes made to our organization related to our strategic decisions to exit our systems
and services business and pursue the application software business.

General and administrative expenses increased $5.2 million, or 137.0%, from $3.8 million in fiscal 1999 to $9.0 million in fiscal
2000. General and administrative expenses (as a percent of net revenues) decreased from 21.4% in fiscal 1999 to 7.5% in fiscal 2000.
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The increase in absolute dollars was due to an increase in administrative personnel and increased expenses relating to the support of
our increased operations.

Restructuring Costs and Other Special Charges

During February 2001, in response to the general slowdown in the economy, we adopted a plan to reduce operating costs. In
connection with these actions, we recorded a restructuring charge of approximately $43.4 million in the third quarter of fiscal 2001.
The principle actions of the plan involved the closure of our San Diego facility and the exit from our managed services business. Of
the $43.4 million restructuring charge, $33.8 million related to the acceleration of deferred stock compensation that was originally
contingent on future employment by three employees of TruSolutions and one employee of Life, companies acquired in March 2000
and September 2000, respectively. We terminated these four employees as part of the restructuring and, as part of each employee's
severance arrangement, we released all of their stock that we held in escrow. In addition, as part of the plan to exit from our managed
services business, we sold Brave New Worlds, Inc. (“BNW”"), a company acquired in September 2000, for minimal proceeds and
recorded severance charges related to six employees of BNW. As part of these six employees’ severance agreements, we released a
portion of their stock that we had held in escrow. Further, we recorded $1.7 million for workforce reduction. This $1.7 million charge
consisted of severance, acceleration of stock options, and other related costs attributable to 43 employees, who were primarily from
our domestic hardware systems business that were terminated as part of the February 2001 plan. Of the remaining $7.9 million
restructuring charge, $1.7 million was for excess facilities related primarily to non-cancelable leases (payments, unless we sublet, will
continue until fiscal 2010) or other costs and the abandonment or disposal of property and equipment, and $6.2 million was for the
impairment of goodwill and purchased intangibles as there are no future cash flows expected from the managed services business that
are being exited pursuant to the restructuring plan. The results of operations relating to the managed services business were not
material to the consolidated results of operations.

In addition to the above, we recorded a $3.4 million charge in connection with our plan to exit our managed service business and
closure of our San Diego facility. We classified this $3.4 million restructuring charge as cost of revenues in the statement of
operations. O the $3.4 million, we recorded $0.2 million for workforce reduction, which consisted of severance and other related
costs attributable to 19 employees from our domestic systems business and nine employees from our managed services business. Of
the remaining $3.2 million, $2.9 million related to a write down of inventory from the closing of our San Diego facility, and $0.3
million related to other restructuring costs related to the exit of our managed service business.

In June 2001, we adopted a plan to exit the systems business, which we accounted for in the fourth quarter ended July 28, 2001.
We decided to exit our systems business to reduce operating losses and improve cash flow. We recorded a restructuring charge of
$70.1 million in the fourth quarter of fiscal 2001 related to our plan to exit our systems business. Of the $70.1 million, $53.5 million
related to the impairment of goodwill and purchased intangibles, resulting from our expectation that we will receive no significant
future cash flows from the systems business. $6.6 million of the $70.1 million charge related to excess facilities primarily from non-
cancelable lease payments which, unless we sublet, will continue until fiscal 2010, $3.2 million related to a workforce reduction
consisting of severance, acceleration of stock options, and other related costs attributable to 84 employees primarily from our systems
business, and $6.8 million related to other restructuring charges related to the exit from the systems business. The accrual for non-
cancelable lease payments includes management’s estimates of the time expected to sublet the facilities and estimates of sublease
income. These estimates are subject to change based on actual events.

In addition to the above, we recorded a $10.5 million charge in connection with the exit of the systems business included in cost of
revenues in the statement of operations. Of the $10.5 million, we recorded $7.6 million for excess inventory charges arising from the
exit from the systems business, $0.4 million for a workforce reduction, which consisted of severance, and other related costs
attributable to 64 former employees from our systems business, and the remaining $2.5 million for other restructuring costs.
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All our restructuring activities are expected to be complete by January 2002, except that cash payments for non-cancelable leases
will be made over the respective lease terms as noted above. Below is a summary of the restructuring charges in operating expenses
(in thousands):

Chargedto  Charged to Restructuring
Operations  Operations  Total Charged Total Liabilities at
April 28, July 28, toOperations Cash July 28,
2001 2001 Fiscal 2001 Payments 2001
Cash Provisions:
FaCiliti@S CNAIQgES ....c.ccveveveeceeteeeeee et sses $ — $ 6584 $ 6584 $ — $ 6,584
Employee severance and other related charges.............ccou.... 911 2,587 3,498 (2,033) 1,465
Other special chargesrelating to restructuring activities....... 603 1,556 2,159 (695) 1,464
Total Cash ProViSIONS........ccceeevnereenesiesessssssesessssssssssssseses 1,514 10,727 12241 $ (2,728) $ 9513
Non-cash:
Write-off of goodwill and intangibles.........c.cocouovvnerccvrveninens 6,240 53,483 59,723
Write-off of other special chargesrelating to
reStruCturing @CtiVIties ..o 1,102 3,332 4,434
Accelerated options for terminated enployees..........cccoueueee 776 576 1,352
Write-off of deferred stock compensation 33,754 1,974 35,728
Total non-cash 41,872 59,365 101,237
1 = TP $ 43386 $ 70,002 $ 113478

Net revenues for the systems business were $110.7 million, $114.3 million and $17.7 million for fiscal 2001, 2000, and 1999,
respectively.

Amortization of Deferred Stock Compensation

In connection with the grant of certain stock options to employees during fiscal 2000 and 1999, we recorded deferred gock
compensation within stockholders’ equity of approximately $37.8 million, representing the difference between the estimated fair value
of the common stock for accounting purposes and the option exercise price of these options at the date of grant. The deferred stock
compensation expense is being amortized on an accelerated basis over the vesting period of theindividual award, generally four years.
The method is in accordance with Financial Accounting Standards Board Interpretation No. 28. The amortization expense relates to
options awarded to employees in al operating expense categories. The amortization of deferred compensation has not been separately
allocated to these categories. The amount of deferred compensation expense to be recorded in future periods could decrease if options
for which accrued but unvested compensation has been recorded are forfeited. In connection with the acquisitions of TruSolutions,
Precision Insight and NetAttach, we recorded $113.1 million of deferred stock compensation during fiscal 2000. In connection with
the acquisitions of BNW and Life BVBA (“Life"), we recorded $6.8 million of deferred stock compensation during fiscal 2001. We
recorded amortization of deferred stock compensation of $61.3 million, $39.5 million and $2.3 million for the years ended July 28,
2001 and 2000 and July 31, 1999, respectively. In addition, in connection with the restructuring discussed above, expense of
approximately $35.7 million related to the acceleration of deferred stock compensation has been recorded for the year ended July 28,
2001 and has been included in restructuring costs and other special chargesin the statements of operations.

Amortization of Goodwill and Intangibles and | mpairment of Long-Lived Assets

In connection with the acquisitions of BNW, Life and certain intangibles of Alabanza Corporation (“Alabanza’) and Lavaca
Systems Inc. (“Lavaca’), we recorded $10.6 million of goodwill and intangibles during fiscal 2001. In connection with the
acquisitions of TruSolutions, Inc., Precision Insight, Inc., NetAttach, Inc., and OSDN (previously Andover.Net), we recorded $381.3
million of goodwill and intangibles during fiscal 2000. We amortized $97.9 million and $18.2 million of goodwill and intangibles in
fiscal 2001 and 2000, respectively. In connection with our restructuring plans in fisca 2001, we have written off goodwill and
intangibles associated with BNW, Life, Alabanza and TruSolutions in the amount of $59.7 million as we have exited from these lines
of business and there are no expected future cash flows.

We periodically evaluate the carrying amount of our long-lived assets and apply the provisions of Statement of Financial
Accounting Standards (“SFAS’) No. 121, “Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed of.” SFAS No. 121 requires that long-lived assets and certain identifiable intangibles to be held and used or disposed of by
an entity be reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may
not be recoverable.
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We performed an assessment of the carrying value of our long-lived assets to be held and used including significant amounts of
goodwill and other intangible assets recorded in connection with our OSDN acquisition. We performed the assessment pursuant to
SFAS No. 121 due to the significant slowdown in the economy affecting our current operations and our expected future sales, as well
asthe general decline of technology valuations. The conclusion of that assessment was that the decline in market conditions within our
industry was significant and other than temporary. As a result, we recorded during the fourth quarter of fiscal 2001 a charge of $160.0
million to reduce goodwill and other intangible assets associated with the acquisition of OSDN, based on the amount by which the
carrying value of these assets exceeded their fair value. The charge is included in the caption “Impairment of long-lived assets” in the
statements of operations. Fair value was determined based on discounted future cash flows.

As of July 28, 2001, we have remaining goodwill and intangibles of $56.7 million. In July 2001, the Financial Accounting
Standards Board (“FASB”) issued SFAS No. 142, “Goodwill and Other Intangible Assets.” Under SFAS No. 142, goodwill and
intangible assets with indefinite lives are not amortized but are subject to at least an annual assessment for impairment applying a fair-
value based test. Upon adoption of SFAS No. 142 on July 29, 2001, we will no longer amortize goodwill, thereby eliminating annual
goodwill amortization of approximately $8.6 million. We expect amortization of intangible assets in fiscal 2002 to be approximately
$13.9 million. We are currently reviewing remaining goodwill and intangible assets to determine whether recent economic events and
the impact of adopting this standard have resulted in impairment.

Write-off of I n-Process Research and Devel opment

The value assigned to purchased in-process research and development in fiscal 2000 related to the acquisitions of TruSolutions,
Inc. and Andover.Net, Inc. (“Andover” or “OSDN"), and was based on the income method prepared by an independent third party and
was determined by identifying research projects in areas for which technological feasibility had not been established and no future
alternative uses existed.

TruSolutions' in-process research projects included the research and development associated with the %2U, 1U, 2U, and 4U server
products. The value of in-process research and development was determined by estimating the costs to develop the purchased in-
process technology into commercially viable products, estimating the resulting net cash flows from such projects and discounting the
net cash flows back to their present value. The discount rate included a risk-adjusted discount rate to take into account the uncertainty
surrounding the successful development of the purchased in-process technology. The risk-adjusted discount rate applied to the
projects cash flows was 45% for the in-process technology. We believe that the estimated in-process technology amounts represent
fair value and do not exceed the amount a third party would pay for the projects. The valuation included cash inflows from in-process
technology through 2003 with revenues commencing in 2000 for the 1U, 2U and 4U servers, and in 2001 for the ¥2U server. Where
appropriate, we allocated anticipated cash flows from an in-process research and development project to reflect contributions of the
core technology. At the time of the merger, TruSolutions' remaining tasks that were substantially incomplete included: developing
additional server features as well as proving out the in-process products’ electrical designs, testing for compatibility with other
systems common in server farms, and testing for Linux performance. Finally, TruSolutions needed to conduct shock, vibration and
performancetesting. As of July 28, 2001, we do not expect to incur any additional charges related to these projects.

Andover’s in-process research projects included next-generation web site management tools, online web applications, and other
technologies that will support our vast network of web sites. The value of in-process research and development was determined by
estimating the costs to develop the purchased in-process technology into commercially viable products, estimating the resulting net
cash flows from such projects and discounting the net cash flows back to their present value. The discount rate included a risk-
adjusted discount rate to take into account the uncertainty surrounding the successful development of the purchased in-process
technology. The risk-adjusted discount rate applied to the projects’ cash flows was 30% for the in-process technology. We believed
that the estimated in-process technology amo unts represented fair value and did not exceed the amount a third party would pay for the
projects.

The valuation included cash inflows from in-process technology through 2005 with revenues commencing in 2001. Where
appropriate, we allocated anticipated cash flows from an in-process research and development project to reflect contributions of the
core technology. At the time of the merger, Andover’s remaining tasks that were substantially incomplete included certain planning,
designing, coding, prototyping, and testing activities that are necessary to establish that the developmental technologies can be
produced to meet their design specifications including functional, technical, and economic performance requirements. As of July 28,
2001, we do not expect to incur any additional charges related to these projects.
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I nterest and Other | ncome, Net

Interest and other income, net includes income from our cash investments net of other expenses. We had net interest and other
income of approximately $6.5 million in fiscal 2001, $5.6 million in fiscal 2000, and $19,000 in fiscal 1999. The increase from fiscal
2000 to fiscal 2001 was primarily due to offsetting the appropriate amount of operating loss for our Japan joint venture operations to
the minority shareholders and the incremental increase in interest income earned from our short-term investments, partially offset by
the payment of various state taxes.

The increase in interest in other income from fiscal 1999 to fiscal 2000 was primarily due to an increase in interest income earned
on proceeds from our initial public offering in December 1999.

Income Taxes

As of July 28, 2001, we had $145.3 million of federal and $39.3 million of state net operating loss carryforwards for tax reporting
purposes available to offset future taxable income. The federal and state net operating loss carryforwards expire at various dates
through 2021 and 2006, respectively, to the extent that they are not utilized. We have not recognized any benefit from these net
operating loss carryforwards because of uncertainty surrounding their realization. The amount of net operating losses that we can
utilize is limited under tax regulations because we have experienced a cumulative stock ownership change of more than 50% over the
last three years.

Preferred Stock Dividend

During the quarter ended October 29, 1999, we recorded a preferred stock dividend of $4.9 million representing the value of the
beneficial conversion feature on the issuance of convertible preferred stock in September 1999. The beneficial conversion feature was
calculated at the commitment date based on the difference between the conversion price of $3.86 per share and the estimated fair value
of the common stock at that date. The amount of the beneficial conversion feature was limited to the amount of the gross proceeds
received from the issuance of convertible preferred stock. The excess of the beneficial conversion feature over the gross proceeds
received was $4.2 million. No dividends were recorded in fiscal 2001.

Liquidity and Capital Resour ces

Cash and cash equivalents decreased $63.5 million from $123.8 million at July 28, 2000 to $60.3 million at July 28, 2001.
Working capital decreased by $107.9 million from $171.7 million at July 28, 2000 to $63.8 million at July 28, 2001 primarily due to
using our cash and short-term investments to support our operating activities. We used cash in operating activities of $81.6 million and
$24.6 million in fiscal 2001 and fiscal 2000, respectively. The increase in net cash used in operating activitieswas primarily dueto the
increase in operating losses, an increase in inventories and a decrease in accounts payable, offset by the impairment of longlived
assets, non-cash restructuring expenses, depreciation and amortization, amortization of deferred stock compensation, provisions for
excess and obsol ete inventory, a decrease in accounts receivable, and an increase in other long-term liabilities.

Cash and cash equivalents increased $105.1 million from $18.7 million at July 31, 1999 to $123.8 million at July 28, 2000. This
increase is primarily a result of our initial public offering of common stock in December 1999, which generated net proceeds of
$138.7 million and the cash we assumed from our acquisition of Andover as aresult of their initial public offering of common stock in
December 1999, which generated net proceeds of $77.4 million. We used $10.2 million of cash in operating activities in fiscal 1999
and $24.6 million in fiscal 2000. Thisincrease in cash used was primarily due to increases in operating losses and accounts receivable,
offset by depreciation, amortization of stock compensation, increases in accounts payable, write-off of in-process research and
development, and lower inventories.

Investing activities provided cash of $17.9 million in fiscal 2001. The sale of short-term investments provided $29.8 million and
the net cash from acquisitions provided $4.6 million, offset by the purchase of property and equipment of $14.7 million for furniture
and fixtures for the Fremont headquarters facilities and computer equipment purchases and the purchase of intangibles of $1.9 million
primarily for certain assets acquired from Alabanza and Lavaca.

