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PART I. - FINANCIAL INFORMATION
NETEGRITY, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(UNAUDITED)
(IN THOUSANDS, EXCEPT PER SHARE DATA)

MARCH 31,
2004
ASSETS
CURRENT ASSETS:
Cash and cash equivalent s . .. ..ttt ittt ittt ettt et eeeeeeeeeeanns S 15,653
Short—-term available-for—-sale secCUrities.. ...ttt ittt teeeeneennnnn 47,498
Accounts receivable—--trade, net of allowances of $942 at
March 31, 2004 and $829 at December 31, 2003 ... ittt ittt eeeeeeenneneennn 16,438
Prepaid expenses and other current assetsS........ ittt eennenns 3,526
Restricted Cash. ...ttt ittt e e e e et ettt et ettt e e -
Total CUTTENt ASSEE S .t i ittt i ittt ettt ettt ettt et tee s eeeeeeeneeaeeeneeneean 83,115
Long-term available-for-sale securities...... ..ottt neeeeeennnnns 21,743
Property and equipment, Net ... ...ttt ittt ittt ettt eaeeeeeeeeenaeens 4,520
Restricted Cash. ...ttt i it et e e e e et e et ettt et e e 771
(€703 Yo L 2u 34,503
Other intangible asset s, Nel .. ..ttt ittt ittt ettt et eae e eenaeens 6,990
(@ ol o TS = i 879
I it T A i S 152,521
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES:
Accounts pavable——trade. ...ttt ittt ittt e e e et et e e S 2,062
Accrued compensation and benefits. ...ttt e e e e 3,847
Other acCCrUed EXPENSE S . i i ittt it e e ettt et te e e et eaeeeeeeseeneeeeeeeeeneeens 7,868
Deferred eV MU . « it ittt ettt ettt et e e ettt eeteeeeeeeneeeeeeeeeeaeeeeeeneenees 21,394
Total Current Liabilifie s . v i it ittt ittt ettt ettt teeeeeeeneeaeean 35,171
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Commitments and Contingencies

STOCKHOLDERS' EQUITY:

Common stock, voting, $.01 par value; 135,000 shares authorized;

37,768 shares issued and 37,730 shares outstanding at March 31,

2004; 37,577 shares issued and 37,539 shares outstanding at

December 31, 2003 . .t ittt ittt ettt ettt e e ettt et e et e e e
Additional paid-—1n capital. ...ttt ittt ettt e e e e
Accumulated other comprehensive income (lOSS) « v v v vttt ie et e et eeeeeeeeeeenns
Accumulated deficit ..ttt e et et e e e e e e e e e e e
Y@= 8 o N o o B A ol

Less——-Treasury stock, at cost: 38 shares.........iiiiiiiitteenneneeennnnns

Total Stockholders' EgUity. ...ttt ittt teeeeeeeeeeeaeaeeeeeanns

Total Liabilities and Stockholders' EqQUIiLY. ...ttt ii ettt eeneeeeeeeenns S

The accompanying notes are an integral part of the condensed
consolidated financial statements.

NETEGRITY, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)
(IN THOUSANDS, EXCEPT PER SHARE DATA)

FOR THE THREE MONTHS
ENDED MARCH 31,

2004 2003
Revenues:
SOfEWAre 1iCeNSES . i it ittt ittt ettt ettt eee e S 12,857 S 8,418
LS LS U o 9,525 7,630
[ ol o P 653 631
Total FEVENUES . t vt ittt ettt ettt et eeeeeeeeneneas 23,035 16,679
Cost of Revenues:
Cost of software licensesS........uoeiiiierennennn 314 491
Non-cash cost of revenues........ii it ennnnn 510 2,699
Cost Of SEIrVICES . . it ittt ittt e et ettt ee e 3,130 2,987
Cost Of other. ...t ittt e ettt e eeeeen 419 363
Total cost Of FeVeNUES. .. v ittt ittt ie e tnenens 4,373 6,540
GrosSs Profit ...ttt ittt e e e e e e e 18,662 10,139
Selling, general and administrative expenses...... 11,537 10,496
Research and development exXpensesS............ee... 5,986 4,874
Income (loss) from operationNS........c.ceeeeeeeeenn. 1,139 (5,231)
Other income, Net..... ittt ittt eeeeneeaneens 322 374

378
226,700
142
(109, 686)
(100)

117,434
(84)
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Income (loss) before provision for income taxes...
Provision for income taxes.........iiiiiiininen...

