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PART I. FINANCIAL INFORMATION
RSA SECURITY INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(Unaudited)
(In thousands, except share data)

Item 1. Financial Statements

ASSETS

Current assets:

Cash and cash equivalents .. ...........co ottt

Marketable SECUTIHIES . ... .o\ttt ettt e

Accounts receivable (less allowance for doubtful accounts of $900 in 2000
and $1,0320n 1999) .. i

Inventory ... ...

Prepaid expenses and other ......... ... ... ... . ...

Prepaid inCOme taxes ... ....outii et

Total current assetS . . ... ...ttt

Property and equipment, net .......... ... .. ..
Other assets:
Investments . ... ..
Deferred taxes . . ..ot
Other ..

Current liabilities:
Accounts payable .. ... ...
Accrued payroll and related benefits. .. ........ ... ... il
Accrued expenses and other........... ... .. .. . .
Income taxes payable .. ...
Deferred revenue .. ...t
Deferred taxes . ... ...t
Unrealized hedge liability.......... ... .. . i,

Total current liabilities .. ........... .

Commitments and contingencies:
Stockholders’ equity:

Common stock, $.01 par value; authorized 150,000,000 shares; issued,
41,423,439 shares; outstanding, 39,609,664 and 38,906,227 shares in 2000
and 1999, respectively . ... ...t

Additional paid-in capital .. ........ .. ...

Retained €arnings ... .......couiiti e

Deferred stock compensation . .............. i

Treasury stock, common, at cost, 1,813,775 and 2,517,212 shares in 2000 and
1999, respectively .. ...t

Accumulated other comprehensive income ............... ... ... ...,

Total stockholders” equity . . .......couiiiuneii ..

See notes to condensed consolidated financial statements.
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March 31, December 31,
2000 1999

$ 178,179 § 122,170
971,401 1,261,111
43,887 42,735
7,321 7,857
16,017 12,480

— 8,054
1,216,805 1,454,407
34,014 34,096
1,500 —
21,221 21,221
2,380 2,400
25,101 23,621
$1,275,920 $1,512,124
$ 5,535 $ 7,626
20,035 13,094
14,045 15,557
5,507 —
17,519 17,058
162,714 161,731
411,238 686,034
636,593 901,100
414 414
202,014 201,086
272,664 248,064

(59) (62)

(71,048) (74,144)
235,342 235,666
639,327 611,024

$1,275,920 $1,512,124




RSA SECURITY INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(Unaudited)

(In thousands, except per share data)

Three Months Ended

March 31,
2000 1999

REVENUE . ..ot $63,340 $48,672
CoSt Of TEVENUE . . .ot 12,890 11,437
GTOSS PrOfit . . o vttt e e 50,450 37,235
Costs and expenses:

Research and development ......... ... . 10,934 8,229

Marketing and selling .. ....... .. i 21,989 17,943

General and administrative . ... ...ttt 8,036 5,933

ReStIUCTUIING . . .ottt e e e e e — 6,550

Total .. 40,959 38,655

Income (loss) from operations. .. ........... i, 9,491  (1,420)
Interest income and other. ... ... .. .. . 3,188 2,043
Income from investing activities. . . ... ..ottt 27,038 74,131
Income before provision for iNCOME tAXES. . ..o oottt ittt 39,717 74,754
Provision for inCOME taxXes ... .. ...ttt e 15,117 33,832
MINOTILY INEETESES .« . . o o vttt e et e et e e e e e e e e e — 67
NEt INCOME . . ottt et e e e $24,600 $40,989
Basic earnings per share:

Per share amount . . .. ..ot $ 0.63 $ 1.03

Weighted average Shares . .. ...ttt i e 39,317 39,737
Diluted earnings per share:

Per share amount . . ... ... $ 056 $ 0.97

Weighted average shares .. ....... ... .. i 39,317 39,737

Effect of dilutive options and warrants . ..............c.c.ouiiiniineineeneen.... 4,555 2,314
Adjusted weighted average shares ............. . i 43,872 42,051

See notes to condensed consolidated financial statements.
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RSA SECURITY INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(In thousands)

Three Months Ended

March 31,
2000 1999
Cash flows from operating activities:
NEt INCOME .« oottt et e e e e e $ 24600 $ 40,989
Adjustments to reconcile net income to net cash provided by operating
activities:
Income from investing activities. ... ..........uuiiineineneenenn... (27,038)  (74,489)
Equity in loss from operations of equity investment ...................... — 358
Deferred taxes . ...t 985 (827)
Depreciation and amortization . ...............iiiieiiieii .. 2,400 2,453
Stock compensation . ...t 282 292
MINOTILY INTETESTS .« . o v vttt et e et e e e e e e — (67)
Increase (decrease) in cash from changes in:
Accounts receivable . . ... ... (1,373) 1,845
Inventory . ... 536 2,235
Prepaid expenses and other.......... ... ... . i (3,555) 2914
Accounts payable . ... ... (2,077) (2,979)
Accrued payroll and related benefits .......... ... ... .. ... .. ... 6,987 (2,843)
Accrued expenses and other . ....... ... .. ... (1,472) 2,341
Prepaid and income taxes payable ............. .. .. ... ..., 13,585 34,781
Deferred revenue . . ........ ... 487 2,180
Net cash provided by operating activities ......................... 14,347 9,183
Cash flows from investing activities:
Purchases of marketable securities. ... ............ it (174,086) (254,166)
Proceeds from sale and maturities of marketable securities .................. 215,277 265,698
Purchases of property and equipment ............ ... . ... ... (2,298) (3,758)
Proceeds from sale of VeriSign common stock ............................ — 76,475
Investments and other . ........... .. i e (1,500) 1,679
Net cash provided by investing activities ......................... 37,393 85,928
Cash flows from financing activities:
Proceeds from issuance of stock under option and employee purchase plans. ... 14,365 3,247
Purchase of Company common stock ............ ... ..., (19,673)  (33,327)
Sale of put OpPtiONS . . ..ottt 8,950 —
Other . o 103 —
Net cash provided by (used for) financing activities................ 3,745 (30,080)
Effects of exchange rate changes on cash and cash equivalents................. 524 (947)
Net increase in cash and cash equivalents ................................ 56,009 64,084
Cash and cash equivalents, beginning of period .............. ... . ... ....... 122,170 33,178
Cash and cash equivalents, end of period .. ........ ... ... . ... .. ... . ... ... $ 178,179 $ 97,262

