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$ 583

2001

$ 1,510
$ 42

$ 017

252.5

$ 1,004
$ 74
$ 3,034
$ 150
$ 0
$ 1,815
$ 565
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To our shareholders

In a few years, the enterprise management
business will be a very different business.
Most of the software companies that currently
occupy small niches or industry segments

will be gone or rendered irrelevant and a few
visionary companies will prevail. Just as the
financial applications business has been
transformed by the widespread acceptance

of integrated ERP systems, the systems and
service management product business will give

way to the broad adoption of integrated

Business Service Management

{BSM) solutions. The writing is

on the wall. This trend is
unstoppable and is just now
getting fully underway.

Your current investment in BMC
' Software is well placed. We are
the best-positioned company in
our industry to truly deliver on
the BSM vision and benefit from
this powerful trend. Over the past
three years, we have been executing
a strategy to retool our company to
prepare for this coming industry
transformation. This
~_ transition has not been
TI—__ pasy. If IT spending
were robust,
~ which it
is not, the
retooling
_ would be
difficult
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to do without disruption. In a challenging IT
spending environment, it is just plain brutal.
But we have made some substantial progress.

During fiscal 2005, our BSM strategy achieved
critical mass with significant customer “wins”
in both our U.S. and international markets.
We introduced eight “Routes to Value” (RTVs),
an integrated, incremental approach to BSM
that simplifies implementation for customers
by letting them address the services most
critical to their businesses. We added innovative
technologies to support the RTVs, most
notably BMC® Atrium, a core technology
integration element that provides a common
data repository, shared service model and
unified user and reporting interfaces to
accelerate BSM implementations.

We have also acquired and integrated
complementary technologies that strengthen
our ability to deliver BSM. Acquired in July
2004, Marimba brings new and extended
capabilities in change and configuration
management. Acquired in January 2005,
Calendra added Directory Content Management,
Visualization and web-based business-

oriented workflow capabilities to our identity
management solutions. In March 2005, we
acquired OpenNetwork and added web access
management, web single sign on and federated
identity management capabilities. Additionally,
in early 2005, BMC's Board of Directors

formed a mergers and acquisitions commit-

tee to better enable us to consistently navigate
through merger and acquisition opportunities
as they arise.

In the area of corporate governance, BMC has
just finished its Sarbanes-Oxley audit. While
this was a lengthy and difficult process, we
completed a successful audit and are a
stronger company because of it.
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In fiscal 2005, we improved our overali

financial performance, but fell short of our
revenue growth and profitability goals. Our
financial position, however, remains strong.

We generated over $500 million in cash flow
from operations. We ended the year with a
record $1.28 billion in cash and marketable
securities, a record deferred revenue balance

of $1.63 billion, and no significant short or iong-
term debt. We recognize that great companies
manage for the long-term and the short-term,
while maintaining stability in their performance.
Our challenge is to execute our transition with
the proper balance. Therefore, in addition to
our strategic development, we have been
focused on addressing our short-term results
by intensely focusing on improving our cash
and profit performance through, among

other things, a tough but carefully designed
cost restructuring.

In April 2005, we announced our plans to
restructure and realign resources to focus on
growth opportunities, in turn reducing our
dlobal workforce by approximately 12 percent.
Our realignment is expected to achieve $100
million in annual net run rate savings. This
will allow us to increase our investment in our
growing and profitable service management
business, maintain strong profitability in our
mainframe business and make the necessary
corrections to improve profitability in our
distributed systems management business.
Finally, we anticipate making significant
progress in fiscal 2006 toward our long-term
non-GAAP operating margin target, which
excludes special items, of 20 percent.

In addition to these governance activities,
strategies and restructuring, we are also
committed to continuing an aggressive
share repurchase program, all to increase
shareholder value.

Throughout the year, we also took steps to
further strengthen our leadership team. An
industry veteran, Cosmo Santullo, who began

I Lz
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President and Chief Executive Officer
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his career with IBM and rose to become general
manager of the North American personal
systems division, joined BMC Software as
senior vice president of Worldwide Sales and
Services. Greg Valdez, former CIO of Veritas
Software, joined BMC as vice president and
C!0. Tom Bishop, former chief technology
officer of VIEQ and IBM Tivoli, joined our
executive management team as vice president
and CTO. We are confident that these

strategic appointments and other key new
hires will enable us to take BSM and BMC to
the next level. In addition, we've increased our
Board of Directors membership to 11 with the
appointment of Thomas Jenkins, chairman and
chief executive officer of OpenText, and Louis
Lavigne, Jr., formerly executive vice president
and chief financial officer of Genentech.

BMC has a rich 25-year history. For the past few
years, BMC Software has been characterized

in the industry and on the Street as a company
on the move. We believe, however, that this
description only scratches the surface of what
is actually a systemic transformation. The world
is changing how business is done and we have
rethought the role IT can play in it. From the
products and solutions we build and deliver,

to our sales engagement model, to our core
internal processes, we have reshaped our
company to lead change rather than react to

it. And we're not finished. In reality, this kind
of systemic and philosophical change is
never-ending. It is always a work-in-progress
based on the foundation built and lessons
learned throughout 25 years, applied

to the present realities of our marketplace,

and focused on securing a rewarding and
profitable future. And for BMC Software,

our stockholders, our customers and our
employees, we are confident in our ability

to create and deliver long-term value.