Net 1ncome (L10SS) v v ittt ittt ettt e et e eeeeenn
Net income (loss) per share:

Basic and diluted.......ct ittt
Weighted average shares outstanding:

37,611
40,851

The accompanying notes are an integral part of the condensed

consolidated financial statements.

NETEGRITY, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)
(IN THOUSANDS)

OPERATING ACTIVITIES:

Net 1ncome (L10SS) v vt ittt it e e et e ettt ettt e
Adjustments to reconcile net income (loss) to net cash

provided by operating activities:

Depreciation and amortization.................eon...
Provision for doubtful accounts.................ooa..
Non-cash interest (income) expense............cceee.e..
Loss on sale of marketable securities................

Changes in operating assets and liabilities:

Accounts receivable — trade........iiiiiiiiiiinnan.
Prepaid expenses and other current assets............
OLher asset S . ittt it i i ittt it i i
Accounts payvable — trade. ...ttt
Accrued compensation and benefits....................
Other accrued EXPEeNSEeS . v v vttt i ittt ettt enneeeeeeeenns
Deferred FevVeNUE. v v ittt ittt et e e ettt eeeeeeeeeeenns

Net cash provided by operating activities.............

INVESTING ACTIVITIES:

Proceeds from sales of marketable securities..........
Proceeds from maturities of marketable securities.....
Purchases of marketable securities....................
Purchases of property and equipment...................
Cash used for acquisition, net of cash acquired.......
Restricted cash. . ...ttt ittt e e iee e eaenn

Net cash used for investing activities................

FINANCING ACTIVITIES:

FOR THE THREE MONTHS
ENDED MARCH 31,

9,632
2,000

$ (4,857)

3,826
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Proceeds from issuance of common stock under stock plans......... 683
Proceeds from repayment of loan to officer.......... ... 16
Net cash provided by financing activities...........oiiiiiiiia... 699
Effect of exchange rate changes on cash and cash equivalents..... 167
Net change in cash and cash equivalents...........iiiiiiiiiinn.. (4,470)
Cash and cash equivalents at beginning of period................. 20,123
Cash and cash equivalents at end of period.........c.cciiiiininnn.. $ 15,653 $

The accompanying notes are an integral part of the condensed
consolidated financial statements.

NETEGRITY, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
(a) Basis of Presentation and Principles of Consolidation

The accompanying unaudited condensed consolidated financial statements
include the accounts and operations of Netegrity, Inc. and its wholly owned
subsidiaries ("Netegrity", "we" or "our") and have been prepared pursuant to the
rules and regulations of the Securities and Exchange Commission regarding
interim financial reporting. Accordingly, they do not include all of the
information and notes required by accounting principles generally accepted in
the United States of America for complete financial statements and thus should
be read in conjunction with the audited consolidated financial statements
included in our Annual Report on Form 10-K filed on March 1, 2004. In the
opinion of management, the accompanying unaudited condensed consolidated
financial statements contain all adjustments, consisting only of those of a
normal recurring nature, necessary for a fair presentation of the Company's
financial position, results of operations and cash flows at the dates and for
the periods indicated. The results of operations for the three months ended
March 31, 2004 are not necessarily indicative of the results expected for the
remainder of the year ending December 31, 2004.

All significant intercompany accounts and transactions have been eliminated
in consolidation.

(b) Revenue Recognition

Our revenues are primarily generated from the sale of perpetual licenses for
our proprietary SiteMinder, IdentityMinder Web Edition, IdentityMinder
eProvision and TransactionMinder products and related services. We generate our
services revenues from consulting and training services performed for customers
and from the maintenance and support of our products. As described below,
significant management judgments and estimates must be made and used in
connection with the revenues recognized in any accounting period. Management
analyzes various factors, including specific terms and conditions of a
transaction, historical experience, credit worthiness of customers and current
market and economic conditions. Changes in judgments based upon these factors
could impact the timing and amount of revenues and cost recognized.