We used cash in investing activities of $13.2 million in fiscal 2000 due to purchases of short-term investments of $52.4 million,

capital equipment of $7.6 million, offset by the net amount of cash acquired as a result of acquisitions of $46.9 million. We used cash
in investing activities of $2.3 million in fiscal 1999 due to purchases of computer equi pment and other fixed assets.
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Our financing activities provided cash of $1.6 million in fiscal 2001, generated from the proceeds of our issuance of common stock
from employee stock option exercises, partially offset by payments on notes payables and capital lease obligations. Financing
activities provided cash of $143.0 million in fiscal 2000, generated from the proceeds of our issuance of common stock with our initial
public offering in December 1999 and the sale of convertible preferred stock in September 1999, partially offset by payments on notes
payables and capital lease obligations. Financing activities provided cash of $31.0 million in fiscal 1999, resulting almost entirely
from the net proceeds from the issuance of convertible preferred stock.

In February 1999, we entered into a loan and security agreement with a bank for maximum borrowings of $10,000,000 under a
revolving line of credit (“Line of Credit”) and $500,000 under an equipment loan (“Equipment Loan™). The interest rate for both the
Line of Credit and the Equipment Loan is the bank’s base rate plus 0.75% (7.5% at July 28, 2001). The amount available for
borrowing under the Line of Credit is limited to the committed revolving line, less any outstanding letters of credit issued under the
Line of Credit, which is not to exceed $5,000,000. The amount available for borrowing under the Equipment Loan can only be utilized
to acquire equipment that the bank approves. As of July 28, 2001, we had no borrowings outstanding under the Line of Credit and
$208,333 outstanding under the Equipment Loan, of which $166,667 is current and $41,666 is non-current. The Equipment Loan and
Line of Credit require that we maintain certain financial and non-financial ratios and covenants. As of July 28, 2001, we complied
with all of such ratios and covenants.

As of July 28, 2001, we had outstanding letters of credit issued under the Line of Credit of approximately $2,300,000, primarily
related to the corporate facility lease.

During fiscal 2001, we established letters of credit of approximately $4.0 million used to collateralize the delivery of customer
parts from a single supplier. As of July 28, 2001, we had approximately $0.6 million of restricted cash outstanding on the letters of
credit.

Our future liquidity and capital requirements will depend upon numerous factors, including the costs associated with the expansion
of our sales and marketing activities and product development efforts, the level and timing of product and service revenues, the
amount of working capital required, and the level of fixed asset investment required. We believe that the net proceeds from our initial
public offering, together with our current cash and investment balances and any cash generated from current or future debt financing,
will be sufficient to meet our operating and capital requirements for at least the next 12 months. However, we may require additional
financing within this period, particularly if we elect to acquire complementary businesses or technologies. The factors described in this
paragraph will affect our future capital requirements and the adequacy of our available funds. As aresult, we may be required to raise
additional funds through the sale of equity or convertible debt or other arrangements. Furthermore, any additional equity financing
may be dilutive to stockholders, and debt financing, if available, may involve restrictive covenants. Our inability to raise capital when
needed could seriously harm our business.

Recent Accounting Pronouncements

In June 1998, the FASB issued SFAS No. 133 “Accounting for Derivative Instruments and Hedging Activities.” SFAS No. 133
establishes accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an
asset or liability measured at its fair value. SFAS No. 133, as amended, is effective for fiscal years beginning after June 15, 2000. We
adopted SFAS No. 133 on July 29, 2000 and this adoption did not have a material effect on our financial position or results of
operations.

In December 1999, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin (“SAB”) No. 101,
“Revenue Recognition in Financial Statements”. In June 2000, the SEC deferred the adoption date for SAB No. 101 until our fourth
quarter ended July 28, 2001. SAB No. 101 summarizes certain areas of the Staff’s views in applying generally accepted accounting
principles to revenue recognition in financial statements. We adopted SAB No. 101 in May 2001 and this adoption did not havea
material effect on our financial position or results of operations.

In June 2001, the FASB issued SFAS No. 141, “Accounting for Business Combinations.” This statement requires the purchase
method of accounting be used for all business combinations initiated after June 30, 2001, and establishes specific criteria for the
recognition of intangible assets separately from goodwill. The Company will follow the requirements of this statement for business
acquisitions made after June 30, 2001.

In June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible Assets.” Under SFAS No. 142, goodwill and
intangible assets with an indefinite life are not amortized. Instead of amortizing goodwill and intangible assets deemed to have an
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indefinite life, the statement requires atest for impairment to be performed annually, or immediately if conditionsindicate that such an
impairment could exist. The amortization period of intangible assets with finite lives will no longer be limited to forty years. This
statement is effective for fiscal years beginning after December 15, 2001, and permits early adoption for fiscal years beginning after
March 15, 2001. The Company adopted SFAS No. 142 on July 29, 2001. As a result of adopting SFAS No. 142, the Company will
stop amortizing goodwill of approximately $8.6 million per year. We are currently reviewing remaining goodwill and intangible assets
to determine whether recent economic events and the impact of adopting this standard have resulted in impairment.

Factorsthat May Affect Future Results

Investors should carefully consider the risks described below before making an investment decision. The trading price of our
common stock could decline due to any of these risks and investors may lose all or part of their investment. In assessing these risks,
investors should aso refer to the other information contained or incorporated by reference in this Annual Report on Form 10-K
including our consolidated financial statements and related notes.

Risks Related To Competition Within Our Industry

BECAUSE THE MARKET FOR OUR PRODUCTS IS NEW, WE DO NOT KNOW WHETHER EXISTING AND POTENTIAL
CUSTOMERS WILL LICENSE OUR PRODUCTS IN SUFFICIENT QUANTITY FOR US TO ACHIEVE PROFITABILITY. The
market for collaborative software development (CSD) is new and rapidly evolving. Our future growth and financial performance will
depend on broad market acceptance of our CSD platform. The number of software developers using our products is still relatively
small. We expect that we will continue to need intensive marketing and sales efforts to educate prospective clients about the uses and
benefits of our products. Various factors could inhibit the growth of the market and market acceptance of our CSD platform. In
particular, potential customers may be unwilling to make the significant capital investment needed to license our products and retrain
their software developers to develop software using our CSD platform. Many of our customers have licensed only small quantities of
our products, and these or new customers may decide not to broadly implement or license additional copies of our products. We
cannot be certain that a viable market for our products will emerge, or if it does emerge, that it will be sustainable.

WE ARE CONCENTRATING OUR EFFORTS SOLELY ON THE SALES OF OUR SOURCEFORGE PRODUCT, SO IF THIS
PRODUCT DOES NOT ACHIEVE MARKET ACCEPTANCE WE ARE LIKELY TO EXPERIENCE LARGER LOSSES. We are
directing nearly all of our product development efforts to the on-going development of SourceForge. The failure to achieve
widespread market acceptance of SourceForge on a timely basis would adversely affect our business and operating results. The
success of our SourceForge CSD platform is difficult to predict because CSD represents a new area of business for the computer
software industry. There can be no assurance that we will be successful in marketing, upgrading and supporting our SourceForge
products. Our failure to do so could adversely affect our business and operating results.

IF WE DO NOT DEVELOP AND ENHANCE SOURCEFORGE TO KEEP PACE WITH TECHNOLOGICAL, MARKET, AND
INDUSTRY CHANGES, OUR REVENUES MAY DECLINE. Rapid technological advances, changes in customer requirements, and
frequent new product introductions and enhancements characterize the software development industry. If we fail to anticipate or
respond adequately to technology developments, industry standards, or practices and customer requirements, or if we experience any
significant delaysin product development, introduction, or integration, our products may become obsolete or unmarketable, our ability
to compete may be impaired, and our revenues may decline. We must respond rapidly to developments related to hardware platforms,
operating systems, and software development tools. These developments will require us to make substantial product-development
investments.

IF WE DO NOT EFFECTIVELY COMPETE WITH NEW AND EXISTING COMPETITORS, OUR REVENUES AND OPERATING
MARGINS WILL DECLINE. We believe that the newly emerging CSD market is fragmented, subject to rapid change and highly
sensitive to new product introductions and marketing efforts by industry participants. Competition in related markets is intense. If our
products gain market acceptance, we expect the competition to rapidly intensify as new competitors enter the CSD market. Our
potential competitors include entrenched companiesin closely related markets who may choose to enter and focus on the CSD market.
Although we do not believe that we presently have an entrenched competitor, we expect competition to intensify in the future if the
market for CSD platforms continues to expand. Many of these potential competitors are much larger than we are and may have
significantly more resources and more experience. Our potential competitors include providers of software and related services as well
as providers of hosted application services. Our potential competitors vary in size, scope of services offered and platforms supported.
Many of our competitors have longer operating histories and greater financial, technical, sales and marketing resources than we do.
We cannot guarantee that we will be able to compete successfully against current and future competitors or that competitive pressures
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will not result in price reductions, reduced operating margins and loss of market share, any one of which could seriously harm our
business.

We believe our continued success will become increasingly dependent on our ability to:
» support multiple platforms, including Linux, commercial UNIX and Microsoft Windows,
» usethelatest technologies to continue to support Web-based devel opment; and

» continually support the rapidly changing standards, tools and technologies used in the development of Web-based applications
aswell as off-the-shelf products.

Because individual product sales often lead to a broader customer relationship, our products must be able to successfully compete with
and complement numerous competitors’ current and potential offerings. Moreover, we may be forced to compete with our strategic
partners, and potential strategic partners, and this may adversely impact our relationship with an individual partner or a number of
partners.

IF WE FAIL TO ATTRACT AND RETAIN LARGER CORPORATE AND ENTERPRISE-LEVEL CUSTOMERS, OUR REVENUES
WILL DECLINE SUBSTANTIALLY. We face competition from different sources, and we must compete effectively against other
current and future competitors to retain and expand our customer base. We have focused our sales and marketing efforts upon larger
corporate and enterpriselevel customers. This strategy may fail to generate sufficient revenue to offset the substantial demands that
this strategy will place on our business, in particular the longer sales cycles, higher levels of service and support and volume pricing
and termsthat larger corporate and enterprise accounts often demand.

Rather than license SourceForge, our target customers may develop their software development tools and processes internally,
including ad hoc integrations of CSD platforms based on open source code. A failure to successfully obtain revenues from large
corporate or enterpriselevel customerswill materially and adversely affect our operations.

IF WE ARE UNABLE TO PROVIDE HIGH-QUALITY CUSTOMER SUPPORT AND SERVICES, WE WILL NOT MEET THE
NEEDS OF OUR CUSTOMERS. For our business to succeed, we must effectively market our software solutions. If our customer
support organization does not meet the needs or expectations of customers, we face an increased risk that customers will purchase
software from other providers.

INCREASED UTILIZATION AND COSTS OF OUR TECHNICAL SUPPORT SERVICES MAY ADVERSELY AFFECT OUR
FINANCIAL RESULTS. Like many companies in the software industry, technical support costs will likely comprise a significant
portion of our operating costs and expenses. Over the short term, we may be unable to respond to fluctuations in customer demand for
support services. We also may be unable to modify the format of our support services to compete with changes in support services
provided by competitors. Further, customer demand for these services could cause increases in the costs of providing such services
and adversely affect our operating results.

Risks Related To Our Financial Results

ITISDIFFICULT TO EVALUATE OUR BUSINESS BECAUSE WE HAVE A LIMITED HISTORY OPERATING ASA PROVIDER
OF OUR CSD PLATFORM. We have arelatively brief operating history as a provider of our CSD platform. Asaresult, our historical
financial information is of limited value in projecting future operating results. On June 27, 2001, we exited our hardware business.
Subsequent to our fiscal year end of July 28, 2001 we made the strategic decision to exit the professional services and Linux software
engineering services fields to focus solely on SourceForge. These changes required s to adjust our business processes and make a
number of significant personnel changes, including changes and additions to our engineering and management teams. Therefore, in
evaluating our business you must consider the risks and difficulties frequently encountered by early stage companies in new and
rapidly evolving markets, including those discussed within this “Factors That May Affect Future Results” and in “Management’s
Discussion and Analysis of Financial Condition and Results of Operations.”

IF WE FAIL TO ADEQUATELY MONITOR AND MINIMIZE OUR USE OF EXISTING CASH AND CREDIT FACILITIES, WE
MAY NEED SUBSTANTIAL ADDITIONAL CAPITAL TO FUND CONTINUED OPERATIONS IN FISCAL 2003. Since becoming a
public company, we have experienced negative cash flow from operations and expect to experience negative cash flow from
operations for at least the foreseeable future. Unless we monitor and minimize the level of use of our existing cash, cash equivalents,
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short-term investments and credit facilities, we may require substantial additional capital to fund continued operations into fiscal 2003.
We believe that our existing cash balances and credit facilities will be adequate to fund our operations for the next twelve (12) months,
although there can be no assurances in this regard. We may require additional funding within this time frame, and there can be no
assurances that this additional funding, if needed, will be available on terms acceptable to us, or at al. It is possible that we may
require additional financing within this period, particularly if the general economic downturn continues to negatively affect revenues,
or if we elect to acquire complementary businesses or technologies. The factors described in this paragraph, and other factors that may
arise subsequently, will affect our future capital requirements and the adequacy of our available funds. As aresult, we may be required
to raise additional funds through public financing facilities, strategic relationships or other arrangements. Any additional equity
financing may be dilutive to our stockholders. Debt financing, if available, may involve restrictive covenants on our operations and
financial condition. Our inability to raise capital when needed could seriously harm our business.

BECAUSE WE HAVE A LIMITED OPERATING HISTORY WITH OUR NEW SOURCEFORGE PRODUCT, WE MAY NOT
ACCURATELY FORECAST OUR SALES AND REVENUES, WHICH WILL CAUSE QUARTERLY FLUCTUATIONS IN OUR NET
REVENUES AND RESULTS OF OPERATIONS AND MAY RESULT IN VOLATILITY IN OUR STOCK PRICE. Our ability to
accurately forecast our quarterly sales and revenue is made difficult by our limited operating history with our new business direction
and the general economic downturn. In addition, most of our operating costs are fixed and based on our revenue expectations.
Therefore, if we have a shortfal in revenues, we may be unable to reduce our expenses quickly enough to avoid lower quarterly
operating results. During fiscal 1999, we hired 138 employees, moved into significantly larger facilities and substantially increased
our operating expenses. Throughout fiscal 2000, we continued to add a significant number of new employees. In early fiscal 2001, we
again relocated to larger facilities. In February, June and August 2001, we substantially reduced our workforce such that as of
September 30, 2001 we had 209 employees. Nevertheless, despite these reductions in our workforce, our business may fail to grow
rapidly enough to offset our operating expenses. As a result, our quarterly operating results could fluctuate, and such fluctuation could
adversely affect the market price of our common stock. Our quarterly net revenues and results of operations may vary significantly in
the future due to a number of additional factors, many of which are outside of our control. The primary factors that may cause our
quarterly net revenues and results of operations to fluctuate include the following:

« economic conditions generally and in the specific industries in which our customers operate;
« demand for and market acceptance of our software and services;
¢ reductionsin the sales price of our software or software offered by our competitors;

e our ability to develop, introduce and market new versions of our software and product enhancements that meet customer
requirementsin atimely manner.

Accordingly, you should not rely on the results of any past periods as an indication of our future performance. It is likely that in some
future periods, our operating results may be below expectations of public market analysts or investors. If this occurs, the price of our
common stock may drop.