On behalf of our Board of Directors, officers
and employees, we thank you for your
continued trust.

B. Garland Cupp
Chairman of the Board
BMC Software
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In today’s complicated, accelerated business
environment, the company that doesn’t embrace innovation
and stay ahead of the curve is soon left behind. This is
particularly true in the ever-evolving IT industry.

As the business world moves closer to virtual operations,
where business is conducted instantaneously around the globe
and real-time results count, it becomes critically important that

enterprise management solutions be available that support specific
business needs and drive business success — not merely a kit of
non-integrated tools and flavor-of-the-day processes.

These solutions must help companies understand, monitor
and manage how their total business service is performing in an
increasingly more complex environment. Only then can a company
activate its business with the power of IT. This is the value
that BMC Software brings to its customers.
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1 M. We are confldent in our ability t
deliver long-term value for our shareholders as we h

Getting in shape for our next 25 years

When a company undertakes a significant restructuring initiative, it is generally in response
to or in anticipation of a shift - in their markets, in their technology, in their business model,
in their customers’ buying habits, in the economic cycle, etc. - and BMC is no exception. Our
company, our industry and our customers have seen accelerated change in the last few years.
Customers today are more strategically than tactically focused. They are looking at big picture
issues and need big picture solutions. While BMC built its first 25 years on the legacy of its
mainframe and distributed systems business segments, setting the stage for the next 25 has
required careful analysis of the shifts that have taken place, and those that are yet to occur.

Our mainframe business remains a highly profitable and important source of revenue with
long-term licenses and service contracts with the world's largest organizations. Reflecting
overall mainframe market maturity, this relatively high-margin business is no longer a high
growth area. Its contribution to the company’s overall financial health is significant, and we
remain strongly committed to the mainframe market, our individual mainframe customers
and this core piece of our business.

We have focused much of our restructuring efforts on turning our distributed systems business
to profitability. This portion of our business continues to deliver key solutions to the market and
our customers, and we are taking measures to improve its growth and margin contributions to
BMC. Using our experience and innovation, we are creating a more integrated product offering
that is aligned with customer priorities and provides the functionality required to diagnose
complex problems while being simple to deploy, install and use. Our new BMC® Performance
Manager represents the next generation of PATROL® and provides agentless management

by using an “invisible” agent that deploys automatically and is transparent to the user. We
are providing multiple migration options for our current PATROL customers so that the move
to the added functionality of BMC Performance Manager will be straightforward and pain free.

We continue to increase our investment in our profitable and growing Service Management

business. This segment provides strong growth opportunities for BMC Software going forward,

and makes a significant contribution to our current margins. This segment, along with our
ldentity Management business, delivers key BSM solutions and is core to our BSM strategy
going forward. Accordingly, we are increasing our investments in and focus on these

parts of our business.

Additionally, we have taken steps in fiscal 2006 to reduce our selling, general and administrative
expenses company-wide and have eliminated non-customer facing sales support and several
sales management positions. We believe these changes will allow further investment in the
growth areas that will usher BMC Software into the next IT generation, and that our realignment
will yield more than $100 million in operating expense reductions, net of reinvestment into
our growth markets.
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Routes to Value in Business Service Management
Business Service Management provides a way for customers to manage their IT operations
while providing the highest level of service for critical applications. Successfully aligning
infrastructure and operations to the needs of business requires an approach that is structured,
incremental and straightforward, and in fiscal 2005 we introduced eight solution paths or
“Routes to Value” (RTVs) for BSM implementation. By focusing on these specific approaches,
we've broken down our BSM strategy into bite-size pieces that customers can implement one
step at a time, according to their business priorities. Using RTVs, customers, the BMC team
and partners can work together to quickly understand the customer’s current capabilities and
their long-term business goals. They then determine how these capabilities need to develop
over time to meet the objectives of the business and work to develop a road map using RTV
milestones to help them achieve their goals.

Each Route to Value can be described in terms of three levels of maturity in which specific BMC
and partner products, tools and applications map directly to different levels. By organizing the
“pathway” in this manner, customers can quickly ascertain where they have gaps, prioritize
tasks and implement solutions.

Underlying these solution paths is a family of BMC-developed enabling technologies — BMC
Atrium — that allow information sharing and process collaboration across BMC Software
and third-party solutions. One of the key components of BMC Atrium is the Configuration
Management Database (CMDB), an open-architected intelligent data repository that provides a
working model of a customer’s enterprise IT infrastructure. By consolidating disparate datasets
within an organization, the BMC Atrium CMDB provides a single source of truth for the IT
environment, thus ensuring a consistent approach to maintaining IT processes, such as
incident, problem, change, configuration, asset and service impact management. Other
enabling technologies within BMC Atrium include BMC Atrium Service Model, which maps
the relationships between business services and the {T infrastructure that supports the
business services, and BMC Atrium View and BMC Atrium Reporting, which enable
consolidated management control and decision-making across multiple IT solution areas.

The evolution of our BSM strategy and RTV-based solutions is not only a significant technology
transformation and architectural realignment for our company, but it is addressing a current
and emerging need recognized by the ranks of IT executives — to align IT with the critical
objectives of the business IT supports. Our strategic innovation and BMC-developed portfolio
of applications carry a powerful message that is now relevant to the corner office, not just
the IT staff.




today that helps customers
. Technology advances
J stment in BSM have inspired a new wave of innovation
within R&D at BMC. It is exciting to be leading the way in an industry
transformation that will change how the world looks at IT.”