Cash payments for income taxes were $944 and $1,152 for the three months ended March 31, 2000 and
1999, respectively

See notes to condensed consolidated financial statements.
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RSA SECURITY INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(In thousands, except share and per share data)

1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements include the accounts of RSA
Security Inc. (the “Company”) and its wholly owned subsidiaries 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 generally accepted accounting
principles for complete financial statements and should be read in conjunction with the audited consolidated
financial statements included in the Company’s Annual Report on Form 10-K filed for the year ended
December 31, 1999.

In the opinion of management, the accompanying unaudited condensed consolidated financial statements
have been prepared on the same basis as the audited consolidated financial statements, and reflect all
adjustments of normal recurring nature considered necessary to present fairly results of the interim periods
presented. The operating results for the interim periods presented are not necessarily indicative of the results
expected for the full year. Certain prior period amounts have been reclassified to conform to the current period
presentation.

Principles of Consolidation — The consolidated financial statements include the accounts of the Com-
pany and its subsidiaries.

Income Taxes — The Company provides for income taxes for interim periods based on the estimated
effective tax rate for the full year. Cumulative adjustments to tax provisions are recorded in the interim period
in which a change in the estimated annual effective rate is determined.

Earnings Per Common Share — Basic earnings per common share is computed using the weighted
average number of common shares outstanding. Diluted earnings per common share is computed using the
weighted average number of common shares outstanding plus the effect of potential outstanding common
shares, including options and warrants using the “treasury stock” method.

2. VeriSign, Inc. Investment

Income from investing activities was $27,038 for the first quarter of 2000 and arose from the sale of
VeriSign, Inc. (“VeriSign”) common stock. Until June 30, 1999 the Company had accounted for its
investment in VeriSign under the equity method. Income from investing activities was $74,131 for the first
quarter of 1999 and arose primarily from the sale of VeriSign common stock, net of the Company’s equity in
VeriSign’s loss of $358. After June 1999, investments in VeriSign common stock have been accounted for as
marketable securities available for sale.

The Company bought put options and sold call options on its VeriSign shares to ensure that at least a
portion of the unrealized gain is fully hedged and ultimately realized.. The call options entitle the holders to
buy shares of VeriSign common stock and the put options allow the Company to sell shares of VeriSign
common stock on certain dates at specified prices, or permit a net-share settlement at the Company’s option.
On March 31, 2000, 5,000,000 shares were covered by these put and call options. The outstanding put and call
options expire quarterly in 500,000 share increments between June 30, 2000 and September 30, 2002 and have
exercise prices ranging from $47.46 to $77.00 per share. The options are recorded at intrinsic value, resulting
in an unrealized hedge liability. As of March 31, 2000, unrealized gains of $739,314, net of the unrealized
hedge liability of $411,238 net to a maximum realizable value of $328,076. If the put and call option program
is followed to maturity, the Company will realize total pre-tax gains ranging from a minimum of $243,386 to a
maximum of $328,076. There were no premiums paid for the options.

Derivative financial instruments are used to hedge the Company’s investment in VeriSign and are,
therefore, held primarily for purposes other than trading. These instruments may involve elements of credit
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RSA SECURITY INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

and market risk in excess of the amounts recognized in the financial statements. The Company monitors its
positions and the credit quality of counter parties, consisting primarily of major financial institutions, and does
not anticipate nonperformance by any counter party. The Company can settle its hedging obligations by
delivering its shares of VeriSign common stock.

The effective date of Statement of Financial Accounting Standards (SFAS) No. 133, “Accounting for
Derivative Instruments and Hedging Activities” is January 1, 2001. The effect of adopting SFAS No. 133 is
being evaluated. The Company estimates that, based on the valuation of certain put and call options on its
holdings of the common stock of VeriSign as of March 31, 2000, the effect of adopting this standard would be
to decrease net gains from investments by $33,979. This decrease in net gains from investments is a non-cash
transaction and will be offset by realized gains on the sale of VeriSign common stock. SFAS No. 133 will
require the Company to recognize all derivatives on the balance sheet at fair value. Derivatives that are not
hedges must be adjusted to fair value through income. If the derivative is a hedge, depending on the nature of
the hedge, changes in the fair value of derivatives will either be offset against the change in fair value of
hedged assets, liabilities, or firm commitments through earnings or recognized in accumulated other
comprehensive income until the hedged item is recognized in earnings. The ineffective portion, if any, of a
derivative’s change in fair value will be immediately recognized in earnings.

3. Strategic Investments

In January 2000 the Company announced the formation of RSA Capital Inc., a wholly owned subsidiary
that invests in e-businesses. The Board of Directors has authorized the Company to invest up to $100,000 in
the RSA Capital investment fund, RSA Ventures I, LLC.

Typical investments are expected to consist of equity instruments. Investments in companies where
ownership is less than 20% are accounted for using the cost method. Investments in companies where
ownership exceeds 20%, but which are not majority-owned or controlled, are accounted for using the equity
method. Investments in companies where majority ownership or control exists are accounted for using the
consolidation method. The Company routinely evaluates the realizable value of its investments using
qualitative and quantitative factors including discounted cash flow analysis and liquidation value assessments.

RSA Capital holds 5,000,000 shares of VeriSign common stock and 1,917,254 shares of Trintech Group
PLC (“Trintech”) common stock. During the first quarter of 2000, RSA Capital completed two additional
strategic investments in preferred and common stock of e-business aggregating $1,500. These investments are
being accounted for using the cost method.

Expenses incurred in connection with RSA Capital are primarily for general and administration
management and legal matters and were $354 during the first quarter of 2000.