FAILURE TO MAINTAIN OR INCREASE OUR GROSS MARGIN WILL HARM OUR RESULTS OF OPERATIONS. Our gross
margin may be adversely affected by decreases in the average selling prices of our software or increased costs of providing service
and customer support. If we are unable to offset a decrease in the average selling prices of our existing products by developing and
introducing products and services with higher margins or by reducing our product and development costs, our gross margin will
suffer.

For more information related to our costs associated with software development and our gross margin, see “Management’s
Discussion and Analysis of Financial Conditions and Results of Operations— Results of Operations.”

We from time to time makes internal estimates as to future operating results, which are used for various purposes, including
establishing reserves and spending levels and allocations. Should our operating results fall short of our internal estimates, or the other
bases for our reserves adversely change, our gross margin will suffer as we increase reserves or take other appropriate actions.

SIGNIFICANT UNANTICIPATED FLUCTUATIONS IN OUR QUARTERLY REVENUES AND OPERATING RESULTS MAY

CAUSE USNOT TO MEET SECURITIES ANALYSTS OR INVESTORS EXPECTATIONS AND MAY RESULT IN A DECLINE IN
THE PRICES OF OUR COMMON STOCK. Our net revenues and operating results are difficult to predict and may fluctuate
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significantly from quarter to quarter. If our revenues, operating results, earnings, or future projections are below the levels expected by
securities analysts, the price of our common stock islikely to decline.

Factorsthat may cause quarterly fluctuationsin our operating results include, but are not limited to:

» thediscretionary nature of our customers’ purchase and budget cycles;

» difficulty predicting the size and timing of customer orders;

* long salescycles;

» seasonal variationsin operating results;

« introduction or enhancement of our products or our competitors' products;

» changesin our pricing policies or the pricing policies of our competitors;

e anincreasein our operating costs;

» whether we are able to expand our sales and marketing programs;

» themix of our products and services sold;

» thelevel of salesincentivesfor our direct salesforce;

» themix of our domestic and international sales;

« unfavorable economic conditionsin the technology industry;

» decreased spending on technol ogy due to adverse economic conditions;

» fluctuationsin foreign currency exchange rates;

« changesin accounting pronouncements applicable to us;

» thetiming of announcements and releases of new or enhanced versions of our products and product upgrades,

» theintroduction of competitive products by existing or new competitors;

» end-of-period buying patterns of foreign and domestic software markets; and

« themarket’ stransition between new releases of operating systems.

In addition to the foregoing factors, the risk of quarterly fluctuations is increased by the fact that many enterprise customers
negotiate site licenses near the end of each quarter. In part, this is because enterprise customers are able, or believe that they are able,
to negotiate lower prices and more favorable terms at that time. Our reliance on a large portion of revenue occurring at the end of the
quarter and the increase in the dollar value of transactions that occur at the end of a quarter can result in increased uncertainty relating
to quarterly revenues. Due to this end-of-period buying pattern, forecasts may not be achieved, either because expected sales do not
occur or because they occur at lower prices or on terms that are less favorable to us. In addition, these factors increase the chances that
our results could diverge from the expectations of investors and analysts.

In addition, the timing of our product revenues is difficult to predict because our sales cycles vary substantially from customer to
customer. We base our operating expenses on our expectations regarding future revenue levels. As a result, if total revenues for a

particular quarter are below our expectations, we could not proportionately reduce operating expenses for that quarter. Therefore, a
revenue shortfall would have a disproportionate effect on our operating results for that quarter. In addition, because our service
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revenues are largely correlated with our license revenues, a decline in license revenues could also cause a decline in our service
revenues in the same quarter or subsequent quarters.

WE HAVE A HISTORY OF LOSSES AND EXPECT TO CONTINUE TO INCUR NET LOSSES FOR THE FORESEEABLE
FUTURE. We incurred a loss of $290.1 million for our fiscal fourth quarter ended July 28, 2001, primarily due to the general
economic slowdown, and we had an accumulated deficit of $634.9 million as of July 28, 2001. We expect to continue to incur
significant product development, sales and marketing and administrative expenses. In addition, we are investing considerable
resources in our Internet operations. We do not expect to generate sufficient revenues to achieve profitability and, therefore, we expect
to continue to incur net losses for at |east the foreseeable future. If we do achieve profitability, we may not be able to sustain it. Failure
to become and remain profitable may materially and adversely affect the market price of our common stock and our ability to raise
capital and continue operations.

FUTURE GUIDELINES AND INTERPRETATIONS REGARDING SOFTWARE REVENUE RECOGNITION COULD HAVE A
MATERIAL IMPACT ON OUR BUSINESS. In October 1997, the American Institute of Certified Public Accountants (“AICPA™)
issued Statement of Position (“SOP") No. 97-2, “ Software Revenue Recognition” which superceded SOP No. 91-1. SOP No. 97-2, as
amended by SOP No. 98-4 and SOP No. 98-9, provides guidance on applying generally accepted accounting principles for software
revenue recognition transactions. In December 1999, the SEC issued SAB No. 101, “Revenue Recognition in Financial Statements,”
which provides further revenue recognition guidance. We adopted SAB No. 101, as amended, in the fourth quarter of fiscal 2001 as
required. The adoption of SAB No. 101 did not have a material effect on our consolidated financial position, results of operations or
cash flows. The accounting profession continues to review certain provisions of SOP No. 97-2 and SAB No. 101 with the objective of
providing additional guidance on implementing its provisions. Depending upon the outcome of these reviews and the issuance of
implementation guidelines and interpretations, we may be required to change its revenue recognition policies and business practices
and such changes could have amaterial adverse effect on our business, results of operations or financial position.

Risks Related to I ntellectual Property

WE ARE VULNERABLE TO CLAIMS THAT OUR PRODUCTS INFRINGE THIRD-PARTY INTELLECTUAL PROPERTY
RIGHTS. ANY RESULTING CLAIMS AGAINST US COULD BE COSTLY TO DEFEND OR SUBJECT US TO SIGNIFICANT
DAMAGES. From time to time we receive notices from third parties claiming infringement by our products of third party patent and
other intellectual property rights. We expect that our software products will increasingly be subject to infringement claims as the
number of products and competitors in our industry segments grows and the functionality of products in different industry segments
overlaps. In addition, we may receive patent infringement claims as companies increasingly seek to patent their software, especially in
light of recent developments in the law that extend the ability to patent software. Our developers may fail to perform patent searches
and may therefore unwittingly infringe third-party patent rights. We cannot prevent current or future patent holders or other owners of
intellectual property from suing us and others seeking monetary damages or an injunction against shipment of our software offerings.
A patent holder may deny us a license or force us to pay royalties. In either event, our operating results could be seriously harmed. In
addition, employees hired from competitors might utilize proprietary and trade secret information from their former employers
without our knowledge, even though our employment agreements and policies clearly prohibit such practices.

Any litigation regarding our intellectual property, with or without merit, could be costly and time consuming to defend, divert the
attention of our management and key personnel from our business operations and cause product shipment delays. Claims of
intellectual property infringement may require us to enter into royalty and licensing agreements that may not be available on terms
acceptable to us, or at all. In addition, parties making claims against us may be able to obtain injunctive or other equitable relief that
could effectively block our ability to sell our products in the United States and abroad and could result in an award of substantial
damages against us. Defense of any lawsuit or failure to obtain any required license could delay shipment of our products and increase
our costs. If a successful claim is made against us and the we fail to develop or license a substitute technology, our business, results of
operations, financial condition or cash flows could be immediately and materially adversely affected.

IF WE FAIL TO ADEQUATELY PROTECT OUR INTELLECTUAL PROPERTY RIGHTS, COMPETITORS MAY USE OUR
TECHNOLOGY AND TRADEMARKS, WHICH COULD WEAKEN OUR COMPETITIVE POSTION, REDUCE OUR REVENUES,
AND INCREASE OUR COSTS. We rely on a combination of copyright, trademark, patent, and trade-secret laws, employee and third-
party nondisclosure agreements, and other arrangements to protect our proprietary rights. Despite these precautions, it may be possible
for unauthorized third parties to copy our products or obtain and use information that we regard as proprietary to create products that
compete against ours. Some license provisions protecting against unauthorized use, copying, transfer, and disclosure of our licensed
programs may be unenforceable under the laws of certain jurisdictions and foreign countries.
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In addition, the laws of some countries do not protect proprietary rights to the same extent as do the laws of the United States. To
the extent that we increase our international activities, our exposure to unauthorized copying and use of our products and proprietary
information will increase. We do not currently plan to increase the current level of our international activity.

Our collection of trademarks is important to our business. The protective steps we take or have taken may be inadequate to deter
misappropriation of our trademark rights. We have filed applications for registration of some of our trademarks in the United States
and internationally. Effective trademark protection may not be available in every country in which we offer or intend to offer our
products and services. Failure to protect our trademark rights adequately could damage our brand identity and impair our ability to
compete effectively. Furthermore, defending or enforcing our trademark rights could result in the expenditure of significant financial
and managerial resources.

The scope of United States patent protection in the software industry is not well defined and will evolve as the United States Patent
and Trademark Office grants additional patents. Because patent applications in the United States are not publicly disclosed until the
patent isissued, applications may have been filed that would relate to our products.

Our success depends significantly upon our proprietary technology. Despite our efforts to protect our proprietary technology, it
may be possible for unauthorized third parties to copy certain portions of our products or to reverse engineer or otherwise obtain and
use our proprietary information. We do not have any software patents, and existing copyright laws afford only limited protection. In
addition, we cannot be certain that others will not develop substantially equivalent or superseding proprietary technology, or that
equivalent products will not be marketed in competition with our products, thereby substantially reducing the value of our proprietary
rights. We cannot assure you that we will develop proprietary products or technologies that are patentable, that any patent, if issued,
would provide us with any competitive advantages or would not be challenged by third parties, or that the patents of others will not
adversely affect our ability to do business. Litigation may be necessary to protect our proprietary technology. This litigation may be
time-consuming and expensive.

PROMOTIONAL PRODUCT VERSIONSMAY ADVERSELY IMPACT OUR ACTUAL PRODUCT SALES. Our marketing strategy
relies in part on making elements of our technology available for no charge or at avery low price. This strategy is designed to expose
our products to a broader customer base than to our historical customer base and to encourage potential customers to purchase an
upgrade or other full priced products from us.

We may not be able to introduce enhancements to our full-price products or versions of our products with intermediate
functionality at a rate necessary to adequately differentiate them from the promotional versions, which could reduce sales of our
products.

WE MAY BE SUBJECT TO CLAIMS AS A RESULT OF INFORMATION PUBLISHED ON, POSTED ON OR ACCESS BLE
FROM OUR INTERNET STES We may be subject to claims of defamation, negligence, copyright or trademark infringement
(including contributory infringement) or other claims relating to the information contained on our Internet sites, whether written by
third parties or us. These types of claims have been brought against online services in the past and can be costly to defend regardliess
of the merit of the lawsuit. Although recent federal legislation protects online services from some claims when third parties write the
material, this protection is limited. Furthermore, the law in this area remains in flux and varies from state to state. We receive
notification from time to time of potential claims, but have not been named as a party to litigation involving such claims. While no
formal conplaints have been filed against us to date, our business could be seriously harmed if one were asserted.

Other Risks Related to Our Business

FUTURE REVENUE GROWTH DEPENDS ON OUR ABILITY TO HIRE AND RETAIN QUALIFIED PERSONNEL. During late
fiscal 2001 and early fiscal 2002, we hired a significant number of software development, sales and marketing personnel. Competition
for these individuals is intense, and we may not be able to attract, assimilate or retain highly qualified personnel. Our future success
and ability to grow our revenue also depend upon the continued service of our executive officers and other key engineering, sales,
marketing and support personnel. Competition for qualified personnel in our industry and in the San Francisco Bay Area, as well as
the other geographic markets in which we recruit, is intense and characterized by increasing salaries, which may increase our
operating expenses or hinder our ability to recruit qualified candidates.

IF WE ARE UNABLE TO IMPLEMENT APPROPRIATE SYSTEMS, PROCEDURES AND CONTROLS, WE MAY NOT BE ABLE

TO SUCCESSFULLY OFFER OUR SERVICES AND GROW OUR SOFTWARE BUSINESS. Our ability to successfully offer our
services and grow our software business requires an effective planning and management process. In the past twenty-four months we
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have implemented or updated our operations and financial systems, procedures and controls, including the implementation of an
enterprise resource planning. Our systems will continue to require additional modifications and improvements to respond to current
and future changes in our business. Our key personnel have limited experience managing this type of fluctuation in operations. If we
cannot grow our software business, and manage that growth effectively, or if we fail to timely implement appropriate internal systems,
procedures, controls and necessary modifications and improvements to these systems, our business will suffer.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The primary objective of our investment activities is to preserve principal while at the same time maximizing the income we
receive from our investments without significantly increasing risk. Some of the securities that we have invested in may be subject to
market risk. This means that a change in prevailing interest rates may cause the principal amount of the investment to fluctuate. For
example, if we hold a security that was issued with a fixed interest rate at the then-prevailing rate and the prevailing interest rate later
rises, the principal amount of our investment will probably decline. To minimize this risk, we maintain a portfolio of cash equivalents
and short-term investments in a variety of securities, including commercial paper, money market funds and government and non-
government debt securities. In general, money market funds are not subject to market risk because the interest paid on such funds
fluctuates with the prevailing interest rate.

The following table presents the amounts of our cash equivalents and short-term investments that are subject to market risk and
weighted-average interest rates, categorized by expected maturity dates, as of July 28, 2001. This table does not include money market
funds because those funds are not subject to market risk.

Maturing Maturing Within
Within Three Months ThreeMonthsto OneYear
(In thousands)

Asof July 28, 2001

Cash eqUIVAIENES.......c.ccveerecreereeersesesesess s ssseeenees $ 21,366
Weighted-average interest rate 3.78%
Short-term investments..................... $ 22,505

Weighted-average interest rate 4.53%

We have operated primarily in the United States, and virtually all sales have been made in U.S. dollars. Accordingly, we have not
had any material exposure to foreign currency rate fluctuations.
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Item 8. Financial Statements and Supplementary Data
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All other schedules are omitted because they are not applicable, not required, or because the required information isincluded in the
consolidated financial statements or notes thereto.
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To The Board of Directors and Stockholders of
VA Linux Systems, Inc.:

We have audited the accompanying consolidated balance sheets of VA Linux Systems, Inc. (a Delaware corporation) as of July 28,
2001 and 2000, and the related consolidated statements of operations, stockholders’ equity and cash flows for each of the three years
in the period ended July 28, 2001. These financial statements are the responsibility of the Company’s management. Our responsibility
isto express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide areasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in al material respects, the financial position of VA Linux
Systems, Inc. as of July 28, 2001 and 2000, and the results of its operations and its cash flows for each of the three years in the period
ended July 28, 2001, in conformity with accounting principles generally accepted in the United States.

Our audit was made for the purpose of forming an opinion on the basic financial statements taken as a whole. The schedule listed
in Item 14(a)2 is presented for purposes of complying with the Securities and Exchange Commission’s rules and is not part of the
basic financial statements. This schedule has been subjected to the auditing procedures applied in the audit of the basic financial
statements and, in our opinion, fairly states in all material respects the financial data required to be set forth therein in relation to the
basic financial statements taken as awhole.

ARTHUR ANDERSEN LLP

San Josg, Cdlifornia
August 22, 2001
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VA LINUX SYSTEMS, INC.