Routes to Value

Service Level Management

Asset Management & Discovery

Incident & Problem Management

Change & Configuration
Management

Infrastructure & Application
Management

Capacity Management
& Provisioning

Service Impact &
Event Management

Identity Management
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passion in working with customers is the driving force behind
aspect of our business. Our BSM strategy, Routes to Value and
Atrium are gaining wide acceptance from our customers who

look to BMC for answers to their toughest business challenges.”
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Working up te our potential

Our strategy and tactics are in place. Now it's time to execute. How? We have added new
leadership and focus, have made significant technology advances, and have the right team

in place to reach our long-term goals. Qur core internal processes are aligned with our customer-
facing activities, and support the changes we have made to our sales engagement model.

Critical to our long-term strategy is the rapid and seamless implementation of the BMC Atrium
architecture. The real power of BSM is getting all the pieces to interact quickly and effectively.

We must make sure that our customers have no doubt that BMC Atrium is robust and fiexible

enough to meet and exceed the CIO’s performance expectations.

Going forward, we will continue to develop products and solutions that make it easier for our
customers to respond to rapid change in their businesses. By the same token, we will continue
to develop the appropriate partnerships and pursue acquisitions that enhance our product and
service offerings as our market evolves.

Additionally, an important element of our BSM strategy is to deliver best practices for each of
our solution areas. To this end, we’ve increased our investment in delivering thought leadership
and consultative services, including education, as part of our solution delivery approach. A key
area of focus is in the IT Infrastructure Library (ITIL)-related service management best practices
- hot buttons for many CIOs seeking greater cost efficiencies and system-wide transparency.

Putting it all together, in fiscal 2006, we are repositioning the BMC brand to support

the advances we have made as a company. Part of this will include a straightforward product
naming structure and a new compelling way to clearly articulate our vision to the marketplace.
This effort is focused on differentiating our company, our solutions and our services in our
markets, and communicating our ability to drive business value through IT.

One advantage we have is momentum. Our BSM strategy gained wider market acceptance in
fiscal 2005 as evidenced by our strong partnerships, feedback received from our customers and
emulation in the marketplace. Several hundred transactions relating to BSM were completed

in fiscal 2005 with some of the largest companies in the world. Furthermore, we also presented
more than 300 BSM briefings to interested customers, 90 percent of whom have indicated that
they will begin BSM implementation within the next 12 months. Our customers see the big pic-
ture potential of BSM and are moving forward with BSM deployments.
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Maintaining our base, growing our future
What's next? QOur rich heritage in mainframe and distributed systems has given us the
experience, technology and foresight to lay the foundation for the company’s next 25
years. We have taken what we do best, combined it with a visionary methodology and
new technologies, and are providing our customers with a real way to use IT to further
their business. Our competitive strength lies in our ability to deliver true BSM IT-business
alignment through the broadest, most innovative and integrated solutions on the market.
And we’re just getting started.

Over the past year, we built out our Change and Configuration Management RTV with the
Marimba acquisition, the release of two discovery technologies and the integrations of these
products into the BMC Atrium CMDB. We augmented our investment in ldentity Management
with the acquisitions of Calendra and OpenNetwork. We are continuing to invest more in our
highest growth businesses — Service Management and ldentity Management.

Our customers seek solutions that will help them ensure IT service levels and enable them to
discover, understand, model, respond to and track IT system problems and business service
failures. Our BMC® Remedy® Service Management portfolio of products does just that, while
speeding a customer’s ability to attain BSM. These solutions not only streamline IT service
desk processes, they also facilitate understanding of the impact of technology changes on the
business and vice versa — in real time and into the future. Service levels can be defined and
measured and end-user experience optimized. Current and future infrastructure investments
can be balanced. These capabilities are all pivotal to the delivery of true BSM. We believe
there is a tremendous opportunity for significant growth in Service Management.

Identity Management is a necessity of the times. IT architectures have grown to dizzying
complexity as businesses change, merge and grow. They may consist of thousands of
PCs, servers, networked devices and applications. Employees come and go. To add further
complication, new regulatory requirements dictate that auditors verify there are checks in
place to ensure confidentiality, integrity and availability. These are just a few of the drivers
in ldentity Management. We expect our experience in the ldentity Provisioning segment of
this market and our recent acquisitions to drive our leadership in this key market space.

At BMC, we see great opportunity — with BSM, with our technology innovations and with
our focus on these high growth areas. We believe the hard work we have put into reshaping
the company will pay great dividends as we move forward in fiscal 2006 and beyond.




@Ve have the Jleaderchip, experience and focus to successfully |
excCUle our fong-term strategy. The proven industry veteranswe |

have added Ty engthen our team and have us well prepared

to take BSM and BMC to new heights. We are proud of our rich

heritage and look forward to the next 25 years.”

senior Vice President of Admipistrtation |

S




BMC Software |

BOARD OF DIRECTORS

h
B. Garland Cupp, Chairman of the Board
Jon E. Barfield
John W. Barte
Robert E. Beauchamp, President
and Chief Executlve Officer
Meldon K. Gafner
Lew W. Gray
P. Thomas Jenklns
Louis J. La\ngne Jr.
Kathleen A, O'Neil
George F. Raymond
Tom C. Tinsley

Bozrd Zomm tises

Audit Committee

George F. Haymond, Chairman
Jon E. Barfield

Louis J. Lavigne, Jr.