4. Restructuring

In 1999, the Company commenced and substantially completed consolidation of certain operations in
order to promote operational efficiency. The Company recorded costs of $11,350, of which $6,550 were
recorded in the first quarter of 1999. These costs consisted primarily of severance costs of $9,370 for 41
employees who were employed primarily in research and development and general and administrative
activities for the formerly separate operations of Intrusion Detection, Inc., and facility exit costs of $1,980.
Facility exit costs consist primarily of estimated shortfalls of sublease rental income compared to minimum
lease payments due under a lease agreement. Costs of approximately $2,565 were accrued and unpaid at
March 31, 2000 and consisted of facility exit costs of $1,749, other direct costs of $715 and termination
benefits of $101, payable through the second quarter of 2000.
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RSA SECURITY INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

5. Comprehensive Income

The Company adopted the provisions of SFAS No. 130, “Reporting Comprehensive Income” effective
January 1, 1998. For the three months ended March 31, 2000 and 1999, comprehensive income was:

Three Months Ended

March 31,
2000 1999
NEt INCOME .« o oottt e e e $ 24,600 $40,989
Other comprehensive income, net of tax:
Holding gain arising during period............. .. ..., 15,465 (219)
Less: reclassification adjustment for gains included in net income ....... (16,225) —
Net unrealized losses on marketable securities. .. ..................... (760) (219)
Foreign currency translation adjustments ............................ 436 (257)
Other comprehensive INCOME . ... ..o vttt e $ 24,276 $40,513
Accumulated other comprehensive income consists of the following:
Foreign Holding Accumulated
Currency Gain Other
Translation (Loss) on  Comprehensive
Adjustments  Securities Income
Balance, December 31, 1999 .. ... ... .. ... $(1,322) $236,988  $235,666
Period change. . ...... ... .. i 436 (760) (324)
Balance, March 31,2000 ........... .. i $ (886) $236,228  $235,342

The tax benefits of unrealized holding losses were $506 and $146 for the three months ended March 31,
2000 and 1999, respectively.

6. Stockholders’ Equity
Amended and Restated 1998 Non-Officer Employee Stock Incentive Plan

During the first quarter of 2000, the Board of Directors authorized an amendment to the Amended and
Restated 1998 Non-Officer Employee Stock Incentive Plan to increase the aggregate number of authorized
shares of common stock thereunder from 3,589,509 to 4,086,459 shares.

Share Repurchase Program

The Company has had a common stock repurchase program since October 1998. Under the initial
program, the Company was authorized to repurchase up to 4,000,000 shares of its common stock during the
period ended October 11, 1999. During October 1999, a second repurchase program was implemented to
repurchase up to an additional 4,000,000 shares during the period ending October 12, 2000, and subsequently
increased to 8,000,000 shares. Repurchased shares are used for stock option and employee stock purchase
plans, and for general corporate purposes. Since the initial repurchase program was authorized, the Company
has repurchased 5,479,500 shares of its common stock, 3,385,000 in the initial program and 2,094,500 in the
second program, for an aggregate amount of $134,781, at an average cost of $24.60 per share. The Company
purchased 345,000 shares of its common stock during the quarter ended March 31, 2000, for an aggregate
amount of $19,672, or $57.02 per share. Of the repurchased shares, 3,666,234 shares aggregating $63,732 have
been issued out of treasury stock for stock option and employee stock purchase exercises.
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RSA SECURITY INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

During the first quarter of 2000, the Company sold $9,000 of put options on its common stock to facilitate
its share repurchase program. The proceeds were recorded as additional paid-in capital. At March 31, 2000,
the Company had outstanding put options covering 1,250,000 common shares, at strike prices ranging from
$51.34 to $55.77 per share. These options can only be exercised on certain dates, and expire through
May 2001. The Company has the option to settle the options in cash, net shares or through physical delivery of
the Company’s shares for cash. The option agreement provides for cash settlement only in certain remote
circumstances, such as contract default. Accordingly, any movement relative to this contract in either cash or
shares will be recorded as a component of equity. The put options that had strike prices in excess of the
current value at March 31, 2000 of $51.81 were considered dilutive and are included in the calculation of
earnings per share.

The Company has also entered into forward purchase contracts for 427,500 shares of its common stock in
order to lock in a purchase price for its repurchase program. The contracts provide for quarterly reset
provisions through the first quarter of 2001. If the market price of the Company’s common stock on a reset
date is higher or lower than the forward purchase price of $64.95, the net differential will be respectively
received or paid by the Company. The Company has the option to pay or receive net cash, net shares or settle
with a cash payment for the gross amount of shares. Accordingly, any movement relative to this contract in
either cash or shares will be recorded as a component of equity. The current fair value of the Company’s
common stock at March 31, 2000 of $51.81 was below the forward purchase price and therefore has a dilutive
effect on the earnings per share calculation.

Under rules promulgated in March 2000 by the Financial Accounting Standards Board’s Emerging Issues
Task Force “(EITF”), and unless the Company is able to modify the contracts to exclude certain cash
settlement provisions, the Company will be required, beginning in January 2001, to account for its forward
purchase contracts and put options as derivative assets and liabilities. The Company is seeking to modify the
cash settlement provisions. If the contracts are accounted for as derivatives, changes in their fair values will be
recognized in earnings. The Company is evaluating the effects of adopting this rule, if required, on its earnings
and financial position.

7. Segments

The Company has two reportable segments, E-Security Solutions, and RSA Capital (formed Janu-
ary 2000). The E-Security Solutions segment operations are from the sale of software licenses, hardware,
maintenance and professional services through two product lines, Enterprise solutions and Developer solutions.
RSA Capital makes strategic investments and operations are from such investments. The segments were
determined primarily on how management views and evaluates the business.