We generally license our software products on a perpetual basis. We apply
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the provisions of Statement of Position No. 97-2, "Software Revenue
Recognition," as amended by Statement of Position No. 98-9, "Software Revenue
Recognition, with Respect to Certain Transactions," to all transactions

involving the sale of software products. We recognize revenues from the sale of
software licenses when persuasive evidence of an arrangement exists, the product
has been delivered, the fees are fixed or determinable and collection of the
resulting receivable is reasonably assured. This policy is applicable to all
sales, including sales to resellers and end users. We do not offer a right of
return on our products.

For all sales, we use a license agreement signed by both parties and/or a
purchase order with binding terms and conditions as evidence of an arrangement.
For arrangements with multiple obligations (for example, software license,
undelivered maintenance and support, training and consulting), we allocate
revenues to each component of the arrangement using the residual value method
based on the fair value of the undelivered elements. We defer revenue from the
arrangement equivalent to the fair value of the undelivered elements. Fair value
for each component is either the price we charge when the same component is sold
separately or the price established by the members of our management who have
the relevant authority to set prices for an element not yet sold separately.

At the time of the transaction, we assess whether the fee associated with
the transaction is fixed or determinable based on the payment terms associated
with the transaction. If a significant portion of the fee is due after our
normal payment terms, which are generally 30 to 90 days from invoice date, we
account for the fee as not being fixed or determinable. In those cases, we
recognize revenues as the fees become due. In addition, we assess whether
collection is probable based on the credit worthiness of the customer. Initial
credit worthiness is assessed through Dun & Bradstreet or similar credit rating
agencies. Credit worthiness for follow-on transactions is assessed through a
review of the transaction history with the customer. We do not typically request
collateral from our customers. If we determine that collection of a fee is not
reasonably assured, we defer the fee and recognize revenues at the time
collection becomes reasonably assured, which is generally upon receipt of cash.

Installation by Netegrity is not considered essential to the functionality
of our products as these services do not alter the product capabilities, do not
require specialized skills and may be performed by the customer or other
vendors. Revenues for maintenance and support are recognized ratably over the
term of the support period. Revenues from consulting and training services
generally are

recognized as the services are performed.
(c) Cash and Cash Equivalents

Cash and cash equivalents include cash, money market investments and other
highly liquid investments with original maturities or remaining original
maturities at date of purchase of three months or less.
(d) Restricted Cash

Long term restricted cash represents a time deposit held at financial
institutions in connection with the lease of the Company's office space. This
time deposit has an expiration date of August 2004, however it has an automatic

renewal clause.

(e) Marketable Securities
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Investments, which primarily consist of debt securities, are accounted for
under Statement of Financial Accounting Standards (SFAS) No. 115, "Accounting
for Certain Investments in Debt and Equity Securities" issued by the Financial
Accounting Standards Board (FASB). Pursuant to the provisions of SFAS No. 115,
the Company has classified its investment portfolio as "trading",
"available-for-sale" or "held to maturity". "Trading" securities are bought and
held principally for the purpose of selling them in the near term and are
recorded at fair value. Fair value is based upon quoted market prices.
Unrealized gains and losses on trading securities are included in the
determination of net income (loss). "Available-for-sale" securities include debt
securities that are being held for an unspecified period of time and may be used
for liquidity or other corporate purposes and are recorded at fair value.
Unrealized gains and losses on available-for-sale securities are reported as a
separate component of accumulated other comprehensive income (loss) in
stockholders' equity, net of related taxes.

(f) Other Intangible Assets, net

The Company accounts for purchased technology and software development costs
in accordance with SFAS No. 86, "Accounting for the Costs of Computer Software
to Be Sold, Leased, or Otherwise Marketed". Under SFAS No. 86, the Company is
required to test for recoverability of its capitalized software costs as of each
balance sheet date or an interim period if events and circumstances indicate
that the carrying amount may not be recoverable. Impairment is recorded as the
excess of the unamortized cost over the expected future net realizable value of
the products.