Kathleen A: O'Neil

Compensation Committéﬂe’
Meldon K. Gafner, Chairman
Lew W. Gray

“P. Thomas Jenkins

Tom C. Tinsley

Corporate Governance and
Nominating Committee
John W. Barter, Chairman
Jon E. Barfield

B. Garland Cupp

Kathleen A. O'Neil

Mergers & Acquisitions Committee
P. Thomas Jenkins, Chairman

John W. Barter

B. Garland Cupp

Louis J. Lavigne, Jr.

Tom C. Tinsley

Business Overview

2-10

Managemefnt's Discussion and Analysis of Financial Condition and Results of Operations 10-35

Certain RislT(s and Uncertainties 35-44
Controls and Procedures 45-49
Financial Statements 53-61
Managéfment’s Report on Internal Control Over Financial Reporting 53-54
Reports of Independent Registered Public Accounting Firm 55-57
Consolibated Balance Sheets 58
Consoli:dated Statements of Operations & Comprehensive Income (Loss) 59
Consolidated Statements of Stockholders’ Equity 60
Consolldated Statements of Cash Flows 61
Notes to Consolldated Financial Statements 62-95

Certlflcatlon - CEO
Certlflcatlon CFO

!

‘[ T~

Inside Back Cover
Inside Back Cover




UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K N

(MARK ONE) ,é_'\\,/ '

(T \QO
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) %ﬁ}’ SORVED NG
OF THE SECURITIES EXCHANGE ACT OF 1934 ’// s

For the fiscal year ended March 31, 2005 i: L JUL
OR &
-
0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) Q\i\o\ i€
OF THE SECURITIES EXCHANGE ACT OF 1934 "\
v

For the transition period from to

Commission File Number 001-16393

BMC Software, Inc.

(Exact name of registrant as spectfied in its charter)

Delaware 74-2126120

(State or other jurisdiction of (1.R.S. Employer
incorporation or organization) ldentification No.)

2101 City West Boulevard 77042-2827
Houston, Texas (Zip code)
(Address of principal executive offices)

Registrant’s telephone number, including area code:(713) 918-8800
Securities Registered Pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on Which Registered
Common Stock, par value $.01 per share New York Stock Exchange

Securities Registered Pursuant to Section 12(g) of the Act: None

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

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will
not be contained, to the best of Registrant’s knowledge, in definitive proxy or information statements incorporated by reference in
Part I1I of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act). Yesx] No[
The aggregate market value of the registrant’s voting stock held by non-affiliates of the registrant, based upon the last reported sale

price of the registrant’s common stock on September 30, 2004 was $3,499.415,581. As of June 22, 2005, there were outstanding
217,252 060 shares of common stock, par value $.01, of the registrant.

Documents Incorporated by Reference

Portions of the following documents are incorporated by reference in this report: Definitive Proxy Statement filed in connection
with the registrant’s Annual Meeting of Stockholders currently scheduled to be held on August 23, 2005 (Part III of this Report).

Such Proxy Statement shall be deemed to have been “filed” only to the extent portions thereof are expressly incorporated
by reference.




TABLE OF CONTENTS

Page
PART [
ITEM I, BUSINESS ..ot e e e e e e e e e e 2
ITEM 2. PrOperties . ...ttt ettt et e e e e e e e e e e e 7
ITEM 3. Legal Proceedings .............. e 7
ITEM 4.  Submission of Matters to a Vote of Security Holders. . .......... ... ... ............ 8
PART I
ITEM 5.  Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities . ............ouiiiiit i 8
ITEM 6.  Selected Financial Data ......... ... i
ITEM 7. Management’s Discussion and Analysis of Financial Condition and Results of
OPETALIONS . . ottt ittt e e e et et e e e e 10
ITEM7A. Quantitative and Qualitative Disclosures about Market Risk........................ 44
ITEM 8.  Financial Statements and Supplementary Data .......... ... ... . ... . ... ...... 45
ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial
DUSCIOSUTE . .o 45
ITEMOSA. Controls and Procedures . ....... ... i e 45
PART I
ITEM 10. Directors and Executive Officers of the Registrant . ......... ... oo, 49
ITEM 11. Executive COMPENSAION . . . ..ottt ettt et e et e e et e e 49
ITEM 12. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters ... ... ..ottt e e 49
ITEM 13. Certain Relationships and Related Transactions ............ ... . ... ... ......... 49
ITEM 14. Principal Accountant Fees and Services .. .......... oo, 49
PART IV
ITEM 15. Exhibits and Financial Statement Schedules ........ .. ... ... ... ... ... ... ... 50
A £ 0 L0 4 97

This Annual Report on Form 10-K contains certain forward-looking statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended, which are identified by the use of the words “believe,” “expect,” “anticipate,” “will,”
“contemplate,” “would” and similar expressions that contemplate future events. Numerous important factors,
risks and uncertainties affect our operating results, including, without limitation, those contained in this
Report, and could cause our actual results to differ materially from the results implied by these or any other
forward-looking statements made by us or on our behalf. There can be no assurance that future results will
meet expectations. You should pay particular attention to the important risk factors and cautionary statements
described in the section of this Report entitled Management’s Discussion and Analysis of Financial Condition
and Results of Operations — Certain Risks and Uncertainties. You should also carefully review the cautionary
statements described in the other documents we file from time to time with the Securities and Exchange
Commission (SEC), specifically all Quarterly Reports on Form 10-Q and Current Reports on Form 8-K.
Information contained on our website is not part of this Report.