The table below presents information about the Company’s reportable segments for the three months
ended March 31, 2000 and 1999:

Three months ended March 31, 2000 Three months ended March 31, 1999

E-Security RSA E-Security RSA
Solutions Capital Consolidated  Solutions Capital  Consolidated

Revenue..........couuuinii... $ 63,340 — $ 63,340 $ 48,672 — §$ 48,672
Operating income (loss) ........... $ 9845 ($ 354) § 9,491 ($ 1,420) — ($ 1,420)
Interest income and other .......... $ 3,188 — 3 3,188 § 2,043 — $ 2,043
Income from investing activities. . . .. — $ 27,038 $ 27,038 — $74,131 $ 74,131
Depreciation and amortization . .. ... $ 2,400 — 2,400 $ 2453 — $ 2,453
Identifiable assets . ................ $452,146 $823,774 $1,275,920 $311,422 $ 9,630 $321,052




RSA SECURITY INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The Company’s operations are conducted throughout the world. Operations in the United States
represent more than 10% of revenues and income from operations. The Company’s operations in other
countries are individually insignificant and have been included in “Rest of world” below. The following tables
present information about E-Security Solutions revenues:

PRODUCT AND SERVICES:
Three Months Ended

March 31,
2000 1999
Enterprise solutions . ...t $47,425 $36,218
Developer solutions . ...........oiuitii i 15,915 12,454

$63,340 $48,672

GEOGRAPHIC AREAS:
Three Months Ended

March 31,
2000 1999
United States . ...t $43,491 $34,804
Restof world ... ... . o 19,849 13,868

$63,340 $48,672
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Overview

This Report contains forward-looking statements within the meaning of Section 21E of the Securities
Exchange Act of 1934, as amended, and Section 27A of the Securities Act of 1933, as amended. For purposes
of these Acts, any statement contained herein that is not a statement of historical fact may be deemed a
forward-looking statement. Without limiting the foregoing, the words “believes,” “anticipates,” “plans,”
“expects,” and similar expressions are intended to identify forward-looking statements. There are a number of
factors that could cause the Company’s actual results to differ materially from those indicated by such
forward-looking statements. These factors include, without limitation, those set forth below under the caption
“Certain Factors That May Affect Future Results.”

LR INT3

The Company is a leading provider of electronic security (“e-security”’) solutions. The Company helps
organizations build secure, trusted foundations for electronic business (“‘e-business”) through use of the
Company’s two-factor user authentication, encryption and public key management products and solutions.
The Company sells to corporate (“Enterprise”’) end users seeking turnkey e-security solutions, and to original
equipment manufacturers and developers (“Developer”) seeking software development components for
embedding security in a range of applications. In addition to providing e-security solutions, in January 2000
the Company formed RSA Capital Inc., a wholly owned subsidiary that invests in e-businesses.

The Company was founded in 1984 and began shipping its RSA SecurID® authenticators in 1986. Prior
thereto, the Company was primarily engaged in research and development activities. In December 1991, the
Company introduced its RSA ACE/Server® software products for Enterprise network protection using a
client/server architecture. The Company believes that its growth has historically been driven by the
emergence of networks, including the Internet and a corresponding increase in users with direct access to core
enterprise systems and confidential data. Further, the Company believes the number of users with such direct
access is increasing because of the growth of the Internet and corporate intranets and extranets.

The Company’s revenue is derived primarily from two distinct product lines: Enterprise solutions
(including RSA SecurID authenticators, RSA ACE/Server software, RSA Keon® software, and maintenance
and professional services) and Developer solutions (including RSA BSAFE ®cryptographic software tools and
protocol products, RSA Keon components, and maintenance and professional services). Enterprise customers’
purchases typically include an initial sale of RSA SecurID authenticators and RSA ACE/Server software. As
the customer’s use of the products expands to include more users, such as the customer’s vendors, suppliers,
customers and clients, subsequent sales of additional or replacement authenticators and software are
completed. RSA SecurlD authenticators are programmed at the customer’s request to operate for a fixed
period of up to four years, and RSA ACE/Server and RSA Keon software license fees are typically based on
the number of users authorized under the customer’s license. With respect to Developer solutions, RSA
BSAFE software licensing terms vary by product, but are typically composed of both initial fees and ongoing
royalties paid as a percentage of the Developer’s product or service revenues. Sales to existing Developer
customers also include revenue associated with amendments to licensing agreements, usually in order to
accommodate licensing of new software or technology to the customer, to increase the field of use rights, or
both.

In January 2000, the Company’s announced the formation of RSA Capital Inc., a wholly owned
subsidiary that invests in e-businesses though its RSA Capital RSA Ventures I, LLC investment fund.
Typical investments are expected to consist of equity instruments. RSA Capital holds shares of VeriSign
common stock and shares of Trintech common stock. During the first quarter of 2000, RSA Capital
completed two additional strategic investments in preferred and common stock of e-business. These
investments are being accounted for using the cost method. Expenses incurred in connection with RSA
Capital are primarily for general and administration management and legal matters.

The Company’s direct sales to its customers in countries outside of the United States are denominated in
the local currency. As a result, fluctuations in currency exchange rates could affect the profitability in U.S.
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dollars of the Company’s products sold in those markets. The Company’s sales through indirect distribution
channels are generally denominated in U.S. dollars.

The Company’s RSA SecurlD authenticators are produced by two outside contract manufacturing
organizations and certain product lines contain technology, that is licensed from third parties. The Company’s
cost of revenue consists primarily of costs associated with the manufacture and delivery of RSA SecurID
authenticators, and royalty fees payable by the Company under licenses for third parties’ technology included
in its products. Cost of revenue also includes professional service, customer support, and production costs.
Production costs include programming labor, shipping, inspection and quality control functions associated with
the RSA SecurID authenticators. In the future, gross profit may be affected by several factors, including
changes in product mix and distribution channels, price reductions (resulting from volume discounts or
otherwise), competition, changes in the cost of revenue (including any software license fees or royalties
payable by the Company) and other factors.

Results of Operations

The following table sets forth income and expense items as a percentage of total revenue for the three
months ended March 31, 2000 and 1999.