Software development costs subsequent to the establishment of technological
feasibility are capitalized and amortized to non-cash cost of software. Based on
the Company's product development process, technological feasibility is
established upon completion of all planning, designing, coding and testing
activities. Such costs are amortized over the estimated life of the product.
During the first quarter of 2004, costs incurred by the Company between
completion of all planning, designing, coding and testing activities and the
point at which the product is ready for general release were insignificant and,
therefore, no such costs have been capitalized during this time period.

(g) Goodwill

The Company reviews the valuation of goodwill in accordance with SFAS No.
142 "Goodwill and Other Intangible Assets." Under the provisions of SFAS No.
142, goodwill is required to be tested for impairment annually in lieu of being
amortized. This testing is done in the fourth quarter of each year. Furthermore,
goodwill is required to be tested for impairment on an interim basis if an event
or circumstance indicates that it is more likely than not that an impairment
loss has been incurred. An impairment loss is recognized to the extent that the
carrying amount of goodwill exceeds its implied fair value. Impairment losses
are recognized in operations. The Company's valuation methodology for assessing
impairment requires management to make judgments and assumptions based on
historical experience and projections of future operating performance.
Management predominantly uses third party valuation reports to assist in its
determination of the fair value. If these assumptions differ materially from
future results, the Company may record impairment charges in the future.

7

(h) Comprehensive Income (Loss)

Comprehensive income (loss) is defined as the change in equity of a business
enterprise during a period from transactions and other events and circumstances
from non-owner sources, including foreign currency translation adjustments and
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unrealized gains and losses on marketable securities held as
"available-for-sale". The components of comprehensive income
follows (in thousands) :

(loss) were as

FOR THE THREE
MONTHS ENDED

MARCH 31,
2004 2003
Net 1nCOME (L10SS) vttt it ittt ettt ettt teeeeeeeeeneeens S 1,286 S (4,857)
Net unrealized holding gain (loss) arising during
the pPeriod. ...ttt ittt et e et et e e 131 8
Reclassification adjustment for net realized gains
included in net income (1OSS) vt vttt ittt eeeeenennn (20) ——
111 8
Net unrealized foreign currency translation
adjustment arising during the period................ 168 (10)
Comprehensive income (L1OSS) v v v eeeeeeeeeeeeennnnneens S 1,565 S (4,859)
The components of accumulated other comprehensive income (loss) as of March
31, 2004 and December 31, 2003 were as follows (in thousands) :
MARCH 31, 2004 DECEMBER 31,
Net unrealized holding gain (lOSS) ¢ttt teneneneeeeennn S 23 S (88)
Net unrealized foreign currency translation adjustment... 119 49)
Accumulated other comprehensive income (loSS) ............ S 142 S (137)
(i) Earnings (Loss) Per Share
Basic earnings (loss) per share (EPS) is calculated by dividing net income

(loss)
Diluted EPS is calculated by dividing net income (loss)

number of shares outstanding plus the dilutive effect, if any,

by the weighted average number of shares outstanding during the period.
by the weighted average
of outstanding

stock options and warrants using the "treasury stock" method. During periods of
net loss, diluted net loss per share does not differ from basic net loss per
share since potential shares of common stock from stock options and warrants are
anti-dilutive and therefore are excluded from the calculation. The following
table presents the calculation for both basic and diluted EPS (in thousands,
except per share data):

FOR THE THREE

MONTHS ENDED

MARCH 31,

2004 2003

2003
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Net 1ncCOomME (L1OSS) v vt ittt ettt ettt es e S 1,286 S (4,857)
Basic weighted average shares outstanding....... 37,611 34,318
Dilutive effect of stock options and warrants... 3,240 -
Diluted shares outstanding..............ccun... 40,851 34,318
BasSiC EP St ittt ittt ettt e e e e e e e e e S 0.03 $ (0.14)
Diluted EPS. . .ttt ittt ettt e et e et $ 0.03 $ (0.14)

Options to purchase a total of 1.6 million and 500,000 shares of common
stock for the three months ended March 31, 2004, and 2003, respectively, were
excluded from the computation of diluted EPS because the impact was
anti-dilutive.