PART I

ITEM 1. Business
Overview

BMC Software is one of the world’s largest independent software vendors. Delivering Business Service
Management, we provide software solutions that empower companies to manage their information technology
(IT) infrastructure from a business perspective. Our extensive portfolio of software solutions spans enterprise
systems, applications, databases and service management. We were organized as a Texas corporation in 1980
and were reincorporated in Delaware in July 1988. Our principal corporate offices are located at
2101 CityWest Boulevard, Houston, Texas 77042-2827. Our telephone number is (713) 918-8800, and our
primary internet address is http://www.bmc.com.

We file annual, quarterly and current reports, proxy statements and other information with the SEC.
These filings and all related amendments are available free of charge at our website at
http://www.bmc.com/investors. We will post all of our SEC documents to our website as soon as reasonably
practicable after such material is electronically filed with, or furnished to, the SEC. Our corporate governance
guidelines and charters of key Board of Directors committees are also available on our website, as is our code
of business conduct and ethics. Printed copies of each of these documents are available to stockholders upon
request by contacting our investor relations department at (800) 841-2031 ext. 4525 or via email at
investor@bmc.com.

Strategy

BMC Software’s strategy is to provide software solutions to I'T and business organizations for managing
critical applications and infrastructure. Qur solutions enable our customers to reliably and cost effectively align
the technologies they use with the objectives of the customers they support. Essentially, we help our customers
serve their own customers better. BMC Software was the first major enterprise software provider to adopt the
business service management (BSM) strategy. This strategy resonates with customers. Industry analysts say
that while our competitors label their attempts to emulate our strategy business service management, BMC
Software is leading the industry in delivering on this promise to our customers. We strive to keep our suite of
solutions more comprehensive so that we can help our customers manage even the most diverse infrastructure
configurations and more innovative so that we can help our customers stay ahead of their own competition.

Helping our customers align their IT infrastructure and operations with the needs of their business
requires a robust structure that can be adopted universally or incrementally. To accomplish this, we focus on
eight solution areas that are proven paths for BSM implementation. Focusing on these eight “Routes to
Value,” we work with customers, partners and systems integrators to solve critical IT and business alignment
issues. The Routes to Value include Incident & Problem Management, Asset Management & Discovery,
Identity Management, Service Impact & Event Management, Service Level Management, Capacity Manage-
ment & Provisioning, Infrastructure & Application Management and Change & Configuration Management.
Underlying these solutions is a family of enabling technologies called BMC® Atrium that provide information
sharing and centralized management across our solutions and other providers’ products. One of the key
components of BMC Atrium is the Configuration Management Database (CMDB), which was released in
January 2005. The BMC Atrium CMDB is an open-architected, intelligent data repository that provides a
working model of a customer’s IT infrastructure. Through this model, the CMDB allows customers to link
together new and legacy technologies so that they can have a single view of the business impact that
IT changes are causing.

A critical element of our BSM strategy is to provide best practices for each of our key solution areas. To
do this, we have increased our investment in delivering thought leadership and consultative services, including
education, as part of our solution delivery approach. One of our key areas of focus is providing best practices
consistent with the IT Infrastructure Library (ITIL). ITIL is the most widely adopted IT-related best
practice framework that has been developing in the 1T community for approximately 20 years. In response to
customer requests, we are also investing in, developing and marketing solutions that address the challenges of
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audit and reguiatory compliance affecting the IT organization. Our BSM Routes to Value support our
IT Infrastructure Library best practices and assist in addressing issues around compliance.

BMC Software’s competitive strength is our ability to offer a broad set of innovative and integrated
solutions to the market that deliver I'T and business alignment. During the past year we strengthened our BSM
offerings through both acquisitions and internal development. The acquisition of Marimba® strengthens our
change and configuration management offerings, while the acquisitions of Calendra and OpenNetwork
Technologies® strengthen our identity management offerings. During the past year we released innovative
discovery technologies and integrated our BSM offerings with the introduction of the BMC Atrium CMDB.
Through these acquisitions and integrations with our software, we provide our customers more complete
solutions that dramatically lessen their integration and support costs. Our acquisitions are discussed in more
detail under Management’s Discussion and Analysis of Financial Condition and Results of Operations —
Acquisitions.

Our BSM strategy gained momentum in the market during fiscal 2005. This is demonstrated by our
strong partnerships with industry-leading companies and by the feedback we are getting from our customers in
the form of completed transactions. We completed numerous BSM-related transactions in fiscal 2005 with
some of the largest companies in the world. BSM is a multi-year investment for our customers and for us.
Going forward we will continue to develop products and solutions that make it easier for our customers to
respond to the rapid changes in their businesses. We will also continue to develop partnerships and pursue
acquisition opportunities as the market evolves.

Products

During fiscal 2005, we managed our business along the following broad product categories: Mainframe
Management, Distributed Systems Management, Service Management and Identity Management. For
financial information related to these product categories, see Note 10 to the accompanying Consolidated
Financial Statements.