Percentage of

Total
Revenue
Three Months
Ended
March 31,
2000 1999
Revenue . ... .. 100.0% 100.0%
Costof revenue ....... ... 20.4 23.5
Gross Profit . ..ot 79.6 76.5
Costs and expenses:
Research and development ............ ... ... ..., 17.3 16.9
Marketing and selling . ......... ... i 34.7 36.9
General and administrative . ........ .. .. o i 12.7 12.2
Restructuring . ...... ...t — 13.4
Total ... 64.7 79.4
Income (loss) from operations.......... ... ... oiiiiiiaen.... 14.9 (2.9)
Interest income and other.......... ... .. .. . i i 5.0 4.2
Income from investing activities. .. ............iiuiiuneeneen.... 42.7 152.3
Income before provision for income taxes......................... 62.6 153.6
Provision for income taxes .............. .. i 23.9 69.5
Minority iNterests . . . oo vttt e — 0.1
NEt INCOME . .« v vttt ettt ettt 38.7% 84.2%

Revenue

Total revenue increased 30.1% in the first quarter of 2000 to $63.3 million from $48.7 million in the first
quarter of 1999. Sales to Enterprise solution customers increased 30.9% in the first quarter of 2000 to
$47.4 million from $36.2 million in the first quarter of 1999, and sales to Developer customers increased 27.8%
in the first quarter of 2000 to $15.9 million from $12.5 million in the first quarter of 1999. Approximately 76%
of the increase in revenue during the first quarter of 2000 was attributable to increased sales to Enterprise
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solution customers, and approximately 24% of the increase was attributable to increased sales to Developer
customers. The Company believes that the overall increase in sales was attributable to the growth in the e-
security market due to increased use of the Internet and corporate intranets and extranets.

International revenue increased 43.1% in the first quarter of 2000 to $19.8 million from $13.9 million in
the first quarter of 1999. International revenue accounted for 31.3% and 28.5% of total revenue in the first
quarters of 2000 and 1999, respectively.

Gross Profit

The Company’s gross profit increased 35.5% in the first quarter of 2000 to $50.5 million from
$37.2 million in the first quarter of 1999. Gross profit as a percentage of revenue increased in the first quarter
of 2000 to 79.6 % of revenues, compared to 76.5% of revenues for the first quarter of 1999. The gross profit
percentage increase during the first quarter of 2000 was primarily attributable to increased sales volume on
higher margin products in the Enterprise solutions product line.

Research and Development

Research and development expenses increased 32.9% in the first quarter of 2000 to $10.9 million from
$8.2 million in the first quarter of 1999. Research and development expenses increased as a percentage of
revenue to 17.3% in the first quarter of 2000 from 16.9% in the first quarter of 1999. The majority of the
increase in research and development expenses resulted from increased payroll expenses associated with the
employment of additional staff.

Marketing and Selling

Marketing and selling expenses increased 22.5% in the first quarter of 2000 to $22.0 million from
$17.9 million in the first quarter of 1999. Marketing and selling expenses decreased as a percentage of revenue
to 34.7% in the first quarter of 2000 from 36.9% in the first quarter of 1999. Approximately 70% of the increase
in absolute dollars in marketing and selling expenses during the first quarter of 2000 was from increased
payroll and overhead costs associated with the employment of additional staff, and approximately 12% of the
increase in absolute dollars was from increased sales commission expense from increased revenue.

General and Administrative

General and administrative expenses increased 35.4% in the first quarter of 2000 to $8.0 million from
$5.9 million in the first quarter of 1999. General and administrative expenses increased as a percentage of
revenue to 12.7% in the first quarter of 2000 from 12.2% in the first quarter of 1999. Approximately 88% of the
increase in general and administration expenses during the first quarter of 2000 was from increased payroll and
overhead costs associated with the employment of additional staff, and the balance of the increase was from
increased professional fees related to the protection of intellectual property and other litigation. Expenses
incurred in connection with RSA Capital were primarily for general and administration management and legal
matters and were $0.4 million during the first quarter of 2000.

Restructuring

In 1999, the Company commenced and substantially completed consolidation of certain operations in
order to promote operational efficiency. The Company recorded costs of $11.4 million, of which $6.6 million
were recorded in the first quarter of 1999. These costs consisted primarily of severance costs of $9.4 million for
employees who were employed primarily in research and development and general and administrative
activities for the formerly separate operations of Intrusion Detection, Inc., and facility exit costs of $2.0
million. Facility exit costs consist primarily of estimated shortfalls of sublease rental income compared to
minimum lease payments due under a lease agreement. Costs of approximately $2.6 million were accrued and
unpaid at March 31, 2000 and consisted of facility exit costs of $1.8 million, other direct costs of $0.7 million
and termination benefits of $0.1 million, payable through the second quarter of 2000.

13



Interest Income

Interest income and other increased in the first quarter of 2000 to $3.2 million from $2.0 million in the
first quarter of 1999 from a combination of interest earned on higher cash and marketable securities balances
and higher interest rates.

Income from Investing Activities

RSA Capital recognized income from investing activities of $27.0 million for the first quarter of 2000
which arose from the sale of VeriSign common stock. Until June 30, 1999 the Company had accounted for its
investment in VeriSign under the equity method. Income from investing activities was $74.1 million for the
first quarter of 1999 and was primarily from the sale of VeriSign common stock, net of the Company’s equity
in VeriSign’s loss of $0.4 million. After June 1999, investments in VeriSign common stock are accounted for
as marketable securities available for sale.

Provision for Income Taxes

The provision for income taxes decreased to $15.3 million during the first quarter of 2000, from
$33.8 million in the first quarter of 1999, primarily due to lower pre-tax income. The Company’s effective tax
rate decreased to 38.1% for the first quarter of 2000 from 45.3% in the first quarter of 1999 primarily due to the
effect of state taxes on investment income.