(j) Stock-Based Compensation

The Company accounts for its stock option plans under the recognition and
measurement principles of APB Opinion No. 25, "Accounting for Stock Issued to
Employees," and related Interpretations. No stock-based compensation cost is
reflected in net income (loss) for these plans, as all options granted under
these plans had exercise prices equal to the fair market value of the underlying
common stock on the date of grant. The following table illustrates the effect on
net income (loss) and earnings (loss) per share if the Company had applied the
fair value recognition provisions of FASB Statement No. 123, "Accounting for
Stock Based Compensation," to stock based compensation (in thousands, except per
share data):

FOR THE THREE
MONTHS ENDED

MARCH 31,
2004 2003

Net income (loss), as reported. ... ...t teeeeennnneens S 1,286 S (4,857)
Add: Stock-based employee compensation expense
not included in reported net income, net of related

L= QR = s i =Y o = (1,926) (2,876)
Pro—fOrmMa NEE L10S S v it ittt ittt ettt ettt eeeseeeeeeneennns S (640) S (7,733)
Earnings (loss) per share:

Basic and diluted--as reported.......u ittt ennnn S 0.03 S (0.14)

Basic and diluted——pro—forma. ... ...ccuutiiiimnneneeeennnnsn S (0.02) S (0.23)

The fair value of each stock option is estimated on the date of grant using
the Black-Scholes option-pricing model with the following weighted average
assumptions:

FOR THE THREE
MONTHS ENDED
MARCH 31,
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2004 2003
Risk-free interest rate............. 2.79% 2.78%
Expected dividend yield............. 0.0% 0.0%
Expected volatility.............. ... 114% 138%
Expected life (years).........ooeo.. 5.0 5.0
Weighted average fair value of
options granted during the period... $ 6.69 $ 3.22

(k) Recent Accounting Pronouncements

In November 2003, the Emerging Issues Task Force (EITF) of the Financial
Accounting Standards Board (FASB) reached a consensus on certain disclosure
provisions under Issue No. 03-1, "The Meaning of Other-Than-Temporary Impairment
and Its Application to Certain Investments." The disclosure provisions indicate
that certain quantitative and qualitative disclosures are required for debt and
marketable equity securities classified as available-for-sale or
held-to-maturity under SFAS Nos. 115 and 124 that are impaired at the balance
sheet date but for which an other-than-temporary impairment has not been
recognized. The EITF has not reached a consensus on the proposed models for
evaluating impairment of equity securities and debt securities. The consensus on
the required quantitative and qualitative disclosures is effective for fiscal
years ending after December 15, 2003. Adoption of the consensus did not have a
material impact on the Company's financial position or results of operations for
the quarter ended March 31, 2004.

NOTE 2: Acquisition
Business Layers

On December 30, 2003, the Company acquired Business Layers, Inc., a Delaware
corporation (Business Layers) and a provider of provisioning solutions, through
a merger of Business Layers and a subsidiary of the Company. In conjunction with
the acquisition, Business Layers became a wholly-owned subsidiary of the
Company. The aggregate consideration of $42.5 million included approximately
$15.0 million in cash, reimbursement of $920,000 in acquisition costs and
2,556,940 shares of the Company's common stock valued at approximately $26.6
million. A portion of the purchase price consideration, comprised of
approximately 358,000

shares of Netegrity common stock and approximately $400,000 of cash, has been
placed in escrow for up to one year from the acquisition date to secure the
indemnification obligations of certain former employees and the stockholders of
Business Layers under the merger agreement. The acquisition was accounted for
using the purchase method of accounting. The results of operations of Business
Layers from the acquisition date are included in the Company's consolidated
results of operations for the full quarter ended March 31, 2004.

In connection with the acquisition, the Company initiated an overall
integration plan that included the elimination of redundant headcount and
facilities. The Company accrued approximately $1.4 million of costs related to
the integration plan, consisting of approximately $545,000 of facilities costs
and approximately $888,000 for planned workforce reductions primarily of
duplicative selling, general and administrative employees. The Company paid the
majority of these costs prior to March 31, 2004, although the facilities costs
will not be paid in full until April 2006.

10



Edgar Filing: NETEGRITY INC - Form 10-Q

The Company engaged a third-party appraiser to conduct a valuation of the
intangible assets and to assist in the determination of useful lives for such
assets. Based on the appraisal, approximately $7.5 million of the purchase price
was allocated to developed technology and $3.8 million was allocated to
in-process research and development, which was expensed upon closing of the
transaction. The amount allocated to developed technology is being amortized
over its estimated useful life ranging from two to five years.