Mainframe Management

Our Mainframe Management solutions provide intelligent automated tools that not only optimize the
availability and throughput of customers’ mainframe environments, but also enable our customers to
effectively exploit this technology to meet their business needs. The Mainframe Management segment
includes our MAINVIEW® solutions, which manage, automate and optimize the depth and breadth of z/OS,
DB2, CICS, IMS, Linux, middleware, the Web and storage. This segment also includes our industry-leading
SmartDBA® solutions that manage and recover DB2 and IMS databases. Our Mainframe Management
solutions contributed approximately 45%, 38% and 34% of our license revenues in fiscal 2003, 2004 and 2005,
respectively.

Distributed Systems Management

Our Distributed Systems Management solutions include our PATROL® solutions that manage IT infra-
structure in distributed computing environments; our SmartDBA solutions that manage Oracle, DB2 UDB,
MS SQL Server and Sybase databases; our jobs scheduling and output management products;, our
applications management solutions that manage SAP and Siebel environments; and our Enterprise Perform-
ance Assurance® solutions that optimize system performance and capacity planning. Our Distributed Systems
Management solutions contributed approximately 45%, 41% and 37% of our license revenues in fiscal 2003,
2004 and 2005, respectively.

Service Management

Our Service Management solutions enable customers to ensure IT service levels and to discover,
understand, model, respond to and track IT system problems and business services failures. The Service
Management segment includes Service Delivery Management, Service Impact Management, 1T Service
Management for the Enterprise, IT Service Support for the Small & Mid-sized Business, IT Service
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Management for Outsourcers, IT Discovery and Software Configuration Management. Qur Service Manage-
ment solutions contributed approximately 6% of our license revenues in fiscal 2003, including only four
months of revenues from our Remedy® products after that acquisition, and contributed 19% and 27% of our
license revenues in fiscal 2004 and 2005, respectively, including the impact of the Magic and Marimba
acquisitions during those years, respectively.

Identity Management

Our Identity Management solutions manage identities and access requirements to strengthen the overall
security of our customers’ 1T systems and improve their ability to meet regulatory compliance requirements.
The BMC Software Identity Management suite is comprised of proven, scalable, integrated products to
facilitate enterprise directory management and visualization, web access control, user administration and
provisioning, password management and audit and compliance management. Our customers rely on
BMC Software Identity Management solutions in some of the largest, most complex and challenging
environments. This segment contributed approximately 3%, 2% and 2% of our license revenues in fiscal 2003,
2004 and 2005, respectively.

Sales and Marketing

We market and sell our products in most major world markets directly through our sales force and
indirectly through channel partners, including resellers, distributors and systems integrators. Our sales force
includes an inside sales division which provides us a lower-cost channel for additional sales into existing
customers and for expanding our customer base.

International Operations

Approximately 47%, 48% and 48% of our total revenues in fiscal 2003, 2004 and 2005, respectively, were
derived from business outside the United States. Revenues from our foreign subsidiaries are denominated in
local currencies, as are operating expenses incurred in these locales. To date, we have not had any material
foreign currency exchange gains or losses. For a discussion of our currency hedging program and the impact of
currency fluctuations on international license revenues in fiscal 2004 and 2005, see Management’s Discussion
and Analysis of Financial Condition and Results of Operations — Product License Revenues; Quantitative
and Qualitative Disclosures about Market Risk and Note 1(g) to the accompanying Consolidated Financial
Statements. We have not previously experienced any difficulties in exporting our products, but no assurances
can be given that such difficulties will not occur in the future. For additional financial information regarding
our domestic and international operations, see Management’s Discussion and Analysis of Financial Condition
and Results of Operations —— Revenues and Note 10 to the accompanying Consolidated Financial Statements.

We are a global company conducting sales, sales support, product development and support, marketing
and product distribution services from numerous international offices. In addition to our sales offices located
in major economic centers around the world, we also conduct development activities in Israel, India, France
and Belgium, as well as in small offices in other locations. We plan to continue to look for opportunities to
efficiently expand our operations in international locations that offer highly talented resources as a way to
maximize our global competitiveness. For a discussion of various unusual risks associated with our global
operations and investments, see Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Certain Risks and Uncertainties — Risks related to global operations.

Maintenance, Enhancement and Support Services

Revenues from providing maintenance, enhancement and support services (collectively, maintenance)
comprised 48%, 53% and 56% of our total revenues in fiscal 2003, 2004 and 2005, respectively. Payment of
maintenance, enhancement and support fees generally entitles a customer to telephone and Internet support
and problem resolution services, including proactive notification, electronic support requests and a resolution
database, and enhanced versions of products released during the maintenance period, including new versions
necessary to run with the most current releases of the operating systems, databases and other software
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supported by our products. Such maintenance fees are an important source of recurring revenue to us, and we
invest significant resources in providing maintenance services and new product versions. Customers continue
to enroll in our maintenance, enhancement and support program because they require forward compatibility
and enhanced product features when they install new versions of the operating systems, databases and other
software supported by our products. Our customers also value the immediate problem resolution provided,
because they use our products to manage their business-critical IT systems.