Liquidity and Capital Resources

Cash and cash equivalents, primarily short-term investments in commercial paper with maturities of less
than 90 days, increased $56.0 million and $64.0 million during the quarters ended March 31, 2000 and 1999,
respectively. The major elements of the first quarter 2000 increase include cash provided from operations of
$14.3 million, cash provided from investing activities of $37.4 million, primarily from RSA Capital’s sale of
VeriSign common shares, and cash from proceeds of exercise of employee stock option and employee stock
purchase plans of $14.4 million. These increases were offset by cash used of $19.7 million to repurchase
Company common stock and purchases of property and equipment of $2.3 million. For 1999, the major
elements of the increase in cash and cash equivalents were cash provided from operating activities of $9.2
million and cash provided from investing activities of $85.9 million, the majority of which came from the sale
of VeriSign common shares. These increases were offset by cash used of $33.3 million for the share repurchase
program and purchases of property and equipment of $3.8 million during the first quarter of 1999. The
Company anticipates that repurchases will continue to constitute a significant use of future cash resources.

Cash used for investing activities includes purchases by RSA Capital of two strategic investments in
preferred and common stock of e-businesses aggregating $1.5 million.

During the first quarter of 2000, the Company sold put options on its common stock and generated
additional cash proceeds of $9.0 million.

The Company believes that cash generated from operating activities will be sufficient to fund its working
capital requirements through at least the next twelve months. Current cash on hand, and the cash generated
from the exercise of employee options and purchase plans will be adequate to fund its planned capital and
financing expenditures for the duration of the fiscal year.

Year 2000 Issues

The transition from calendar year 1999 to 2000 was completed with no significant impact to the
Company’s operations. The Company will continue to evaluate year 2000 related exposures with respect to its
suppliers and customers. The Company will also continue to monitor its systems, facilities and products to
ensure that no year 2000 problems occur over the next few months. Costs associated with year 2000
compliance to date have not been material. The Company believes that it is unlikely to experience a material
adverse impact on its financial condition or results of operations due to year 2000 compliance issues.

14



Certain Factors That May Affect Future Results

The Company’s quarterly operating results may vary significantly from quarter to quarter depending on a
number of factors, including, among other factors:

* the size, timing and shipment of individual orders for the Company’s products;
« customers deferring their orders in anticipation of new products;

» market acceptance of new products;

* the timing of introduction or enhancement of products by the Company or its competitors;
 changes in the Company’s operating expenses;

* personnel changes;

« foreign currency exchange rates;

 changes in the mix of products sold;

* changes in product pricing;

* development of the Company’s direct and indirect distribution channels; and

« general economic conditions.

The Company may not be able to grow or sustain its profitability from quarter to quarter. Because the
Company’s operating expenses are based on anticipated revenue levels and a high percentage of the
Company’s expenses are fixed, a small variation in when revenue is recognized can cause significant variations
in operating results from quarter to quarter.

The Company’s stock price has been volatile and is likely to remain volatile. During 1999, the Company’s
stock price ranged from a per share high of $77.50 to a low of $14.88. At the close of the market on April 25,
2000, the Company’s stock price was $52.75. Announcements, litigation developments and the Company’s
ability to meet the expectations of brokerage firms, industry analysts and investors with respect to its operating
and financial results may contribute to this volatility.

The market for the Company’s products is new and still developing, and demand for the Company’s
products depends highly on the continued growth in the use of computer networks, including the Internet, to
allow users access to confidential and proprietary information and resources. E-security technology is
constantly changing as the Company and its competitors introduce new products and retire old ones and as
customer requirements quickly develop and change. In addition, the standards for e-businesses and e-security
are continuing to evolve. The Company’s future success will depend in part upon its ability to enhance its
existing products and to introduce new, competitively priced products with features that meet changing
customer requirements, all in a timely and cost-effective manner. However, the Company may not be
successful in introducing new or enhanced products. A number of factors, including the following, could have
an adverse impact on the success of a product:

* delays or difficulties in product development;

o quality, reliability or security failure problems, which could result in returns, delays in collecting
accounts receivable, unexpected service or warranty expenses, reduced orders and a decline in the
Company’s competitive position;

 undetected software errors or bugs in the final products shipped to the Company’s customers, which
could cause market acceptance of the products to be lost or delayed, recalls of hardware products
incorporating the software or loss of data;

» the Company’s competitors introducing their new products ahead of the Company’s new products or
introducing superior or cheaper products;

 the market’s failure to accept new technologies;
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» the Company’s failure to anticipate changes in customers’ requirements; and

» implementation of standards that are inconsistent with the technology embodied in the Company’s
products.

During 1999, the Company launched its RSA Keon product line, a family of security solutions designed
to enable organizations to support and manage the growing use of public and private keys, digital signatures
and digital certificates for verifying user identities and establishing information access privileges for users. This
new product line is critical to the Company’s strategy and the evolution of its business into new markets. If the
RSA Keon product line is not successful, the Company’s financial condition or results of operations could be
adversely affected. All of the factors listed above as affecting the success of new products generally also affect
the RSA Keon product line. In addition, RSA Keon’s success especially depends on market acceptance of
digital certificate and public and private key management technologies.

The Company’s market is highly competitive, and some of the Company’s current and potential
competitors have significantly greater financial, marketing and technical resources than the Company. The
Company may not have sufficient resources to make the investments in its research and development and sales
and marketing organizations and may not be able to make the technological advances necessary to maintain its
competitive position.

International sales accounted for more than 30% of the Company’s revenue in each of the years ended
December 31, 1997, 1998 and 1999 and in the quarter ended March 31, 2000. There are certain risks inherent
in doing business internationally, including:

« foreign regulatory requirements;

* legal uncertainty regarding liability

« export and import restrictions on cryptographic technology and products incorporating that technology;
o difficulties and delays in establishing international distribution channels;

« difficulties in collecting international accounts receivable;

« fluctuations in currency exchange rates;

« tariffs and other trade barriers;

« difficulties in enforcement of intellectual property rights; and

* political instability.