CONSOLIDATED BALANCE SHEETS
(In thousands, except shar e infor mation)

July 28, July 28,
2001 2000
ASSETS
Current assets:
Cash and Cash EQUIVAIENES ........ccuiererererirerinesesess s sssssssssessssessssssssssssssssssssssssssessssssssssssssssssssssessssesssees $ 60,347 $ 123,849
SOIt-tEIM INVESIMENES........cvieeeeeeeeteeeeee ettt ettt se e s se e s sess s ssssess e sesssnnnns 22,595 52,433
Accounts receivable, net of allowances of $4,247 and $1,475, respectively ........ccenereneereeeinenns 10,107 31,842
[NVENEOITES......cececeeeeteee ettt bbbt bbb b s bbb ettt 343 1,018
Prepaid expenses and other assets 3,895 2,156
Total current assetS .....coevveevevreereveennne. 97,287 211,298
Property and eQUIPMENT, NEL..........corererier e 17,703 10,316
Goodwill and iNtANGIDIES, NEL .........ccceicccce et a bbbt seaes 56,730 362,744
OFNEY @SSELS .....euceieeireeei ettt bbb ea bbb bbbt 1313 741
$ 173033 $ 585099
LIABILITIESAND STOCKHOLDERS EQUITY
Current liabilities:
Current portion of notes payable $ 756 % 1,568
Accounts payable........ccocvveeereneeeneneeeens 14,319 26,715
Accrued restructuring liabilities.................... 3,135 —
ACCIUEH COMPENSALION......ceeeeerceeererereeisesessssesesessss s st sesssessesessasssesesssssessessssssssesssssessenssnsessenssnsssenees 3,906 4,697
D EFEITEU FEVENUE.........vceeeeeeceeeeteteee ettt ettt e e be e s et esese st esese s ssebens et ssesenssestesensesssesensesnsesens 2,120 393
Accrued liabilities and other 9,257 6,195
Total current liahilities.......ccoooerveunenee 33,493 39,568
Notes payable, net of current portion 12 1,104
Accrued restructuring liabilities, net of CUrrent POrtioN .........ooocerrnerenreerr e 6,378 —
Other 1oNg-term [iabilitiES........cvvceiercre s 1,366 552
Commitments and contingencies (Note 7) Minority interest 5,392 —
Stockholders' equity:
Common stock, $0.001 par value Authorized — 250,000,000; Issued and
outstanding — 54,118,703 sharesin 2001 and 51,903,850 sharesin 2000 54 52
TTEASUNY SLOCK .....eovrieerieestireecttee et (4 —
Additional paid-in capital........cccccceerrrennnnn. 768,797 763,175
Deferred stock compensation. (6,108) (109,686)
Accumulated other comprehensive loss (1,490) (47)
Accumulated defiCit ....coerrrrerererereereeereens (634,887) (109,619)
Total StOCKNOIAEIS" EQUITY ......cvieeeieeiirricree et 126,362 543,875

$ 173033 $ 585099

The accompanying notes are an integral part of these financial statements.
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VA LINUX SYSTEMS, INC.

CONSOLIDATED STATEMENTSOF OPERATIONS
(In thousands, except per shar e amounts)

Year Ended Year Ended
July 28, July 31,
2001 2000 1999
NEE TEVENUES.........ceceteeeteeeeste sttt bttt e b bttt ss st s beb e $ 134,80 $ 12029 $ 17,710
Cost of revenues 154,103 98,181 17,766
Gross margin (19,213) 22,115 (56)
Operating expenses:

Sales aNd MArKELING......ccoreereerrerierresese e ss e ssse s seses 39,981 29,479 5,183
Research and development 17,959 12,363 3,189
General and administrative. 22,012 8,985 3,791
Restructuring costs and other special Charges.........oocecevevecennenceeesessesesesssesenns 113,478 — —
Amortization of deferred stock COMPENSALION..........ccoceverererverseeesese e 61,268 39,500 2,312
Amortization of goodwill and intangible aSSetsS .......cccvevevvevrnversereresee e 97,887 18,175 —
Impairment of 10Ng-lIVEd 8SSELS ........covveecrrecrrce e 160,000 — —
Write-off of in-process research and development...........cccocevvvvvvvessecesininenn, — 9,000 —
Total operating expenses 512,585 117,502 14,475
Lossfrom operations.........c.oeceeeeerereeerrerenes (531,798) (95,387) (14,531)
Interest incOMe ......ccccvevenreeeee 6,803 5,805 98
Interest expense...........coeveene. (165) (142) (82
Other income (expense), net (108) (39 3
INEE TOSS ..ottt bbb bbbttt $ (525268 $ (89,758) $ (14.512)
Dividend related to convertible preferred StocK.........ovrnecnecnecnecreeeseeseene $ — $ (4900) $ —
Net loss attributable to common StocKhOIders..........corrererescrcrereeeeen $ (525,268 $ (94,658) $ (14,512)
Basic and diluted net [0SS PEr SNAE.........occuveerreeeirerererreseee s $ (1078) $ (352 $ (262
Shares used in computing basic and diluted net |oss per share..........cccocoverererinnee. 48,741 26,863 5,530

The accompanying notes are an integral part of these financial statements.
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BALANCEAT JULY 31, 1998,
Issuance of Series A convertible preferred
stock for cash and note receivable, net..........coccucvvevinnene
Exercise of stock opti ons and stock purchase
rights for cash and servicesrendered............cc.omeeeenneeeens
Issuance of Series B convertible preferred
stock for cash, net
Issuance of common stock for assets acquired...................
Fair value of options and stock purchase rights
granted for services rendered and assets acquired...........
Deferred stock compensation
Amortization of deferred stock compensation..................
Net loss
BALANCEAT JULY 31, 1999,
Issuance of Series B convertible preferred
stock for assets acquired
Issuance of Series B convertible preferred
stock for cash, net
Exercise of stock options and stock purchase
rights for cash and servicesrendered..................
Dividend related to convertible preferred stock...
Issuance of common stock for cash and
services rendered
Issuance of common stock frominitial public
offering, net
Repurchase of common stock for cash...
Proceeds received from stockholders.....
Conversion of preferred stock to common stock.
Issuance of common stock to acquire businesses...
Deferred stock compensation
Amortization of deferred stock compensation.....
Unrealized gain or loss on marketable securities.
Net loss
BALANCE AT JULY 28, 2000.
Issuance of common stock for cash......
Repurchase of common stock for cash
Issuance of common stock to acquire businesses
or assets.
Acceleration of stock options
Amortization of deferred stock compensation.....................
Acceleration and forfeiture of deferred stock
compensation related to terminations.........o..eveeeererenenes
Foreign currency translation adjustment and
unrealized gain or |loss on marketable securities...............
Net loss

VA LINUX SYSTEMS, INC.

CONSOLIDATED STATEMENTSOF STOCKHOLDERS EQUITY

(In thousands)

BALANCEAT JULY 28, 2001

Accumulated
Convertible Additional Stockholder Deferred Other Total
Preferred Stock Common Stock Treasury Paid-in Note Stock Comprehensive Accumulated ~ Stockholders’
Shares Amount Shares Amount Stock Capital Receivable Compensation Loss Deficit Equity
— $ — 5,100 $ 5 $ — $ 24 $ — $ — $ — 3 (449) $ (420)
12,149 12 — — — 5,482 (50) — — — 5,444
— — 10,305 10 — 308 — — — — 318
6,503 7 —_ — —_ 25,084 —_ — —_ —_ 25,091
— — 40 — — 20 — — — — 20
— — — — 110 — — — — 110
— — — — — 14,433 —_ (14,433) — — —
— — — — — — — 2,312 — — 2,312
— — — — — — — — — (14,512) (14,512)
18,652 19 15,445 15 45,461 (50) (12,121) (14,961) 18,363
13 — — — — 50 — — — — 50
1,256 1 — — — 4,833 — — — — 4,834
— — 2,140 2 — 3,333 — — — — 3,335
— — — — — 4,900 — — — (4,900) —
— — 203 — — 530 — — — — 530
— — 5,060 5 — 138,771 — — — — 138,776
— — (593) — — (55) — — — — (55)
— — — — — — 50 — — — 50
(19,921) (20) 19,921 20 — — — —_ — — —
— — 9,728 10 — 541,983 — (113,106) — — 428,887
— — — — 23,369 — (23,369) — — —
— — — — — — — 38,910 — — 38,910
— — — — — — — — (47) — (47)
— — — — — — — — — (89,758) (89,758)
— — 51,904 52 — 763,175 — (109,686) (47) (109,619) 543,875
— — 2,522 3 — 4,437 — — — — 4,440
— — (1,028) 1) 4) (268) — — — — (273)
— — 721 — — 14,397 — (6,757) — — 7,640
— — — — — 1,352 — — — — 1,352
— — — — — — — 61,268 — — 61,268
— — — — — (14,296) — 49,067 — — 34,771
— — — — — — — — (1,443) — (1,443)
_ _ _ _ _ _ _ _ _ (525.268)
= = 24119 $.54 £ (4 £ 768707 = $ (6108 $ __ (1.400) $ (634.887) $ 126362

Bowne Conversion
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VA LINUX SYSTEMS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Year Ended Year Ended
July 28, July 31,
2001 2000 1999
Cash flows from operating activities:
N 01T $ (525,268) $ (89,758) $ (14,512)
Adjustments to reconcile net l0ss to net cash used in operating activities:
Depreciation and amortiZatioN............ccccceueeeeenercciereses e sesses 102,786 19,588 449
Provision for bad debts...........ocnn e 3,968 1,328 168
Provision for excess and 0bSOlEte INVENLOTY ........cccuvrerrerereseereseseseesessseeseseeseenenes 24,441 1,878 833
L 0SS ON diSPOSAl Of BSSELS ......ccueeeeecreeeiererere e 9 177 75
Amortization of deferred Stock COMPENSALTON........c..ceeireiererrneeeeeereereeereereens 61,268 39,500 2,312
Non-cash COMPENSALi ON EXPENSE......c.cvrererrerieereireressie st ssssssesssssssseses — 1,429 64
Non-cash restructuring expense 101,237 — —
Impairment of long-lived assets 160,000 — —
Write-off of in-process research and develOpmMENt ...........ccveereerneeeneeeenerseerneennenns — 9,000 —
Changesin assets and liabilities:
ACCOUNLS FECAIVADIE ...t nae s 17,635 (23,468) (3,455)
Inventories (23,783) 1,191 (2,489)
Prepai d expenses and Other @SSELS........covrrreeininiseeresessesesesesssesessssssssesseseses (3,195) (2,098) (517)
ACCOUNES PAYADI ..ottt (12,446) 11,902 5,423
Accrued restructuring liabilities 3,135 3,723 1,498
Accrued liabilities and other........... 1,388 — —
Other long-term liabilities .......cccceevererenne. 7,192 1,045 —
Net cash used in OPErating aCtiVITIES ....cuvueurererrereeereeeseeessseessseessesesesessssessesesseseses (81,633) (24,563) (10,151)
Cash flows from investing activities:
Purchase of property and eqQUIPMENT...........cccerrereinrences s (14,750) (7,601) (2,139)
Sale/(Purchase) of marketable SECUNTIES. ..o 29,838 (52,433) —
Businesses acquired, net of Cash aCqUITE ..o 4,627 46,870 —
Purchase of other [ong-lived @SSELS.........coovverreccinsce e (1,929) — (154)
OLNET, NEL ..ot s s bbb s 161 (47) —
Net cash provided (used) in iNVesting aCtiVities........cocevrerreerreensenesneseseeeneens 17,947 (13,211) (2,293)
Cash flows from financing activities:
Payments on NOtES PAYADI.........ccueuvvercrrssee s (2,527) (3,363) (275)
Proceeds from borrowings on equipment loan and line of credit ..........cccccovvevecennenes — — 500
Proceeds from stockholder note receivable ... — 50 —
Proceeds from issuance of convertible preferred stock, Net.........ccoovveeevcncceccncnieenes — 4,834 30,535
Proceeds from issuance of COMMON SLOCK.........ccrururiniurineirieireeireeee e 4,440 141,504 275
Repurchase of COMMON SEOCK ........ccccieiesnecree st essssenns (273) (55 —
Net cash provided by financing aCtiViti€s ...........ocvereeneenienseeesee e 1,640 142,970 31,035
Effect of exchange rate changes on cash and cash equivalents...........c.cocenenireennnne. (1.456) — —
Net increase (decrease) in cash and cash equivalents...........cceeeevveccceveneceeeeseenennns (63,502) 105,196 18,591
Cash and cash equivalents, beginning of YEar...........ccoccevveeesnecscnrese s 123,849 18.653 62
Cash and cash equivalents, €N Of YE&N ...........oceveeeevreereeeseesseesseessessssessesssssssessssssssssseses $ 60347 $ 123849 $ 18653
Supplemental cash flow information:
Cash Paid fOr SLALE TAXES .......ccuviveerecreeteeeeee ettt s s bbbt aesaes s st $ 335 $ H % 2
Cash Paid fOr INLEMESL.......c.ccueecteetecteceeceee ettt b s a s s s $ 165 $ 142 $ 70
Issuance of convertible preferred stock for note receivable...........cocveeveereeneeneenneen. $ — % — % 50
Issuance of convertible preferred Stock fOr aSSELS ........vrrerreereeereeereeereeereeeseeeseeeseeennes $ — 3 5 $ —
Dividends on convertible preferred StOCK ... $ — $ 4900 $ —
Conversion of preferred stock to common Stock at par........ccccvveeververessesenseenenenes $ — % 20 % —
I ssuance of common Stock t0 aCqUire BUSINESSES........ccvvereeererereereeinesesseesesesssesesesees $ 14397 $ 541,993 $ —

The accompanying notes are an integral part of these financial statements.
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VA LINUX SYSTEMS, INC.
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
1. Organization and Operations of the Company:

VA Linux, Inc. (“VA Linux” or the “Company”) was incorporated in January 1995 in California as VA Research, Inc. In June
1999, the Company’s name was changed to VA Linux Systems, Inc. and in December 1999 reincorporated in Delaware. In December
1999, the Company sold 4,400,000 shares of common stock to the public initsinitial public offering.

From inception through June 27, 2001, the Company was a provider of Linuxbased computer systems and services, Internet
infrastructure and Open Source Software Services and OSDN, the Open Source Development Network.

On June 27, 2001 the Company announced its decision to exit the systems business and pursue the application software business.
Subsequent to itsfiscal year end of July 28, 2001, the Company made the decision to exit the professional services and Linux software
engineering services fieldsin order to focus solely on its SourceForge collaborative software devel opment platforms.

The Company operates on a 52-53 week year ending the Saturday before July 31. Prior to the quarter ended January 27, 2001, the
last day of each fiscal quarter and year end was Friday. This change did not have a material impact on the results of operations for the
year ended July 28, 2001, or to prior periods.

The Company is subject to certain risks, including without limitation, risks relating to fluctuating operating results, customer and
market acceptance of new products, dependence on new products, rapid technological change, litigation, dependence on growth in the
computer software market, management of international operations, product concentration, changing product mix, competition,
reliance on a limited number of suppliers, equity investments and acquisitions, management of our operations in light of reduced
demand for our products, dependence on proprietary technology, intellectual property rights, dependence on key personnel, volatility
of stock price, shares eligible for future sale, effect of certain anti-takeover provisions and dilution and dependence on a continuous
power supply.

2. Summary of Significant Accounting Policies:

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the period.
Significant estimates made by the Company include reserves for inventory and accounts receivable, amortization periods for
intangibl e assets and goodwill and depreciation lives. Actual results could differ from those estimates.

Principles of Consolidation

These consolidated financial statements include the accounts of VA Linux Systems, Inc. and its wholly and majority owned
subsidiaries. All significant intercompany accounts and transactions have been eliminated in consolidation. In September, 2000, the
Company acquired 68% of the outstanding shares of common stock of VA Linux KK (Japan) for a cash purchase price of
approximately $6.9 million. The minority interest in the results of operations for VA Linux KK have not been materia to date and
have been recorded in other income in the accompanying statements of operations. The minority interest of VA Linux KK is reflected
separately in the balance sheet outside of stockholders' equity.