Professional Services

Our professional services group consists of a worldwide team of experienced software consultants who
provide implementation, integration and education services related to our products. By easing the implementa-
tion of our products, these services help our customers accelerate the time to value. By improving the overall
customer experience, these services also drive future software license transactions with these customers.
Professional services contributed approximately 6% of our revenues for each of fiscal 2003, 2004 and 2005.

Product Pricing and Licensing

Our software solutions are licensed under multiple license types using a variety of business metrics. We
have historically licensed our software primarily on a perpetual basis; however, we also provide customers the
right to use our software for a defined period of time, which is referred to as a term contract. Under a term
contract, the customer receives the license rights to use the software, combined with the related maintenance,
enhancement and support services, for the term of the contract. Some of our more common perpetual
licensing models are as follows:

 Enterprise license — a license to use one or more products across a customer’s enterprise, usually
subject to capacity limits. Capacity can be measured in many ways, including mainframe computing
capacity, number of servers, number of users or number of gigabytes, among others. Additional license
fee prices are specified in the enterprise license agreement and are typically paid on an annual basis in
the event a customer exceeds their agreed capacity.

» Capacity license — a license to use one or more products up to a specific license capacity. To use the
products on additional capacity in excess of the original license, additional license fees would have to
be agreed to as part of another license transaction.

For a discussion of our revenue recognition policies and the impact of our licensing models on revenue,
see Management’s Discussion and Analysis of Financial Condition and Results of Operations — Critical
Accounting Policies and — Product License Revenues and Note 1(i) to the accompanying Consolidated
Financial Statements.

We make extended payment terms for our products and services available for qualifying transactions. By
providing such financing, we allow our customers to better manage their IT expenditures and cash flows. Our
financing program is discussed in further detail below under Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Liquidity and Capital Resources.

Research and Development

In fiscal 2003, 2004 and 20035, research and development expenses represented 16%, 18% and 15% of our
total revenues, respectively. These costs relate primarily to the compensation of research and development
personnel for the work they perform before products reach the point of technological feasibility. Although we
develop many of our products internally, we may acquire technology through business combinations or
through licensing from third parties when appropriate. Our expenditures on research and development
activities in the last three fiscal years are discussed below under Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Research and Development.

We conduct research and development activities in Houston and Austin, Texas, Waltham, Massachu-
setts, Sunnyvale, California, Israel, India, France and Belgium, as well as in small offices in other locations
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around the world. Product manufacturing and distribution is based in Houston, Texas, with European
manufacturing and distribution based in Dublin, Ireland.

Seasonality

We tend to experience a higher volume of transactions and associated revenues in the quarter ending
December 31, which is our third fiscal quarter, and the quarter ending March 31, which is our fourth fiscal
quarter, as a result of our customers’ spending patterns and our annual sales quota incentives. As a result of
this seasonality for license transactions, we tend to have greater operating cash flow in our first and fourth
fiscal quarters.

Competition

The enterprise management software business is highly competitive. Our largest competitors are IBM,
Computer Associates and Hewlett Packard (HP). In addition, there are numerous independent software
companies that compete with one or more of our software solutions. Although we believe we are uniquely
positioned to offer BSM solutions to customers, several of our major competitors have begun to market BSM-
like solutions, and we anticipate continued competition in the BSM marketplace. Although no company
competes with us across our entire software solution line, we consider at least 100 firms to be directly
competitive with one or more of our enterprise software solutions. Some of these companies have substantially
larger operations than ours in the specific markets in which we compete. In addition, the software industry is
experiencing continued consolidation.

We believe that because we provide enterprise management solutions across multiple platforms we are
better positioned to provide customers with comprehensive management solutions for their complex multi-
vendor IT environments than integrated hardware and software companies like IBM. Certain of our solutions
in the Mainframe Management product group compete directly with IBM, primarily with IBM’s IMS and
DB2 database management systems, and its IMS/TM and CICS transaction managers. Some of our
solutions, including our core IMS and DB?2 database tools and utilities, are essentially improved versions of
system software utilities that are provided as part of these integrated IBM system software products. IBM also
markets separately priced competing utilities in addition to its base utilities. To date, our solutions have
competed well against IBM’s solutions because we have developed advanced automation and artificial
intelligence features and our utilities have maintained a speed advantage. IBM continues, directly and through
third parties, to enhance and market its utilities for IMS and DB2 as lower cost alternatives to the solutions
provided by us and other independent software vendors. Although such utilities are currently less functional
than our solutions, IBM continues to invest in the IMS and DB2 utility market and appears to be committed
to competing in these markets. If IBM is successful with its efforts to achieve performance and functional
equivalence with our IMS, DB2 and other products at a lower cost, our business would be materially adversely
affected. In addition, IBM acquired Candle Corporation whose products compete primarily with our
MAINVIEW products, our mainframe monitoring product line. As a large hardware vendor and outsourcer of
IT services, IBM has the ability to bundle its other goods and services with its software and offer packaged
solutions to customers, which could result in increased pricing pressure.

We believe that the key criteria considered by potential purchasers of our products are as follows:
operational advantages and cost savings provided; expected return on investment; product quality and
capability; product price and the terms on which the product is licensed; ease of integration of the product with
the purchaser’s existing systems; ease of product installation and use; and quality of support and product
documentation. Because potential purchasers of our products typically acquire such software to manage
critical IT systems, they often consider the market experience and financial health of the vendor in making
their purchasing decision.