The Company relies on a combination of patent, trade secret, copyright and trademark laws, software
licenses, nondisclosure agreements and technical measures to protect its proprietary technology. The
Company also generally enters into confidentiality and/or license agreements with its employees, distributors
and strategic partners as well as with its customers and potential customers seeking proprietary information,
and limits access to and distribution of its software, documentation and other proprietary information.
However, these steps may prove inadequate to keep other parties from misappropriating the Company’s
technology or from developing their own competitive versions of the Company’s technology. The Company’s
17 issued U.S. patents expire at various dates ranging from 2000 to 2018. When each of the Company’s
patents expires, competitors may develop and sell products based on the same or similar technologies as those
covered by the expired patent.

The Company relies heavily on patents to protect its proprietary rights in its technology, but it is possible
that any patent owned or held by the Company or its licensors might be invalidated, circumvented, challenged
or terminated. It is also possible that the Company’s pending or future patent applications may not be within
the scope of claims sought by the Company. In addition, the laws of certain countries in which the Company’s
products are now, or may in the future be, developed or sold may not protect the Company’s products and
intellectual property rights to the same extent as the laws of the United States. The inability of the Company
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to adequately protect its intellectual property could have a material adverse effect on its financial condition
and results of operations.

An important patent developed at the Massachusetts Institute of Technology (U.S. Patent
No. 4,405,829) and licensed to the Company will expire on September 20, 2000. An implementation of the
cryptographic algorithm described in this patent is embodied in the Company’s RSA BSAFE cryptographic
tool products. To date, the Company has vigorously enforced its exclusive rights to the patented technology
against infringers who have released, or threatened to release, competing products that use the invention
embodied in the patent. The Company does not know what effect the expiration of the patent will have, but it
believes that the expiration may encourage competitors to market competing products that previously would
have infringed the patent.

One of the Company’s business strategies is to enter into strategic marketing alliances or other similar
collaborative relationships in order to reach a larger customer base than the Company could reach alone
through its direct sales and marketing efforts. If the Company is unable to create relationships with strategic
partners, then it will need to devote more resources to sales and marketing. The Company may not be able to
find appropriate strategic partners or may not be able to enter into potential relationships on commercially
favorable terms. Furthermore, the relationships the Company does enter into may not be successful.

The Company’s success depends on its ability to attract, motivate and retain highly skilled technical,
managerial and marketing personnel. In some areas of the United States and in some foreign countries, the
demand for these kinds of employees exceeds the supply of unemployed workers, and many firms are
competing for the few employees with the skills the Company needs. The Company believes that its
compensation plans are competitive, but it may not be able to hire and retain the employees it needs.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

The Company is exposed to a variety of risks, including changes in the market value of its investments
and its common stock. In the normal course of business, the Company employs established policies and
procedures to manage these risks.

The Company generally purchases its marketable securities in high credit quality instruments, primarily
U.S. Government and Federal Agency obligations, tax-exempt municipal obligations and corporate obligations
with contractual maturities of ten years or less. The Company does not expect any material loss from the
above described marketable security investments and therefore believes that its potential interest rate exposure
is not material. The Company routinely evaluates the realizable value of its investments using qualitative and
quantitative factors including discounted cash flow analysis and liquidation value assessments.

The Company, through its RSA Capital segment, also makes strategic equity investments determined by
the Board of Directors. The Company’s available for sale securities at March 31, 2000 include 5,000,000
shares of VeriSign common stock and 1,917,254 shares of Trintech common stock. As discussed below
derivative financial instruments have been entered into in order protect the Company’s position in its
investment in VeriSign. The Company’s position in Trintech has not been protected and a 20% adverse change
in its equity price would result in an approximate $14 million decrease in the fair value of the Company’s
marketable securities.

The Company bought put options and sold call options on its VeriSign shares to ensure that at least a
portion of the unrealized gain is fully hedged and ultimately realized.. The call options entitle the holders to
buy shares of VeriSign common stock and the put options allow the Company to sell shares of VeriSign
common stock on certain dates at specified prices, or permit a net-share settlement at the Company’s option.
On March 31, 2000, 5,000,000 shares were covered by these put and call options. The outstanding put and call
options expire quarterly in 500,000 share increments between June 30, 2000 and September 30, 2002 and have
exercise prices ranging from $47.46 to $77.00 per share. The options are recorded at intrinsic value, resulting
in an unrealized hedge liability. As of March 31, 2000, unrealized gains of $739,314, net of the unrealized
hedge liability of $411,238 net to a maximum realizable value of $328,076. If the put and call option program
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is followed to maturity, the Company will realize total pre-tax gains ranging from a minimum of $243,386 to a
maximum of $328,076. There were no premiums paid for the options.

During the first quarter of 2000, the Company entered into equity instrument contracts indexed to the
Company’s common stock including put options and forward purchase contracts. These equity instruments are
designed to facilitate the repurchase of the Company’s common stock and to minimize the effects of employee
stock options and employee stock purchase plans on the dilution of earnings per share. However, the market
risk associated with these instruments could result in a liability to the Company if the market price of its
common stock falls below the contract purchase prices.

Through March 31, 2000, foreign currency fluctuations have not had a material impact on the Company’s
financial position or results of operation and historically, the Company has not entered into foreign currency
hedge transactions. The Company invoices customers primarily in U.S. dollars, except in those countries in
which the Company has branch or subsidiary operations and the customers invoices are denominated in the
local currency. The Company is exposed to foreign exchange rate fluctuations from when customers are
invoiced in local currency until collection occurs. This exposure is offset by the Company’s use of local
currency for operating expenses incurred in those countries. The Company believes that its potential foreign
currency exchange rate exposure is not material.

The foregoing risk management discussion and the effects thereof are forward-looking statements. Actual
results in the future may differ materially from these projected results due to actual developments in global
financial markets. The analytical methods used by the Company to assess and mitigate risk discussed above
should not be considered projections of future events or losses.