Foreign Currency Translation

The functional currency of aforeign operation is deemed to be the country’s local currency. Consequently, balance sheet accounts
are translated into U.S. dollars at exchange rates prevailing at balance sheet dates. Revenue and expenses are translated into U.S.
dollars at average rates for the period. Gains and losses resulting from translation are accumulated as a component of stockholders’

equity.
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Cash, Cash Equivalents and Short-Term | nvestments

The Company considers all highly liquid investments with an original maturity of three months or lessto be cash equivalents. Cash
and cash equivalents consist principally of cash deposited in money market and checking accounts.

The Company accounts for its investments under the provisions of Statement of Financial Accounting Standards (“SFAS’) No.
115, “Accounting for Certain Investments in Debt and Equity Securities.” Investments in highly liquid financial instruments with
original maturities greater than three months but |ess than one year are classified as short-term investments. All short-term investments
are deemed by management to be available-for-sale and are reported at fair value with net unrealized gains (losses) reported, net of
tax, as other comprehensive lossin stockholders’ equity. To date the unrealized gains (losses) have not been material. The fair value of
the Company’ s available-for-sale securities is based on quoted market prices at the balance sheet dates.

Cash equivalents and short-term investments are all due within one year and consist of the following (in thousands):

July 28, July 28,
2001 2000
Government oObligatioNS.........cveereereerreernieessesresr e $ 25956 $ 30,013
Corporate obligations..........cccveererrereieererese e 18.005 72,937
TOLAL.ocere e 43,961 102,950
Included in cash and cash equivalents ..........c.cocoveevereeenrennenens 21.366 50,517
Included in short-term investments..........cocveveereerececerceneenees $ 22595 $ 52,433

Restricted Cash

During fiscal 2001, the Company established letters of credit of approximately $4.0 million used to collateralize the delivery of
customer parts from a single supplier. As of July 28, 2001, the Company had approximately $0.6 million of restricted cash outstanding
on the letters of credit.

Inventories

Inventories are stated at the lower of cost or market, using the first-in first-out method, and are comprised of materials. Inventories
consist of the following (in thousands):

July 28,  July 28,

2001 2000
RAW MEENTAS ..ovvvvrvcveeieieesste sttt ssss st ssssnns $ — $ 387
Work-in-process — 86
Finished QOOUS..........cooirrrrerer s esensnens 343 545
$343 $1.018

Provisions, when required, are made to reduce excess and obsolete inventories to their estimated net realizable values. Due to
competitive pressures and technological innovation, it is possible that estimates of net realizable value could change.

Property and Equipment

Property and equipment are stated at cost and are depreciated using the straight-line method over the estimated useful lives (two to
five years) of the assets. Leasehold improvements are amortized over the corresponding lease term. Property and egquipment consist of
the following (in thousands):

July 28, July 28,
2001 2000
$ 8983 $ 9,796

Computer and office egquipment

Furniture and fixtures..........cccceunne. 4,093 1,075
L easehold improvements................ 7,186 1,074
SOFIWEIE .ottt bbb 2,856 629
Total property and eQUIPMENE ..o sseaees 23,118 12,574
Less: Accumulated depreciation and amortization (5.415) (2,.258)
Property and equiPMENt, NEL...........ccceeeieeuereerereeieeeetesee et eesss e ess s s sstenans $ 17703 ¢ 10316
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Goodwill and I ntangibles

Goodwill and intangibles are amortized on a straight-line basis over three to five years. Goodwill and intangibles consist of the
following:

July 28, July 28,
2001 2000
GOOOWIIL ..ottt bbb $ 107,049 $ 328,678
Purchased intangibles..........coverreeerrercce e 45,010 52,561
Total goodwill and intangibles ..........cccooverreeecrerereenne. 152,059 381,239
Less: Accumulated amortization ............cecceeeeeeeeeeeeeeeeceseecieeeennns (95.329) (18,495)
Goodwill and intangibles, NEt .........c..coceeeeerveeeerrerreereenrnns $ 56,730 $ 362744

I mpairment of Long-Lived Assets

The Company continually evaluates whether events and circumstances have occurred that indicate the remaining estimated useful
lives of long-lived assets may warrant revision or that the remaining balance of long-lived assets may not be recoverable in accordance
with SFAS No. 121, “Accounting for Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed of.” When factors
indicate that long-lived assets should be evaluated for possible impairment, the Company uses an estimate of the related undiscounted
future cash flows over the remaining life of the long-lived assets in measuring whether they are recoverable. If the estimated
undiscounted future cash flows exceed the carrying value of the asset, aloss is recorded as the excess of the assets carrying value over
fair value. Long-lived assets and certain identifiable intangible assets to be disposed of are reported at the lower of carrying amount or
fair value less coststo sell. See Note 3 for details on impairment charges recognized during fiscal 2001.

Revenue Recognition

The Company’s revenue recognition policy follows SEC Staff Accounting Bulletin (“SAB”) No. 101, “Revenue Recognition in
Financial Statements.” Specifically, product revenues from the sale of Linuxbased servers, components, and desktop computers are
recognized when persuasive evidence of an arrangement exists, delivery has occurred, the sales price is fixed and determinable, and
collectibility is probable. In general, revenue is recognized upon shipment of the goods. The Company generally does not grant to its
customers any rights to return products. The Company provides dlowances for warranty costs at the time of shipment. Revenues from
customer support services, including on-site maintenance and technical support, are recognized pro-rata over the term of the related
service agreement. Revenues from professional service contracts are recognized as revenue upon completion of the project, or using
the percentage of completion method of the project where project costs can be reasonably estimated. Any payments received prior to
revenue recognition are recorded as deferred revenue. For the years ended July 28, 2001 and 2000 and July 31, 1999, revenues from
customer support services and professional service contracts were not material.

Advertising revenues are derived from the sale of advertising space on the Company’s various websites. Advertising revenues are
recognized over the period in which the advertisements are displayed, provided that no significant obligations remain and collection of
the receivable is probable. The Company’s obligations typically include guarantees of a minimum number of “impressions’ (times
that an advertisement is viewed by users of the Company’s online services over a specified period of time). To the extent that
minimum guaranteed impressions are not met, the Company does not recognize the corresponding revenues until the guaranteed
impressions are achieved.

Stock-Based Compensation

SFAS No. 123, “Accounting for Stock-Based Compensation” permits the use of either a fair value based method or the method
defined in Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees’ to account for stock-
based compensation arrangements. Companies that elect to employ the valuation method provided in APB No. 25 are required to
disclose the pro forma net income (loss) that would have resulted from the use of the fair value based method. The Company has
elected to continue to determine the value of stock-based compensation arrangements under the provisions of APB No. 25 and,
accordingly, it has included the pro forma disclosures required under SFAS No. 123 in the notes to the financial statements (see Note
9.
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The value of options, stock purchase rights and stock exchanged for services rendered or assets acquired are valued using the
Black-Scholes option pricing model. To calculate the expense or asset value, the Company uses either the fair value of the
consideration received or the fair value of the equity instruments issued, whichever is more reliably measurable.

Software Development Costs

In accordance with SFAS No. 86, “Accounting for the Cost of Computer Software to be Sold, Leased, or Otherwise Marketed,”
development costs incurred in the research and development of new software products are expensed as incurred until technological
feasibility in the form of a working model has been established. To date, the Company’s software development has been completed
concurrent with the establishment of technological feasibility and, accordingly, all software development costs have been charged to
research and devel opment expense in the accompanying statements of operations.

Computation of Per Share Amounts

Basic net loss per common share and diluted net loss per common share are presented in conformity with SFAS No. 128,
“Earnings Per Share” for all periods presented.

In accordance with SFAS No. 128, basic net loss per common share has been calculated using the weighted-average number of
shares of common stock outstanding during the period, less shares subject to repurchase. For the years ended July 28, 2001 and 2000
and July 31, 1999, the Company has excluded all convertible preferred stock and outstanding stock options from the calculation of
diluted net loss per common share because all such securities are antidilutive for those periods. The total number of shares excluded

from the calculations of diluted net loss per common share were 4,104,969, 14,514,563 and 25,320,000 for the years ended July 28,
2001 and 2000 and July 31, 1999, respectively.

The following table presents the calculation of basic and diluted net loss per share (in thousands, except per share data):

July 28, July 28, July 31,
2001 2000 1999

Net |oss attributable to common stockholders.............cvveeeveesevieresseinns $ (525268) $ (94.658) $ (14,512)
Basic and diluted:

Weighted average shares of common stock outstanding..........c.ccceeeveeeas 51,410 33,398 8,268

Less: Weighted average shares subject to repurchase..........cocecvevvevenne. (2,669) (6,535) (2,738)

Shares used in computing basic and diluted net |oss per share............... __ 48741 __ 26863 __ 5530

Basic and diluted net [0SS Per SNare ... $ (1078) $ (352 $ (262

Comprehensive Income (Loss)

In June 1997, the Financial Accounting Standards Board (“FASB") issued SFAS No. 130, “Reporting Comprehensive Income,”
which establishes standards for reporting and presentation of comprehensive income. Comprehensive income (loss) is comprised of
net income (loss) and other non-owner changes in stockholders' equity, including foreign currency translation gains or loss and
unrealized gains or losses on available-for sale marketable securities. For the year ended July 28, 2001, foreign currency translation
losses, net were approximately $1.5 million, and unrealized gains, net were approximately $12,000 resulting in a comprehensive loss
of $526.7 million. For the years ended July 28, 2000 and July 31, 1999, comprehensive income (loss) approximated net income (l0ss).

Recent Accounting Pronouncements

In June 1998, the FASB issued SFAS No. 133 “Accounting for Derivative Instruments and Hedging Activities.” SFAS No. 133
establishes accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an
asset or liability measured at its fair value. SFAS No. 133, as amended, is effective for fiscal years beginning after June 15, 2000. The

Company adopted SFAS No. 133 on July 29, 2000 and this adoption did not have a material effect on the financia position or results
of operations.

In December 1999, the SEC issued SAB No. 101, “Revenue Recognition in Financial Statements.” In June 2000, the SEC deferred
the adoption date for SAB No. 101 until the Company’s fourth quarter ended July 28, 2001. SAB No. 101 summarizes certain areas of
the Staff’s views in applying generally accepted accounting principles to revenue recognition in financial statements. The Company
adopted SAB No. 101 in May 2001 and this adoption did not have a material effect on the financial position or results of operations.
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In June 2001, the FASB issued SFAS No. 141, “Accounting for Business Combinations.” This statement requires the purchase
method of accounting be used for all business combinations initiated after June 30, 2001, and establishes specific criteria for the
recognition of intangible assets separately from goodwill. The Company will follow the requirements of this statement for business
acquisitions made after June 30, 2001.

In June 2001, the FASB issued SFAS No. 142, “Goodwill and Other Intangible Assets.” Under SFAS No. 142, goodwill and
intangible assets with an indefinite life are not amortized. Instead of amortizing goodwill and intangible assets deemed to have an
indefinite life, the statement requires atest for impairment to be performed annually, or immediately if conditions indicate that such an
impairment could exist. The amortization period of intangible assets with finite lives will no longer be limited to forty years. This
statement is effective for fiscal years beginning after December 15, 2001, and permits early adoption for fiscal years beginning after
March 15, 2001. The Company adopted SFAS No. 142 on July 29, 2001. As aresult of adopting SFAS No. 142, the Company will
stop recording amortization of goodwill of approximately $8.6 million per year. The Company is currently reviewing remaining
goodwill and intangible assets to determine whether recent economic events and the impact of adopting this standard have resulted in
impairment.

Supplier Concentration

In fiscal 2001 and 2000, the Company was dependent on a single contract manufacturer for substantially all of its manufacturing
and supply chain management, including component procurement and inventory management for its systems and services segment
(see Note 11). The contract manufacturer was also an investor in the Company.

Concentrations of Credit Risk and Significant Customers

Financia instruments that potentially subject the Company to concentrations of credit risk consist primarily of trade receivables.
The Company provides credit, in the normal course of business, to a number of companies and performs ongoing credit evaluations of
its customers. As of July 28, 2001, approximately 24% of gross accounts receivables were concentrated with one customer. As of July
28, 2000, approximately 28% of gross accounts receivables were concentrated with one customer. For the fiscal year ended July 28,
2001, one customer accounted for approximately 25% of net revenues. For the fiscal year ended July 28, 2000, one customer
accounted for approximately 18% of net revenues. No customer accounted for more than 10% of net revenuesin fiscal 1999.

Reclassifications

Certain prior year amounts have been reclassified to conform to current year presentation.
3. Acquisitions and Divestitures

During the years ended July 28, 2001 and 2000, the Company completed a number of acquisitions accounted for using the
purchase method. The consolidated financial statements include the operating results of each business from the date of acquisition.
The value assigned to purchased in-process research and development, based on the income method prepared by an independent third
party, was determined by identifying research projects in areas for which technological feasibility had not been established and no
future alternative uses existed. Amounts allocated to goodwill and purchased intangible assets are amortized on a straight-line basis
over threetofiveyears.

Brave New Worlds, I nc.

On September 26, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired all of the
outstanding shares of BNW for approximately $2.5 million. The consideration included approximately 35,000 shares of VA Linux
common stock valued at $1.7 million and cash of approximately $750,000. The purchase agreement contained additional payments to
be made in common stock that were solely contingent upon the continued employment of certain key employees for a period of four
years. Maximum future payments contingent on employment of the key employees was to be $4.8 million in stock (approximately
97,000 shares) and was payable after 12 months, 24 months, 36 months and 48 months. The contingent payments were accounted for
as compensation expense on a pro rata basis over the term of the employment condition and not as purchase price. Upon
consummation of the acquisition, VA Linux established an escrow for these contingent payments. The disclosures of the dlocation of
purchase price and pro forma data have been omitted as the amounts are not material. In February 2001, in response to the general
slowdown in the economy, the Company adopted a plan to reduce operating costs. The plan involved the divestiture of the managed
services business, including the recently acquired BNW. Charges were recorded to write down the net book value of the BNW net
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assets acquired to the Company’ s estimate of proceeds to be received on the sale of the business, which was estimated to be nominal.
In addition, compensation expense of $1.4 million was recorded for the acceleration of a portion of the contingent consideration
related to severance arrangements made with terminated BNW employees. The sale of BNW was completed on June 10, 2001 for
minimal proceeds. The charges associated with this divestiture have been recorded as restructuring costs and other special chargesin
the statement of operations (see Note 4).

LifeBVBA

On September 29, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired all of the
outstanding shares of Life for approximately $860,000. The consideration included approximately 14,000 shares of VA Linux
common stock valued at $660,000 and cash of approximately $200,000. The purchase agreement contained additional payments to be
made in common stock that were solely contingent upon the continued employment of certain key employees for a period of four
years. Maximum future payments contingent on employment of the key enployees were capped at $2.0 million in stock
(approximately 43,000 shares) and was originaly payable after 12 months, 24 months, 36 months and 48 months. Upon
consummation of the acquisition, VA Linux established an escrow for these contingent payments. The disclosures of the alocation of
purchase price and pro forma data have been omitted as the amounts are not material. In February 2001, in response to the general
slowdown in the economy, the Company adopted a plan to reduce operating costs. The plan involved the divestiture of the managed
services business, including the recently acquired Life. The sale of Life was completed on April 25, 2001 for minimal proceeds. In
addition, compensation expense of $1.3 million was recorded for the acceleration of the contingent consideration related to severance
arrangements made with terminated Life employees. The charges associated with this divestiture have been recorded as restructuring
costs and other special chargesin the statement of operations (see Note 4).