The valuation of in-process research and development was determined using
the income method. Revenue and expense projections for the in-process research
and development project were prepared by management. The value was determined
using the present value of the cash flows from the projections using a 30%
discount rate. As of March 31, 2004, the technologies under development were
approximately 75% complete based on project duration and costs. In the event
that the project is not completed and technological feasibility is not achieved,
there is no alternative future use for the in-process technology.

In accordance with SFAS No. 142, the total goodwill of approximately $34.5
million related to the acquisition will not be amortized. In lieu of being
amortized, goodwill is required to be tested for impairment annually or on an
interim basis if an event or circumstance indicates that it is more likely than
not that an impairment loss has been incurred.

NOTE 3: OPERATING SEGMENTS AND GEOGRAPHICAL INFORMATION

Based on the information provided to our chief operating decision maker for
purposes of making decisions about allocating resources and assessing
performance, our continuing operations have been classified into a single
segment. We primarily operate in the United States, Europe, the Middle East and
Asia Pacific. Revenues (based on the location of the customer) and long-lived
assets by geographic region are as follows (in thousands) :

FOR THE THREE MONTHS
ENDED MARCH 31,

2004 2003
Revenues:
United States of America...... S 17,878 S 12,083
Europe and the Middle East.... 3,401 3,469
Asia Pacific......iuiiiiina.. 1,135 949
Canada. « v vttt ettt e 621 178
Total. i ettt teeeeennn S 23,035 $ 16,679
MARCH 31, DECEMBER 31,
2004 2003
Long-Lived Assets:
United States of America...... S 45,372 S 46,367
Europe and the Middle East.... 1,331 1,407
Asia Pacific......... .. 187 211

11
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NOTE 4: RELATED PARTY TRANSACTIONS
LOAN TO OFFICER

The condensed consolidated balance sheets as of March 31, 2004 and December
31, 2003 include $100,000 and $116,000,

10

respectively, in loans to an officer of Netegrity issued in connection with the
exercise of stock options in 1996. The loan is reflected as a reduction of
stockholders' equity in the accompanying condensed consolidated balance sheets.
The loan is payable upon demand and bears interest at 7% per annum. The loan was
originally represented by a secured note; however, in May 2002, the note was
amended such that it became a full recourse unsecured note.

MARKETING SERVICES

During the three months ended March 31, 2004 and 2003, we paid approximately
$33,000 and $5,300, respectively, for marketing services to a company, the
principal shareholder of which is the son-in-law of one of the members of our
Board of Directors. We have similar arrangements with other marketing services
firms and believe the arrangement was entered into on substantially the same
terms and conditions as our arrangements with such other firms.

NOTE 5: COMMITMENTS AND CONTINGENCIES

The Company has commitments that expire at various times through 2010.
Non-cancelable operating leases shown below are primarily for facility costs for
the Company's corporate headquarters customer service, research and development
and world-wide sales offices. Other contractual obligations primarily consist of
minimum guaranteed payments to a software service provider for various
development projects (in thousands) .

2004 (nine months ending) . S 4,613
2005 . i e e e 2,032
2006 . e ittt e e e 1,814
2007 ¢t e e e e e e e 1,750
2008 . i it e e e e e 1,107
Thereafter................. 262

S 11,578

Included in the operating lease commitments above is approximately $520,000
related to excess facilities which have been accrued in purchase accounting
related to our acquisitions and are payable through April 2006.

We incurred total operating lease expense, primarily related to certain
facilities and equipment under non-cancelable operating leases, of $790,000 and
$1.1 million for the quarters ended March 31, 2004 and 2003, respectively.

12
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In April 2002, we entered into an agreement with a system integrator to
assist us in the development and launch of one of our products. Under the terms
of the agreement, as consideration for the system integrator's time in assisting
with the development of the product, we agreed to promote the system integrator
as an integrator of the developed product. Our obligation under the agreement
will be considered satisfied once the system integrator receives consulting
revenues totaling approximately $3.9 million from our customers, or by May 2004,
whichever occurs first. In the event that we recommend a competitor of the
system integrator to perform the integration work for a customer, we could
potentially owe a royalty to the system integrator based on the net license fee.
As of March 31, 2004, no royalties were due to the system integrator under this
agreement.