New Accounting Pronouncements

The effective date of Statement of Financial Accounting Standards (SFAS) No. 133, “Accounting for
Derivative Instruments and Hedging Activities” is January 1, 2001. The effect of adopting SFAS No. 133 is
being evaluated. The Company estimates that, based on the valuation of certain put and call options on its
holdings of the common stock of VeriSign as of March 31, 2000, the effect of adopting this standard would be
to decrease net gains from investments by $33,979. This non-cash transaction will be offset by actual gains
recognized on the sale of VeriSign common stock. SFAS No. 133 will require the Company to recognize all
derivatives on the balance sheet at fair value. Derivatives that are not hedges must be adjusted to fair value
through income. If the derivative is a hedge, depending on the nature of the hedge, changes in the fair value of
derivatives will either be offset against the change in fair value of hedged assets, liabilities, or firm
commitments through earnings or recognized in accumulated other comprehensive income until the hedged
item is recognized in earnings. The ineffective portion, if any, of a derivative’s change in fair value will be
immediately recognized in earnings.

In March 2000, the EITF issued Issue No. 00-7, “Application of EITF Issue No. 96-13, Accounting for
Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company’s Own Stock, to Equity
Derivative Transactions that Contain Certain Provisions that Require Cash Settlement if Certain Events
Occur.” EITF Issue No. 96-13 established the accounting standards for equity derivative contracts indexed to
and potentially settled in a company’s own stock. It did not address embedded settlement features which are
contingent on events which are unlikely to occur. EITF 00-7 addresses embedded settlement features and
states that contracts which could require cash payment cannot be accounted for as equity of the issuer. EITF
00-7 is effective on December 31, 2000 except for contracts entered into after March 17, 2000. The effect of
adopting EITF 00-7 is being evaluated.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings

On or about December 11, 1998, a class action was filed in the United States District Court for the
District of Massachusetts on behalf of all purchasers of the Company’s Common Stock during the period from
and including September 30, 1997 through July 15, 1998: Fitzer v. Security Dynamics Technologies, Inc.,
Charles R. Stuckey, Jr., D. James Bidzos, Arthur W. Coviello, Jr., John Adams, Marian G. O’Leary and
Linda B. Saris, Civil Action No. 98-CV-12496-WGY. The plaintiffs subsequently dismissed without prejudice
the claims against Ms. Saris. The plaintiffs filed an amended complaint on May 4, 1999, which asserts that the
defendants misled the investing public concerning demand for the Company’s products, the strengths of its
technologies, and certain trends in the Company’s business. Plaintiffs seek unspecified damages, interest, costs
and fees of their attorneys, accountants and experts. The Company is seeking to dismiss the plaintiffs’
complaint and intends to defend the lawsuit vigorously. Although the amounts claimed may be substantial, the
Company cannot predict the ultimate outcome or estimate the potential loss, if any, related to the lawsuit. The
Company believes that the disposition of this matter will not have a material adverse effect on the Company’s
consolidated financial position. However, the adverse resolution of the lawsuit could materially affect the
Company’s results of operations or liquidity in any one annual or quarterly reporting period.

On or about May 20, 1999, Kenneth P. Weiss, the founder and a former director, officer and employee of
the Company, filed a demand for arbitration alleging that (a) the Company constructively terminated
Mr. Weiss in May 1996 in violation of his Employment Agreement with the Company, and (b) the Company
breached its obligations under Mr. Weiss’” Employment Agreement by refusing to release certain assignments
of patents. Mr. Weiss seeks unspecified damages, interest, costs and fees of his attorneys and experts, as well
as the return of his rights in certain patents he created and assigned to the Company in the course of his
employment. The parties are currently conducting discovery. The Company believes that Mr. Weiss’ claims
are without merit, and intends to defend the matter vigorously. The Company believes that the disposition of
this matter will not have a material adverse effect on the Company’s consolidated financial position.

From time to time, the Company has been named as a defendant in other legal actions arising from its
normal business activities, which it believes will not have a material adverse effect on the Company or its
business.

Item 2. Changes in Securities and Use of Proceeds

The Company has an active stock repurchase program. One element of such program is the sale of put
options. On February 24, 2000 and February 28, 2000, the Company sold an aggregate of 1.25 million put
options with respect to its common stock to a major financial institution and received aggregate proceeds of
$9.0 million in connection with such sale. Each put option entitles the holder to sell to the Company by
physical delivery, cash delivery or net-share settlement, at the Company’s option, one share of the Company’s
common stock at a specified price. The put options sold by the Company during the first quarter expire on
various dates through May 2001. The exercise price for 571,000 of the put options is $51.34, and the exercise
price for the balance of the options is $55.77.

In addition, the Company has entered into a forward purchase contract with a major financial institution,
which expires during the first quarter of 2001 with quarterly reset dates through the expiration date, with
respect to 427,500 shares of its common stock. At each reset date, if the market price of the Company’s
common stock is less than the market price on the previous reset date, then the Company has the option to pay
the difference to the financial institution in cash or shares of its common stock. If the market price of the
Company’s common stock on such reset date is greater than the market price on the previous reset date, then
the financial institution will pay the difference to the Company in cash or shares of the Company’s common
stock at the Company’s option.

All of these transactions were exempt from registration under Section 4(2) of the Securities Act of 1933,
as amended. Each transaction was privately negotiated, and each purchaser of options was an accredited

19



investor and qualified institutional buyer. No public offering or public solicitation was made by the Company
in the placement of these securities.

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits

See the Exhibit Index attached to this Report.

(b) Reports on Form 8-K:
The Company did not file any Current Reports on Form 8-K during the quarter ended March 31, 2000.
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SIGNATURE

Pursuant to the requirements 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.

RSA SecuriTY INC.

/s/JoHN F. KENNEDY

John F. Kennedy
Senior Vice President, Finance,
Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)

Dated: May 8, 2000
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EXHIBIT INDEX

Item Description

*10.1 2000 Deferred Compensation Plan.
*10.2 RSA Security Inc. Grantor Trust Agreement, dated March 13, 2000, between the Company and
Wachovia Bank, N.A.

*10.3 Form of Amendment Number One to Consulting Agreement, dated March 1, 2000, between the

Company and D. James Bidzos
27.1 Financial Data Schedule.

* Denotes management contract or compensatory plan or arrangement.
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