TruSolutions, Inc.

On March 28, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired all of the
outstanding shares of TruSolutions, Inc. (“TruSolutions’) for approximately $72.9 million (including acquisition costs of
approximately $400,000). The consideration included 767,000 shares of VA Linux common stock valued at $56.7 million, cash of
approximately $10 million and the assumption of outstanding options to purchase TruSolutions common stock valued at $5.8 million.
The purchase agreement contained additional payments to be made in common stock that were solely contingent upon the continued
employment of certain key employees for a period of three years. Maximum future payments, contingent on employment of the key
employees, was $96.3 million payable in stock (approximately 1,303,000 shares) and was originally payable after 12 months, 24
months and 36 months (approximately 501,000 shares, 501,000 shares and 301,000 shares, respectively). The contingent payments
were to be accounted for as compensation expense over the term of the employment condition and not as part of the purchase price.
The purchase price of $72.9 million was alocated as follows: $62.2 million to goodwill, $7.7 million to other intangible assets, $4.0
million to in-process research and development and the remainder to other assets and liabilities.

TruSolutions' in-process research projects included the research and development associated with the 2U, 1U, 2U, and 4U server
products. The value of in-process research and development was determined by estimating the costs to develop the purchased in-
process technology into commercially viable products, estimating the resulting net cash flows from such projects and discounting the
net cash flows back to their present value. The discount rate included a risk-adjusted discount rate to take into account the uncertainty
surrounding the successful development of the purchased in-process technology. The risk-adjusted discount rate applied to the
projects’ cash flows was 45% for the in-process technology. The Company believes that the estimated in-process technology amounts
represent fair value and do not exceed the amount a third party would pay for the projects. The valuation included cash inflows from
in-process technology through 2003 with revenues commencing in 2000 for the 1U, 2U and 4U servers, and in 2001 for the %2U
server. Where appropriate, the Company allocated anticipated cash flows from an in-process research and development project to
reflect contributions of the core technology. At the time of the merger, TruSolutions' remaining tasks that were substantially
incomplete included: developing additional server features as well as proving out the in-process products’ electrical designs, testing
for compatibility with other systems common in server farms, and testing for Linux performance. Finally, TruSolutions needed to
conduct shock, vibration and performance testing. The Company estimated that it would cost approximately $400,000 to complete the
projects with significant remaining development efforts. As of July 28, 2001, the Company does not expect to incur any additional
charges related to these projects.

In February 2001, in response to the general slowdown in the economy, the Company adopted a plan to reduce operating costs.
The plan included charges rel ated to the closure of TruSolution’s sole facility located in San Diego. In addition, compensation expense
of $33.3 million was recorded for the acceleration of the contingent consideration related to severance arrangements with terminated
TruSolutions' employees. These charges were recorded as restructuring costs and other special charges in the statements of operations
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(see Note 4). In June 2001, the Company adopted a plan to exit the systems business. As a result, the net book value of goodwill and
intangible assets of $50.6 million related to the TruSolutions acquisition was written down to zero as there are no future cash flows
expected from this business pursuant to the completion of the restructuring plan (see Note 4).

NetAttach, Inc.

On April 5, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired al of the
outstanding shares of NetAttach, Inc. (“NetAttach”) for approximately $37.4 million (including acquisition costs of approximately
$300,000). The purchase price included 396,000 shares of VA Linux common stock valued at $24.6 million, cash of $10.0 million and
the assumption of outstanding options valued at $2.5 million. The purchase agreement dso contained additional payments to be made
in common stock. These payments were solely contingent upon the continued employment of certain key employees for a period of
two years. Maximum future payments, contingent on employment of the key employees, are $5.4 million payable in stock
(approximately 86,000 shares of VA Linux common stock) and are payable on the two-year anniversary date of the merger. The
contingent payments are accounted for as compensation expense over the term of the employment condition and not as part of the
purchase price. The total purchase price of $37.4 million was alocated as follows: $33.1 million to goodwill, $4.8 million to other
intangible assets and the remainder to other assets and liabilities. As part of the NetAttach acquisition, the Company assumed certain
warrant agreements in association with the purchase. The fair market value of the warrants was not material. All warrants have been
converted into common stock.

Subsequent to July 28, 2001, the Company made the decision to exit the Network Attached Storage (NAS) business and will
record restructuring and other special charges related to this decision in the first quarter of fiscal 2002.

Precision I nsight, Inc.

On April 14, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired al of the
outstanding shares of Precision Insight, Inc. (“Precision Insight”) for approximately $4.1 million. The consideration included
approximately 32,000 shares of VA Linux common stock valued at $2.3 million and cash of approximately $1.8 million. The purchase
agreement contained additional payments to be made in common stock that were solely contingent upon the continued employment of
certain key employees for a period of four years. Maximum future payments, contingent on employment of the key employees, was
$11.5 million in stock (approximately 157,000 shares of VA Linux common stock) and were originally payable after 24 months, 36
months and 48 months (approximately 52,300 shares each year). The contingent payments were to be accounted for as compensation
expense over the term of the employment condition and not as purchase price. The disclosures of the allocation of purchase price and
pro forma data have not been disclosed as the amounts are not material.

Subsequent to our July 28, 2001, the Company made the decision to exit the professional services business and will record
restructuring and other special charges related to this decision in the first quarter of fiscal 2002.

OSDN

On June 7, 2000, in an acquisition accounted for under the purchase method of accounting, VA Linux acquired al of the
outstanding shares of OSDN (formerly known as Andover.Net, Inc.) for approximately $342.0 million (including acquisition costs of
approximately $5.0 million). The purchase price included 6,986,000 shares of VA Linux common stock valued at $315.0 million and
the assumption of outstanding options to purchase VA Linux common stock valued at approximately $22.0 million. The purchase
price was allocated as follows: $229.7 million to goodwill, $38.4 million to other intangible assets, $5.0 million to in-process research
and development and the remainder to other assets and liabilities.

OSDN's in-process research projects included next-generation web site management tools, online web applications, and other
technologies that will support the Company’s vast network of web sites. The value of in-process research and development was
determined by estimating the costs to develop the purchased in-process technology into commercially viable products, estimating the
resulting net cash flows from such projects and discounting the net cash flows back to their present value. The discount rate included a
risk-adjusted discount rate to take into account the uncertainty surrounding the successful development of the purchased in-process
technology. The risk-adjusted discount rate applied to the projects’ cash flows was 30% for the in-process technology. The Company
believed that the estimated in-process technology amounts represented fair value and did not exceed the amount a third party would
pay for the projects.
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The valuation included cash inflows from in-process technology through 2005 with revenues commencing in 2001. Where
appropriate, the Company allocated anticipated cash flows from an in-process research and development project to reflect
contributions of the core technology. At the time of the merger, OSDN'’s remaining tasks that were substantially incomplete included
certain planning, designing, coding, prototyping, and testing activities that are necessary to establish that the developmental
technologies can be produced to meet their design specifications including functional, technical, and economic performance
requirements. The Company estimated that it would cost approximately $1,000,000 to complete the projects with significant

remaining development efforts. As of July 28, 2001, the Company does not expect to incur any additional charges related to these
projects.

In the fourth quarter of fiscal 2001, the Company performed an assessment of the carrying value of the Company’s long-lived
assets to be held and used including significant amounts of goodwill and other intangible assets recorded in connection with its
acquisition of OSDN. The assessment was performed pursuant to SFAS No. 121 due to the significant slowdown in the economy
affecting both the Company’s current operations and expected future sales, as well as the general decline of technology valuations.
The conclusion of that assessment was that the decline in market conditions within the Company’s industry was significant and other
than temporary. As a result, the Company recorded during the fourth quarter of fiscal 2001, a charge of $160.0 million to reduce
goodwill associated with the acquisition of OSDN, based on the amount by which the carrying value of these assets exceeded their fair
value. The charge is included in the caption “Impairment of long-lived assets’ in the statements of operations. Fair value was
determined based on discounted future cash flows.

The following unaudited pro forma information represents the results of operations of VA Linux, NetAttach, TruSolutions and
OSDN asif the acquisitions had been consummated as of the beginning of the periods presented. The pro forma information does not
purport to be indicative of what would have occurred had the acquisitions been made as of those dates or of results that may occur in
the future. The information below does not include $9.0 million of purchased in-process research and development that was expensed

at the time of the acquisitions of TruSolutions and OSDN. The unaudited pro formainformation is as follows (in thousands, except per
share data):

Year Ended Year Ended

July 28, July 31,
2000 1999
REVENUES ..ottt $ 142634 $ 26,347
L OSS frOM OPEratioNS.........c.veueereeeeneeneieenseeeseeseesessessetsesseseesesssessesessessesns $ (157,947) $ (152,128)
Net |oss attributable to common stockholders...........ccovenicniencinenas $ (163,107) $ (152,482)
Basic and diluted net [0SS PEr SNArE........c.ccveuveeeeveeveeteereereeeeeeee et $ (489 $ (1148

Help Desk Facility

On November 27, 2000, VA Linux acquired certain assets of Alabanza Corporation (“Alabanza’) for approximately $3.6 million.
The consideration included 224,090 shares of VA Linux common stock valued at $2.6 million and cash of approximately $950,000.
The agreement contained no additional contingent payments, options or commitments. In February 2001, in response to the general
slowdown in the economy, the Company adopted a plan to reduce operating costs. In connection with these actions, the plan involved
the divestiture of our managed services business, including the help desk facility recently acquired from Alabanza. Charges were
recorded to write down the net book value of intangible assets to the Company’ s estimate of proceeds to be received on the sale of the
assets, which was estimated to be nominal. The divestiture of Alabanza was completed on July 10, 2001 for minimal proceeds. The
charges associated with this divestiture have been recorded as restructuring costs and other special charges in the statements of
operations (see Note 4).

Software Technology

On December 7, 2000, VA Linux acquired certain assets of Lavaca Systems Corporation (“Lavaca’) for approximately $3.6
million. The consideration included 306,122 shares of VA Linux common stock valued at $2.6 million and cash of approximately $1.0
million. The agreement contained no additional contingent payments, options or commitments. Purchased intangible assets included
intellectual property and technology related to specific software applications of approximately $3.6 million. During the fourth quarter
of fiscal 2001, charges were recorded to write down the net book value of intangible assets to the Company’s estimate of proceeds to
be received on the sale of the assets. All assets held for disposal do not have an expected material fair value. The charges associated
with this write-down have been recorded as restructuring costs and other special chargesin the statements of operations (see Note 4).
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4. Restructuring Costsand Other Special Charges

During February 2001, in response to the general slowdown in the economy, the Company adopted a plan to reduce operating
costs. In connection with these actions, a restructuring charge of approximately $43.4 million was recorded in the third quarter of
fiscal 2001. The principle actions of the plan involved the closure of the San Diego facility and the exit from the Company’ s managed
services business. Of the $43.4 million, $33.8 million related to the acceleration of deferred stock compensation that was originally
contingent on future employment by three employees of TruSolutions and one employee of Life, companies acquired in March 2000
and September 2000, respectively. These employees were terminated as part of the restructuring and all stock held in escrow was
released to them as part of their severance agreements. In addition, as part of the plan to exit from the Company’s managed services
business, the Company sold BNW, a company acquired in September 2000, for minimal proceeds. In addition, the Company recorded
severance charges related to six employees of BNW. As part of their severance agreements, a portion of stock held in escrow was
released to them. A further $1.7 million was recorded for workforce reduction, consisting of severance, acceleration of stock options,
and other related costs attributable to 43 employees, primarily from the Company’ s domestic systems business that were terminated as
part of the February 2001 plan. The remaining $7.9 million was for $1.7 million of excess facilities related primarily to non-cancelable
lease payments, unless sublet by the Company, will continue until fiscal 2010 or other costs and the abandonment or disposal of
property and equipment, and $6.2 million was for the impairment of goodwill and purchased intangibles as there are no future cash
flows expected from the managed services business that are being exited pursuant to the restructuring plan. The results of operations
relating to the Managed Services business were not material to the consolidated results of operations.

In addition to the above, the Company recorded $8.4 million in connection with these restructuring charges, which has been
classified as cost of revenues in the statement of operations. Of the $3.4 million, $0.2 million was recorded for workforce reduction,
consisting of severance and other related costs attributable to 19 employees from our domestic systems business and nine employees
from the managed services business. Of the remaining $3.2 million, $2.9 million related to a write down of inventory from the closing
of the San Diego facility, and $0.3 million related to other restructuring costs.

In June 2001, the Company adopted an additional plan to exit the systems business that was accounted for in the fourth quarter
ended July 28, 2001. The decision to exit the systems business was based upon reducing operating losses and improving cash flow.
The $70.1 million of charges recorded in the fourth quarter of fiscal 2001 consist of $53.5 million related to the impairment of
goodwill and purchased intangibles, as no significant future cash flows are expected from the systems business and the remaining
$16.6 million was for $6.6 million of excess facilities related primarily to non-cancelable lease payments which, unless sublet by the
Company, will continue until fiscal 2010, $3.2 million for a workforce reduction consisting of severance, acceleration of stock
options, and other related costs attributable to 84 employees primarily from our systems business, and $6.8 million for other
restructuring charges related to the exit from the systems business. The accrual for non-cancelable lease payments includes
management’s estimates of the time taken to sublet the facilities and estimates of sublease income. These estimates are subject to
change based on actual events.

In addition to the above, the Company recorded $10.5 million of charges in connection with the exit of the systems business,
which has been classified as cost of revenues in the statements of operations. Of the $10.5 million, $7.6 million was related to excess
inventory charges arising from the exit from the systems business, $0.4 million was recorded for a workforce reduction consisting of
severance, and other related costs attributable to 64 former employees from the Company’s systems business, and the remaining $2.5
million related to other restructuring costs.
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All activities are expected to be complete by January 2002, except that cash payments for non-cancelable leases will be made over
the respective | ease terms as noted above. Below isasummary of the restructuring charges in operating expenses (in thousands):

Chargedto  Charged to Restructuring
Operations  Operations  Total Charged Total Liabilities at
April 28, July 28, toOperation Cash July 28,
2001 2001 Fiscal 2001 Payments 2001
Cash Provisions:
FaCilitieS CNarges ......c.ovueveeeeeeeeeeeee e $ — $ 6584 $ 6584 $ — $ 6,584
Employee severance and other related charges.................. 911 2,587 3,498 (2,033) 1,465
Other special chargesrelating to restructuring
BCHIVITIES ..ttt 603 1,556 2,159 (695) 1,464
Total cash ProviSionS..........cceeeevevverneeseresnsssesesesnnnn, 1,514 10,727 12241  $ (2.728) $ 9513
Non-cash:
Write-off of goodwill and Intangibles..........cccovveevevereneee. 6,240 53,483 59,723
Write-off of other special charges relating to
FESIIUCLUNING BCHIVITIES ...cvcvcvcicreeririeesse e 1,102 3,332 4,434
Accelerated options for terminated employees................... 776 576 1,352
Write-off of deferred stock compensation , 1,974 35,728
Total NON-Cash.......cccccevrirerrrerrrerenens , 59,365 101,237
TOtAl et $ 70,092 $ 113478

Net revenues for the systems business were $110,700,000, $114,300,000 and $17,700,000 for fiscal 2001, 2000, and 1999,
respectively.

5. Other Obligations

Capital Lease

VA Linux KK (Japan) entered into a capital lease in fiscal 2001 for certain equipment. The balance outstanding as of July 28, 2001
is approximately $590,000 and has been recorded as current portion of notes payable in the balance sheet.