In August 2002, we entered into a five year non-cancelable operating lease
for an office building for our corporate headquarters. We occupied the new
facility in March 2003. In connection with the lease agreement, we delivered an
irrevocable, unconditional, negotiable letter of credit in the amount of
$771,000 as a security deposit.

In February 2004, we entered into an agreement with a software service
provider located in India under which we have guaranteed to pay this software
service provider a minimum of $4.0 million annually for various product
development projects. The initial term of this agreement expires in December
2004. The agreement provides for an annual renewal upon the agreement of both
parties. During the quarter ended March 31, 2004, approximately $1.2 million had
been paid to this software service provider.

We enter into standard indemnification agreements with our business partners
and customers in our ordinary course of business. Pursuant to these agreements,
we agree to repair or replace the product, pay royalties for a right to use, or
reimburse the indemnified party for actual damages awarded by a court against
the indemnified party for a intellectual property infringement claim by a third
party with respect to our products. The term of these indemnification agreements
is generally perpetual. The maximum potential amount of future payments we could
be required to make under these indemnification agreements is unlimited. We have
never incurred costs to defend lawsuits or settle claims related to these
indemnification agreements. As a result, we believe the estimated fair value of
these agreements is minimal. Accordingly, we have no liabilities recorded for
these agreements as of March 31, 2004.
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We enter into standard indemnification agreements with our customers,
whereby we indemnify them for certain damages, such as personal property damage,
which may be incurred in connection with consulting services performed at a
customer location by our employees or our subcontractors. The potential amount
of future payments we could be required to make under these indemnification
agreements is unlimited. However, we have general and umbrella insurance
policies that enable us to recover a portion of any amounts paid. We have never
incurred costs to defend lawsuits or settle claims related to these
indemnification agreements. As a result, we believe the estimated fair value of
these agreements is minimal. Accordingly, we have no liabilities recorded for
these agreements as of March 31, 2004.

We generally warrant for ninety days from delivery to a customer that our
software products will perform free from material errors which prevent
performance in accordance with user documentation. Additionally, we warrant that
our consulting services will be performed consistent with generally accepted
industry standards. We have never incurred significant expense under our product
or service warranties. As a result, we believe the estimated fair value of these
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agreements is minimal. Accordingly, we have no liabilities recorded for these
agreements as of March 31, 2004.

We have entered into employment and executive retention agreements with
certain employees and executive officers which, among other things, include
certain severance and change of control provisions. We have also entered into
agreements whereby we indemnify our officers and directors for certain events or
occurrences while the officer or director is, or was, serving at our request in
such capacity.

From time to time, we are involved in litigation relating to claims arising
out of our operations in the normal course of business. We are not presently a
party to any legal proceedings, the adverse outcome of which, in our opinion,
would have a material adverse effect on our results of operations or financial
position.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

FORWARD-LOOKING STATEMENTS

This report contains forward-looking statements about our plans, objectives,
expectations and intentions. You can identify these statements by words such as
"expect," "anticipate," "intend," "plan," "believe," "seek," "estimate," "may,"
"will" and "continue" or similar words. You should read statements that contain
these words carefully. They discuss our future expectations, contain projections
of our future results of operations or our financial condition or state other
forward-looking information, and may involve known and unknown risks over which
we have no control. You should not place undue reliance on forward-looking
statements. We cannot guarantee any future results, levels of activity,
performance or achievements. Moreover, we assume no obligation to update
forward-looking statements or update the reasons actual results could differ
materially from those anticipated in forward-looking statements, except as
required by law. The factors discussed in the sections captioned "Management's
Discussion and Analysis of Financial Condition and Results of Operations" and
"Certain Factors that May Affect Future Results," in this report identify
important factors that may cause our actual results to differ materially from
the expectations we describe in our forward-looking statements.

OVERVIEW

Netegrity's objective is to be a leading provider of enterprise security
software solutions specifically for managing user identities and access. Our
identity and access management product line provides companies a secure way to
make corporate information assets and resources available online. We believe
open, protected access is essential as companies seek to leverage the Web to
grow their businesses.