OSDN Notes Payable

As part of the OSDN acquisition, the Company assumed three note payable agreements (the “Notes”) with an employee of OSDN.
The Notes bore interest rates of 9.0% to 9.75% totaling $2,043,000 and were to mature through fiscal year 2003. As of July 28, 2001,
the remaining principal maturities under the note payables of $922,000 are currently due and have been recorded as accrued
compensation in the accompanying balance sheet.

6. Lineof Credit and Equipment Loan

In February 1999, the Company entered into a loan and security agreement with a bank which was last amended in August 2001
for maximum borrowings of $10,000,000 under a revolving line of credit (“Line of Credit”) and $500,000 under an equipment loan
(“Equipment Loan”). The interest rate for both the Line of Credit and the Equipment Loan is the bank’s base rate plus 0.75% (7.5% at
July 28, 2001). The amount available for borrowing under the Line of Credit is limited to the committed revolving line, less any
outstanding letters of credit issued under the Line of Credit, which is not to exceed $5,000,000. The amount available for borrowing
under the Equipment Loan can only be utilized to acquire equipment that the bank approves. As of July 28, 2001, the Company had no
borrowings outstanding under the Line of Credit and $208,333 outstanding under the Equipment Loan, of which $166,667 is current
and $41,666 is non-current. The Equipment Loan and Line of Credit require that the Company maintain certain financial and non-
financial ratios and covenants. As of July 28, 2001, the Company wasin compliance with all of the ratios and covenants.

As of July 28, 2001, the Company has outstanding letters of credit issued under the Line of Credit of approximately $2,300,000,
primarily related to securing the corporate facility lease in Fremont, California.

During fiscal 2001, we established letters of credit of approximately $4.0 million used to collateralize the delivery of customer

parts from a single supplier. As of July 28, 2001, we had approximately $0.6 million of restricted cash outstanding on the letters of
credit.
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7. Commitmentsand Contingencies

The Company leases its facilities under operating leases that expire at various dates through 2010. As part of the acquisitions, the
Company also assumed various non-cancel abl e office equipment | eases, which expire through November 2002. Future minimum lease
payments under non-cancelable operating leases, net of sublease income, as of July 28, 2001 are as follows (in thousands):

Operating
L eases

Effective June 1, 2000, the Company entered into a ten-year | ease agreement for anew corporate facility.

Rent expense for the years ended July 28, 2001 and 2000 and July 31, 1999 was approximately $13,601,000, $2,163,000 and
$344,000, respectively. $8,300,000 of the rent expense for the year ended July 28, 2001 was attributable to an estimate of the loss
related to idle facilities, which has been recorded as restructuring costs and other special charges in the statements of operations.

In January 2001, the Company and two of its officers were named as defendants in purported securities class-action lawsuits filed
in the United States District Court, Southern District of New York (the “Actions’). The first of the Actions is captioned Macaroon v.
VA Linux Systems, Inc. et al., No. 01 CIV. 0242. The Court has since consolidated the Actions, appointed alead plaintiff and approved
lead plaintiffs selection of lead counsel. Lead plaintiff has filed a consolidated complaint (“Complaint”) with the Court. The
Complaint alleges claims against the Company, two of the Company’s officers, and/or Credit Suisse First Boston (“CSFB”), the lead
underwriter of the Company’s December 9, 1999 initial public offering, under Sections 11 and 15 of the Securities Act of 1933, as
amended. The Complaint also aleges claims solely against CSFB under Section 12(2) of the Securities Act of 1933 and Section 10(b)
of the Securities Exchange Act of 1934, as amended. The Company believes that the claims against it and its two officers are without
legal merit and intends to defend them vigorously.

8. Retirement Savings Plan

The Company maintains an employee savings and retirement plan, which is intended to be qualified under Section 401(k) of the
Internal Revenue Code and is available to substantially all full-time employees of the Company. The plan provides for tax deferred
salary deductions and after-tax employee contributions. Contributions include employee salary deferral contributions and discretionary
employer contributions. To date, there have been no employer discretionary contributions.

9. Common Stock

In October 1999, the Company’s board of directors approved the reincorporation into Delaware by way of amerger with a newly-
formed Delaware subsidiary in connection with the Company’s IPO. In conjunction with the IPO, the Company issued 4,400,000
shares of common stock with an initial public offering price of $30.00 per share. Upon closing of the initial public offering, all of the
outstanding shares of convertible preferred stock were automatically converted into 19,921,322 shares of common stock. In addition,
the underwriters exercised their option to purchase 660,000 additional shares to cover the over-allotments of shares at the $30.00 per
share offering price. The IPO raised approximately $141,000,000 after underwriting fees and $139,000,000 after all other direct costs.
In fiscal 2001, the Company repurchased 41,114 shares of common stock for approximately $4,000 and cancelled 63,386 shares,
which has been recorded as treasury stock in the balance sheet and statement of stockholders' equity.

As of July 28, 2001 there were 54,118,703 shares of common stock issued and outstanding. VA Linux is authorized to issue
250,000,000 shares of common stock, $0.001 par value.
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Asof July 28, 2001, the Company had reserved shares of its common stock for future issuance as follows:

1998 Stock Option Plan and Assumed Plans..........ccce..... 18,149,530
1999 Director Option Plan.........ccccverrneneeesssessesenns 750,000
1999 Employee Stock Purchase Plan..........ccoeveveeevevenceennnne 1,373,396

20,272,926

Stock Repurchase Agreements

In connection with the exercise of options pursuant to the Company’s Stock Option Plan, employees entered into restricted stock
purchase agreements with the Conpany. Under the terms of these agreements, the Company has a right to repurchase any unvested
shares at the original exercise price of the shares upon termination of the employee. The repurchase right lapses ratably over the
vesting term of the original option grant. As of July 28, 2001, 922,744 shares were subject to repurchase by the Company.

Stock Option Plan

In fiscal 1997, the Company adopted and the board of directors approved the 1996 Stock Option Plan (“1996 Plan”), under which
atotal of 4,650,000 shares were reserved for issuance. The 1996 Plan permitted options to be granted to employees, consultants and
directors to purchase shares of the Company’s common stock at a price determined by the board of directors. The Company granted
4,650,000 options under the 1996 Plan during fiscal 1997 and 1998. In fiscal 1998, the Company granted options to purchase
4,026,000 shares of common stock outside of the 1996 Plan at an exercise price of $0.02 per share. In October 1998, the Company
cancelled all stock options outstanding under the 1996 Plan and the 4,026,000 options that had been issued in fiscal 1998 outside of
the 1996 Plan. The cancelled options were replaced with options under the 1998 Stock Plan (“1998 Plan”) that had vesting and
exercise prices consistent with the terms of the cancelled options. The 1996 Plan was terminated in October 1998.

In fiscal 1999, the Company adopted and the board of directors approved the 1998 Plan. The number of shares reserved for
issuance under the 1998 Plan was 29,800,432 as of July 28, 2001. Under the 1998 Plan, the board of directors may grant to employees
and consultants options and/or stock purchase rights to purchase the Company’s common stock at terms and prices determined by the
board of directors. The Plan will terminate in 2008. Nonqualified options granted under the 1998 Plan must be issued at a price equal
to at least 85% of the fair market value of the Company’s common stock at the date of grant. All options may be exercised at any time
within 10 years of the date of grant or within three months of termination of employment, or such shorter time as may be provided in
the stock option agreement, and vest over a vesting schedul e determined by the board of directors.

The Company’s 1999 Directors Option Plan (the “Directors Plan”) was adopted by the Company’s board of directors in October
1999. A total of 750,000 shares of common stock have been reserved for issuance under the Directors' Plan, subject to an annual
increase of the lesser of 250,000 shares, 0.5% of the then outstanding common stock or an amount determined by the board of
directors. Through July 28, 2001, 130,000 options have been granted under the Directors' Plan. Under the Directors' Plan, options will
be granted when a non-employee director joins the board of directors following the IPO and at each annual meeting where the director
continues to serve on the board of directors. The Directors' Plan establishes an automatic grant of 40,000 shares of common stock to
each non-employee director who is elected after the completion of the IPO. The Directors' Plan also provides that upon the date of
each annual stockholders’ meeting, each non-employee director who has been a member of the board of directors for at least six
months prior to the date of the stockholders' meeting will receive automatic annual grants of options to acquire 10,000 shares of
common stock. Each automatic grant will have an exercise price per share equal to the fair market value of the common stock at the
date of grant and vest monthly and become fully vested one year after the date of grant. Each automatic grant will have a term of ten
years. In the event of a merger with another corporation or the sale of substantially all of its assets, each non-employee director’s
outstanding option will become fully vested and exercisable. Options granted under the Directors' Plan must be exercised within 3
months of the end of the non-employee director’'s tenure as a member of the board of directors, or within 12 months after a non-
employee director’s termination by death or disability, provided that the option does not terminate by its terms earlier. Unless
terminated sooner, the Directors' Plan terminates automatically in 2009.

The Company has assumed certain option plans and the underlying options of companies which the Company has acquired (the
“Assumed Plans’). Options under the Assumed Plans have been converted into the Company’s options and adjusted to effect the
appropriate conversion ratio as specified by the applicable acquisition agreement, but are otherwise administered in accordance with
the terms of the Assumed Plans. Options under the Assumed Plans generally vest over four years and expire ten years from the date of
grant. No additional optionswill be granted under the Assumed Plans.
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A summary of the option activity under all of the stock option plans for the three years ended July 28, 2001 follows:

OptionsOutstanding

Options Weighted
Available Number of Average
for Grant Shares Exercise Price
Balance at July 31, 1998 —_ 4,650,000 $ 002
Authorized 23,257,144 — —
Granted........ccocveveerenne. (16,757,146) 16,757,146 0.20
Exercised......ccccoeevueunne. — (10,221,528) 0.03
Cancelled......ovvevevecceeeeereeeee 52,642 (4,702,642) 0.31
Balanceat July 31, 1999 6,552,640 6,482,976 0.46
AULNONZE.....c.oerceeeeeeeees 4,000,000 — —
Granted........ocoevvvvennnen. (3,911,088) 5,465,563 20.89
EXEICISEU ...ttt en — (2,139,936) 112
(07219101 1 =0 [ 275,085 (275,085) 9.26
Repurchases 593,048 — —
Balance at July 28, 2000..........ccceurureriurerereneeerereeeeeeseseseseseeasseeseseees 7,509,685 9,533,518 11.77
F NN 1110 = o TP 3,293,288 — —
Granted and assumed ... (8,683,574) 8,683,574 9.10
— (2,395,276) 125
CANCEIE ... 4,272,107 (4,987,636) 16.62
REPUIChases ........ccocvvevveeerereessennenns 923,844 — —
Balance at July 28, 2001 7315350 _10,834,180 9.72
Outstanding Options Options Exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Range of Number Life(in Exercise Exercise
Exercise Prices Outstanding years) Price Shares Price
$002-F 28l 2,036,156 7.80 $ 069 1070540 $ 035
$ 300-% 6.00........ 3,720,123 9.53 $ 377 654,004 $ 533
$813-% 875... 3,302,464 9.40 $ 860 518643 $ 8.66
$ 963-$54.11............... 1,672,476 8.78 $ 31.62 518,230 $ 31.35

$63.00 - $156.13
$ 0.02 - $156.13

102,961 8.64 $ 83.79 42978 $ 84.35
10,834,180 9.04 $ 972 28043% $10.10

During fiscal 1999, the Company also granted to non-employees options and stock purchase rights to acquire 268,332 shares of
common stock outside of the 1998 Plan at a weighted average exercise price of $0.15 and a weighted average fair value of $0.57.
These equity instruments were either granted in exchange for certain assets, including certain Internet properties and rights, or for
consulting services rendered. During fiscal 2000 and 1999, 185,000 and 83,332 options and stock purchase rights, with weighted
average exercise prices of $0.09 and $0.26, were exercised respectively. As of July 28, 2001, there were no options or stock purchase
rights granted outside of the 1998 Plan outstanding. The compensation expense recorded in connection with these grants was not
material.

Employee Stock Purchase Plan

The board of directors adopted the Company’s 1999 Employee Stock Purchase Plan (“ESPP”) in October 1999. As of July 28,
2001, the Company had 1,373,396 shares of the common stock reserved for issuance under the ESPP, subject to an annual increase of
the lesser of 500,000 shares, 1% of the then outstanding common stock or an amount determined by the board of directors. The plan
allows employees to purchase shares of common stock at a 15% discount. Through July 28, 2001, the Company issued 126,604 shares
to its employees under the ESPP.
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The Company accounts for stock options issued to employees under APB Opinion No. 25 whereby the difference between the
exercise price and the fair value at the date of grant is recognized as compensation expense. Had compensation expense been
determined consistent with SFAS No. 123, net loss would have increased to the following pro forma anmpunts (in thousands except per
share data):

July 28, July 28, July 31,
2001 2000 1999
Net 0SS aSTEPOMEd.........ceveeeeceeeeceeeeeete et ensens $ (525,268) $ (94,658) $ (14,512)
Pro fOrmanet 10SS.......ccvveeeirvencseseesssess st sessenens (545,600) (98,971) (14,683)
Basic and diluted net [0SS per Share.........cveeevervevernenernecenenenn. (10.78) (352 (2.62)
Pro formabasic and diluted net |oss per share..........cccccovuvennee (11.20) (3.68) (2.66)

The weighted average fair value of options granted during fiscal 2001, 2000 and 1999 was $6.52, $10.28 and $0.03, respectively.
Pursuant to the provisions of SFAS No. 123, the compensation cost associated with options granted in fiscal 2001, 2000 and 1999
were estimated on the grant date using the Black-Scholes model and the following assumptions:

ESPP
Options Year
Year Ended Ended
July 28, July 28, July 31, July 28,
2001 2000 1999 2001
Risk free interest rate........ovvveneneceneeneeneeseeeesens 5.1% 6.9% 5.8% 5.2%
Average expected life of option.........cccceeeevvevccrsinnnns 4years 5.3 years 3years 0.6 years
Dividend yield.....ccccoovvverercerecennnnns 0% 0% 0% 0%
Volatility of common stock 100% 60% 0.01% 100%

Deferred Stock Compensation

In connection with the grant of certain stock options to employees during fiscal 2000 and 1999, the Company recorded deferred
stock compensation within stockholders' equity of approximately $37,800,000, representing the difference between the estimated fair
value of the common stock for accounting purposes and the option exercise price of these options at the date of grant. The deferred
stock compensation expense is being amortized on an accelerated basis over the vesting period of the individual award, generally four
years. The method is in accordance with FASB Interpretation No. 28. The amortization expense relates to options awarded to
employees in all operating expense categories. The amortization of deferred compensation has not been separately allocated to these
categories. The amount of deferred compensation expense to be recorded in future periods could decrease if options for which accrued
but unvested compensation has been recorded are forfeited. In connection with the acquisitions of TruSolutions, Precision Insight and
NetAttach, the Company recorded $113.1 million of deferred stock compensation during fiscal 2000. In connection with the
acquisitions of Brave New Worlds, Inc. and Life BVBA, the Company recorded $6.8 million of deferred stock compensation during
fiscal 2001. The Company recorded amortization of deferred stock compensation of $61.3 million, $39.5 million and $2.3 million for
the years ended July 28, 2001 and 2000 and July 31, 1999, respectively. In addition, in connection with the restructuring discussed in
Note 4, expense of approximately $35.7 million related to the acceleration of deferred stock compensation has been recorded for the
year ended July 28, 2001 and has been included in restructuring costs and other special chargesin the statements of operations.