With Netegrity identity and access management products, companies are able
to securely use the Web —-- Internet, Intranet or Extranet -- to meet the
information access needs of partners, suppliers, customers and employees.
Netegrity solutions are designed to enable businesses to ensure that the right
people have the right access to the right information across a variety of
applications, business systems and computing architectures. This enables more
business to be more securely conducted online, providing opportunities to
improve customer service and productivity, increase sales of products and
services and create business partnership value chains.

We derive our revenues primarily from our core products, SiteMinder,
IdentityMinder Web Edition, IdentityMinder eProvision and TransactionMinder,
which offer a single source solution for integrated, centralized identity
management, user access and administration and account provisioning/de-—
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provisioning. Our solution supports a broad range of technology environments,
and aims to ensure that companies optimize their existing information technology
investments while incorporating new technologies. We also offer various levels
of consulting and support services that enable our customers to successfully
implement our products in their organizations.

Our products are generally sold on a perpetual license basis. Customers
typically place an initial order for a limited number of users and purchase
additional users as their need for our products within their enterprise
increases. We believe that our product line synergies and the strength of our
customer base create opportunities to sell additional products to existing
customers. Customers also enter into an annual support agreement for their
software license at the time of initial purchase and typically renew this
support agreement annually. Our support agreement entitles customers to software
license updates and telephone support.
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We believe sales of our products will be driven by customers' desires for a
comprehensive single-source identity access management solution whose key
benefits include reduced costs by reducing information technology complexity,
increased revenue potential by improving customer service online, expanded
business opportunities by creating real-time business networks and support for
regulatory compliance and risk mitigation. As a result, we expect that companies
will spend their discretionary information technology dollars on technology that
will help them drive revenue and reduce costs while mitigating risk. The
combined impact of a broadened product portfolio as well as the focus of our
direct sales resources on larger companies in selected industries has enabled us
to continue to drive business through our installed base while at the same time
adding new customers. However, information technology spending has sharply
decreased in the past two years and information technology budgets remained
constrained, which has had and could continue to have a direct effect on the
sale of our products. We believe that spending on technology will accelerate
slowly for the remainder of 2004 and we believe that as information technology
spending increases from current levels our revenues will increase.

Some of our products contain technology that is licensed from third parties.
Our cost of license revenue consists primarily of royalty fees that we pay for
the licensed technology. Cost of license revenue also includes amortization of
acquired software and product fulfillment costs. Cost of services includes
salaries and related expenses for our consulting, education and technical
support services organizations, and the associated cost of training facilities.

Our professional services group provides customers with project management,
architecture and design, custom development services and training. Our customers
typically pay for professional services at an hourly rate for the time it takes
us to complete the project. We strive to maintain effective staffing levels and
to limit the amount of turnover of our professional services staff. If we are
not successful in maintaining effective staffing levels, our ability to achieve
our service revenue and profitability objectives may be adversely affected.

The majority of our sales are made directly with customers. Our direct sales
to customers in countries outside of the United States are denominated in U.S.
dollars and local currency, with the majority of our sales denominated in U.S.
dollars. Our sales through indirect distribution channels are generally
denominated in U.S. dollars. For countries outside of the United States, we
generally pay our operating expenses in local currency. Where we do invoice
customers in local currency, we are exposed to foreign exchange rate
fluctuations from the time the contract is signed until collection occurs. We
are also exposed to foreign currency fluctuations between the time we collect in
U.S. dollars and the time we pay our operating expenses in local currency.
Fluctuations in currency exchange rates could affect the profitability and cash
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flows in U.S. dollars of our products sold in international markets. To date,
these fluctuations have not been material.

Our future revenues and operating results may also fluctuate from quarter to
quarter based on the number and size of license deals and the size and scope of
the professional service projects in which we are engaged. In addition, license
revenues from a large customer deal may constitute a significant portion of our
total revenues in a particular quarter. Any such deal may result in increased
royalty payments and commission expenses. Any decline in our revenues will have
a significant impact on our financial results, particularly because a
significant portion of our operating costs, such as personnel, rent and
depreciation, are fixed in advance of a particular quarter. As a result, despite
cost savings realized to date, our costs for services personnel, sales and
marketing and 