10. Income Taxes
The Company accounts for income taxes in accordance with SFAS No. 109, “Accounting for Income Taxes’. Due to the
Company’sloss position in fiscal 2001, 2000 and 1999, there was no provision for income taxes for the years ended July 28, 2001 and

2000 and July 31, 1999. A vauation alowance has been recorded for the total deferred tax assets as a result of uncertainties regarding
realization of the assets based on the lack of consistent profitability to date and the uncertainty of future profitability.
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The components of the net deferred tax assets are as follows (in thousands):

July 28, July 28, July 31,
2001 2000 1999
Net operating loss carryforwards...........c.cueenee. $ 68,965 $ 34578 $ 3,970
Other reserves and accruals.........cooeeveerecvennne. 19,726 2.901 638
88,691 37,479 4,608
Valuation allOWaNCe............cveeeeeeeeeeeseeeeseseene (88,691) (37,479) (4,608)
Net deferred income tax asset........ccvvvevevrenn. $ — 3 — $ —

As of July 28, 2001, the Company has net operating loss carryforwards of approximately $175.1 million to offset future federal
taxable income, which expires at various dates through the year 2020. This amount includes approximately $12.5 million of net
operating loss carryforwards from the acquisition of OSDN. The deferred tax assets related to the acquisition of OSDN, approximately
$5.6 million as of June 7, 2000, if and when realized, will be used to reduce the amount of goodwill and intangibles recorded at the
date of acquisition. The Company also has California net operating loss carryforwards of approximately $48.7 million to offset future
Cdlifornia taxable income, which expire at various dates through 2011. The net operating loss carryforwards also include
approximately $21.0 million resulting from employee exercises of non-qualified stock options or disqualifying dispositions, the tax
benefits of which, when realized, will be recorded as an addition to additional paid-in capital rather than a reduction of the provision
for income taxes. The operating loss carryforwards to be used in future years is limited in accordance with the provisions of the Tax
Reform Act of 1986 as the Company has experienced a cumulative stock ownership change of more than 50% over the last three
years. The net operating loss carryforwards stated above are reflective of various federal and state tax limitations.

11. Segment and Geographic I nformation

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information”, establishes standards for reporting
information regarding operating segments in annual financial statements and requires selected information for those segments to be
presented in interim financial reports issued to stockholders. SFAS No. 131 also establishes standards for related disclosures about
products and services and geographic areas. Operating segments are identified as components of an enterprise about which separate
discrete financial information is available for evaluation by the chief operating decision-maker, or decision-making group, in making
decisions how to allocate resources and assess performance. The Company’s chief decision-maker, as defined under SFAS No. 131,
are the Chief Executive Officer and the executive team. For the period up to the acquisition of Andover.Net on June 7, 2000, VA
Linux operated as one operating segment, the provision of Linuxbased systems and services referred to as Systems and Services.
From June 7, 2000 through June 27, 2001, VA Linux viewed the operations of Andover.Net, or the OSDN, as a second segment. On
June 27, 2001, the Company announced its decision to exit the hardware systems business. Subsequent to the Company’s fiscal year
end of July 28, 2001, a decision was made to exit the professional services and Linux software engineering services, which had been
part of the Company’s Systems and Services business segment, in order to solely focus on SourceForge. Significant cost reduction
actions accompanied the exiting of these businesses which will help to preserve the Company’s cash (see Note 4). Consequently, for
the year beginning July 29, 2001, the Company will operate as one business segment, providing application software products and
related OSDN services.

The Systems and Services segment consisted of a broad line of Linux systems and open source services, including s/stem
architecture design and integration, development of open source software and managed services. The OSDN segment helps people
develop, distribute and discuss open source software development. Through June 27, 2001, the Company’s chief decision-maker
allocated resources to and evaluated the performance of its segments based on each segment’s revenue rather than profit or other
similar measure. The accounting policies of each segment are the same as those described in the summary of significant accounting
policies. For the years ended July 28, 2001 and July 28, 2000, revenue from the Systems and Services segment was $120.2 million and
$118.2 million, respectively. For the years ended July 28, 2001 and July 28, 2000, revenue from OSDN was $14.7 million and $2.1
million, respectively. There have been no intersegment sales or transfers.

Cash, cash equivalents and short-term investments are maintained by the Company’s corporate headquarters, which were included
in the systems and services business. Total assds of OSDN as of July 28, 2001 and 2000, excluding cash, cash equivalents, short-term
investments and goodwill and other intangibles, which are evaluated by the chief decision-maker on a consolidated basis, were not
material in relation to consolidated total assets. Similarly, excluding non-cash expenses such as amortization of deferred stock
compensation, amortization of goodwill and intangible assets and impairment of long-lived assets, operating loss and net loss for the
years ended July 28, 2001 and 2000 of OSDN are not material in relation to consolidated results.
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The Company marketed its products in the United States through its direct sales force. Revenues for each of the years ended July
28, 2001 and 2000 and July 31, 1999 were primarily generated from sales to end usersin the United States.

12. Subsequent Events (Unaudited)

In September 2001, the Company amended its loan and security agreement with a bank. In accordance with the amended
agreement, the committed revolving line of credit was reduced from $10,000,000 to $7,500,000. The amount available for borrowing
is not to exceed the committed revolving line, less any outstanding letters of credit issued under the line of credit, which is not to
exceed $3,000,000. If the sum of outstanding advances plus the face amount of all outstanding letters of credit exceeds $4,000,000,
then advances are not to exceed the lesser of (i) the committed revolving line or (ii) 70% of eligible accounts receivables, minus in
each case the face amount of all outstanding letters of credit. Borrowings under the amended agreement mature in April 30, 2002.

On September 9, 2001, the Company made a strategic decision to exit the professional services and Linux software engineering

servicesfields.

13. Quarterly Financial Data (Unaudited)

2001

For thethree months ended
October 27 January 27 April 28 July 28

NEL TEVENUES ... eseseesss et sess st ssssssnssssnsssssssessssessssnsnens $ 56,062 $ 42513 $ 20334 $ 15981
COSt Of FEVENUES........ooveeeeerereeeerereeie e 43,450 49,660 25,129 35,864
GroSSMArgiN...c.cuecceceeereceeesseseseesessesessens 12,612 (7,147) (4,795) (19,883)
L oss from operations, (53,526) (75,662) (111,356) (291,254)
INEE TOSS..c..eteeiete ettt st $ (51,347) $ (74,148) $ (109,655) $ (290,118)
Per share amounts:

Basic and diluted net 0SS Per SNAre........c.oceeeeeeeeeececeeeeeee e $ (1120 $ (157 % 221 $ (5.58)

Shares used in computing basic and diluted net loss per share.............. 45,978 47,362 49,629 52,006

2000
For thethree months ended
October 29 January 28 April 28 July 28

NEL TEVENUES ...ttt sss st sses st et sasss s ssss e $ 14848 $ 20,191 $ 34595 $ 50,662
COSt Of FEVENUES......c.oieeireiriisee e 12,887 17,356 28,439 39,499
GFOSS MAITIN ..cevieereieeeieetieessi et seae s sea bbb st 1,961 2,835 6,156 11,163
L OSSFrOM OPEIaliONS......co.veceieeeeieeieeei et (10,228) (12,623) (22,624) (49,912)
INEE TOSS..c.. ettt bbbt $ (10,055) $ (11,561) $ (20,628) $ (47,514)
Dividend related to convertible preferred stock........coevcveeceecrncecnnas $ (4900 $ — 8 — 3 —
Net loss attributable to common stockholders...........o.ceeeveeeeeeeeeeeeseveene. $ (14,955) $ (11,561) $ (20,628) $ (47,514)
Per share amounts:

Basic and diluted net 10SS per Share..........ocvereeneneneeneeneseeneseeseeneenees $ (2000 $ (0500 $ (058 $ (115

Shares used in computing basic and diluted net |oss per share.............. 7,483 23,325 35,313 41,172
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Item 9. Changesin and Disagreementswith Accountantson Accounting and Financial Disclosure
Not applicable.
PART I11
Item 10. Directorsand Executive Officers of the Registrant

The information called for by this item is incorporated by reference to the sections entitled “Certain Beneficial Owners’ and
“Security Ownership of Directors and Executive Officers’ in the Proxy Statement.

Item 11. Executive Compensation

The information called for by this item & incorporated by reference to the section entitled “Compensation of Directors and
Executive Officers’ in the Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The information called for by this item is incorporated by reference to the sections entitled “Certain Beneficial Owners” and
“Security Ownership of Directors and Executive Officers’ in the Proxy Statement.

Item 13. Certain Relationships and Related Transactions

The information called for by this item is incorporated by reference to the sections entitled “Certain Relationships and Related
Transactions” in the Proxy Statement.

PART IV
Item 14. Exhibits, Financial Statement Schedules, and Reportson Form 8-K

(@) Thefollowing documents are filed as part of this report:
1. All Financial Statements:
See the Consolidated Financial Statements and notes thereto in Item 8 above.
2. Schedule Il — Valuation and Qualifying Accounts are filed as part of this Form 10-K.
3. Exhibits:

See the Exhibit Index.

(b) Reportson Form8-K.

(i) Report on Form 8K dated June 8, 2001, containing a May 22, 2001 news release announcing the Registrant’s financial
resultsfor itsthird fiscal quarter ended April 28, 2001.

(ii) Report on Form 8K dated July 6, 2001, containing a June 27, 2001 news release announcing that the Registrant was
adopting a new strategy focusing on application software, as well as significant restructuring steps designed to improve cash flow
and reduce operating losses. As part of this strategy, Registrant announced it would discontinue its systems hardware business and
make significant reductionsin staffing levels.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

VA LINUX SYSTEMS INC.

By: /sl LARRY M. AUGUSTIN
Larry M. Augustin
Chief Executive Officer and Chairman
of the Board of Directors

Date: October 19, 2001
POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below hereby constitutes and
appoints Larry M. Augustin and Todd B. Schull, and each of them, his true and lawful attorneys-in-fact, each with full power of
substitution, for him and all capacities, to sign any amendments to this report on Form 10-K and to file the same, with exhibits thereto
and other documents in connection therewith, with the Securities and Exchange Commission and does hereby ratify and confirm all
that each of said attorneys-in-fact or their substitute or substitutes may do or cause to be done by virtue hereof.

Pursuant to the requirement of the Securities Exchange Act of 1934, this report has been signed below by the following persons on
behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date
/sl _LARRY M. AUGUSTIN Chief Executive Officer and October 19, 2001
Larry M. Augustin Chairman of the Board of Directors
/sl _ToDD B. SCHULL Chief Financial Officer October 19, 2001
Todd B. Schull
/sl ALI JENAB President, Chief Operating October 19, 2001
Ali Jenab Officer and Director Director
/sl _CAROL A.BARTZ October 19, 2001
Carol A. Bartz
/sl _DOUGLAS LEONE Director October 19, 2001

Douglas Leone

/sl _ERICS. RAYMOND Director October 19, 2001
Eric S. Raymond
/sl CARL REDFIELD Director October 19, 2001
Carl Redfield
/sl ROBERT M. NEUMEISTER, JR. Director October 19, 2001

Robert M. Neumeister, Jr.
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VA LINUX SYSTEMS, INC.

SCHEDULE II — VALUATION AND QUALIFYING ACCOUNTS

Balanceat Charged to Additions Balanceat
Beginning Costsand dueto End
Description of Period Expenses Acquisitions  Deductions of Period
Y ear Ended July 31, 1999
Allowance for doubtful accounts...........cc.cceeeeeeeeeeeeeeeererennnes $ 39 $ 168 $ — $ — & 207
Allowance for excess and obsolete inventory..................... $ — $ 833 $ — $ — $ 833
Y ear Ended July 28, 2000
Allowance for doubtful aCCOUNES.........ccceverevrerrerreirereeienenn $ 207 $ 1,328 $ 150 $ 210 $ 1,475
Allowance for excess and obsoleteinventory..................... $ 833 $ 1878 $ — $1540 $ 1171
Y ear Ended July 28, 2001
Allowance for doubtful accounts...........cc.cceeceeereeeeerreererrennns $ 1475 $ 3,968 $ — $ 119 $ 4,247
Allowance for excess and obsolete inventory..................... $ 1171 $ 24,441 $ — $ 7,265 $ 18,347
Accrued restructuring liabilities........ccoeveeveeverveveseseseienens $ — $12241 $ — $ 2728 $ 9513
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Exhibit
Number

2.1**

3.1*
3.2*
4.1*
10.1*
10.2*
10.3*
10.4*
10.5*
10.6*

10.7*
10.8*
10.9*
10.10*

10.111***
10'121-*******
10.13****
10,14 %

10.15******

EXHIBIT INDEX

Amended and Restated Agreement and Plan of Reorganization between the Registrant, Atlanta
Acquisition Corp. and Andover.Net, Inc.

Amended and Restated Certificate of Incorporation of the Registrant

Bylaws of the Registrant

Specimen Common Stock Certificate

Form of Indemnification Agreement between the Registrant and each of its directors and officers
1998 Stock Plan and forms of agreement thereunder

1999 Employee Stock Purchase Plan

1999 Director Option Plan

Subl ease between Registrant and Boca Global, Inc.

First Amended and Restated Registration Rights Agreement between Registrant and certain holders of
preferred stock

Founder's Stock Repurchase Agreement
Manufacturing Agreement between the Registrant and Synnex Information Technologies, Inc.
L oan and Security Agreement between Registrant and ComericaBank — California

Master Subcontracted Maintenance Service Provider Agreement between Registrant and DecisionOne
Corporation

Master Lease A greement between Boca Global, Inc. and Bordeaux Partners LLC

— Master Lease Agreement between Registrant and Renco Investment Company

Consent of Linus Torvalds

Second Amendment to VA Research Manufacturing Contract between the Company and SYNNEX
Information Technology, Inc.

Sublease between the Company and StorageWay, Inc.

231 — Consent of Arthur Andersen LLP, Independent Public Accountants (see page 59)
24.1* — Power of Attorney (see signature page)
T Confidential treatment has been requested by the Registrant as to certain portions of this exhibit. The omitted portions have
been separately filed with the Commission.
* Incorporated by reference to the corresponding exhibit of Registrant’s form S-1 and the amendment thereto (Commission
registration no. 333-88687).
** Incorporated by reference to the corresponding exhibit of Registrant’s form S-4 and the amendment thereto (Commission
registration no. 333-35704).
*okk Incorporated by eference from Exhibit 10.16 of Registrant’s form S-1 and the amendments thereto (Commission

registration no. 333-88687).
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*kkx Incorporated by reference from Exhibit 10.18 of Registrant’s Quarterly Report on Form 10-Q for the period ended January
28, 2000 filed on March 13, 2000 (Commission file number 000-28369).

*okkkk Incorporated by reference from Exhibit 10.1 of Registrant’s Quarterly Report on Form 10-Q for the period ended January
27,2001 filed on March 12, 2000 (Commission file number 000-28369).

**xx%%  |ncorporated by reference from Exhibit 10.2 of Registrant’s Quarterly Report on Form 10-Q for the period ended January
27, 2001 filed on March 12, 2000 (Commission file number 000-28369).

**x*xx%%  |ncorporated by reference from Exhibit 10.14 of Registrant’s Annual Report on Form 10-K for the period ended June 28,
2000 filed on October 26, 2000 (Commission file number 000-28369).
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EXHIBIT 23.1
CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS
As independent public accountants, we hereby consent to the incorporation of our report dated August 22, 2001 included in this
Form 10-K, into the Company’s previously filed Registration Statements on Forms S-8 (File Nos. 333-88687, 333-38766, 333-38768,
333-38874 and 333-59096).
/s Arthur Andersen LLP

San Jose, California
October 18, 2001
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