Customers

No single customer accounted for a material portion of our revenues during any of the past three fiscal
years. Our software products are generally used in a broad range of industries, businesses and applications. Qur
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customers include manufacturers, telecommunications companies, financial service providers, educational
institutions, retailers, distributors, hospitals, service providers, government agencies and value-added resellers.

Intellectual Property

We distribute our products in object code form and rely upon contract, trade secret, copyright and patent
laws to protect our intellectual property. The license agreements under which customers use our products
restrict the customer’s use to its own operations and prohibit disclosure to third persons. We distribute certain
of our products on a shrink-wrap basis, and the enforceability of such restrictions in a shrink-wrap license is
unproven in certain jurisdictions. Also, notwithstanding these restrictions, it is possible for other persons to
obtain copies of our products in object code form. We believe that obtaining such copies would have limited
value without access to the product’s source code, which we keep highly confidential. In addition, we employ
protective measures such as CPU dependent passwords, expiring passwords and time-based trials.

Employees

As of March 31, 2005, we had 6,505 full-time employees. Subsequent to that date, we implemented a
plan to eliminate 825 to 875 employee positions as discussed below under Management’s Discussion and
Analysis of Financial Condition and Results of Operations — Operating Expenses and Note 12 to the
accompanying Consolidated Financial Statements. Notwithstanding our recent reduction in workforce, we
believe that our continued success will depend in part on our ability to attract and retain highly skilled
technical, sales, marketing and management personnel.

ITEM 2. Properties

Our headquarters and principal marketing and product development operations are located in Houston,
Texas, where we own four office buildings totaling approximately 1,515,000 square feet, of which we occupy
approximately 41%. We lease a portion of the remaining space to third parties. We also maintain development
and sales organizations in various locations around the world where we lease the necessary facilities. A
summary of our principal leased properties currently in use is as follows:

Location Area (sq. ft) Lease Expiration
Austin, Texas. . ... 192,258 December 31, 2013
Tel Aviv, Israel ... ... ... . . e 166,513 August 1, 2012
Sunnyvale, California ........... ... ... ... .. ... . ... ... 120,000 April 30, 2009
Pune,India ....... ... ... ... . . . . ... 118,121 May 31, 2006
Pleasanton, California . .......... ... .. ... .. .. ... .. .. .... 71,866 Qctober 31, 2013
Milan, Ttaly ........ . 54,896 January 31, 2006
Suresnes, France .. ... ... .. ... 52,305 QOctober 31, 2008
Amsterdam, The Netherlands .. ............ . ... .. ....... 51,968 June 30, 2010
Waltham, Massachusetts .................. .. ........... 50,572 August 31, 2009

ITEM 3. Legal Proceedings

In January 2003, we filed a complaint against NetIQ Corporation (NetlQ) in the United States District
Court of the Southern District of Texas, Houston Division, alleging that one or more of NetlQ’s software
products and their use infringe a valid U.S. patent held by us and one or more of our trademarks. In August
2003, the Court ordered the case stayed pending arbitration. In September 2003, we filed a Statement of
Claim with the American Arbitration Association asserting our claims of patent infringement, subject to our
objections to the arbitration proceeding. We are seeking to enjoin NetlQ’s current and future infringement of
our patent and to recover compensatory damages and enhanced damages, interest, costs and fees. In
November 2003, NetlQ filed a counterclaim with the American Arbitration Association against us alleging
patent infringement. We have denied that we infringe any valid claim of the NetlQ patent, which forms the
basis of NetlQ’s counterclaim. In November 2004, we were awarded an interim ruling from the arbitration
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panel that eliminates several of NetlQ’s asserted defenses in this case. In Aprl 2005, we amended our
Statement of Claim to allege that one or more of NetlQ’s software products infringe a second valid
U.S. patent held by us. Discovery is in the early stages, and a final hearing in the case is not expected before
calendar year 2006.

During the year ended March 31, 2005, we paid a settlement of $11.3 million in the previously disclosed
case with Nastel Technologies, Inc.

We are subject to various other legal proceedings and claims, either asserted or unasserted, which arise in
the ordinary course of business. We do not believe that the outcome of any of these legal matters will have a
material adverse effect on our consolidated financial position or results of operations.

ITEM 4. Submission of Matters to a Vote of Security Holders
Not Applicable.

PART I

ITEM 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Our common stock is listed on the New York Stock Exchange and trades under the symbol BMC. On
June 22, 2005 there were 1,213 holders of record of our common stock.

The following table sets forth the high and low intra-day sales prices per share of common stock for the
periods indicated.

Price Range of
Common Stock

_High  Low

FISCAL 2004
First Quarter. .. ... e e $18.82 $14.38
Second QUarer . ... .. i e e 16.60 13.40
Third Quarter . .. ... ... e e 18.75 13.18
Fourth Quarter. . ... ... i e 21.87 17.81

FISCAL 2005
First Quarter. .. ... e $20.55 $16.32
Second Quarter ........... .. i e 18.60 13.70
Third Quarter . . ... . e 19.34 15.85
Fourth Quarter. ... ... e e e 18.79 14.44

We have never declared or paid dividends to BMC Software stockholders. We do not intend to pay any
cash dividends in the foreseeable future. We currently intend to retain any future earnings otherwise available
for cash dividends on the common stock for use in our operations, for acquisitions and for stock repurchases.
See Management’s Discussion and Analysis of Financial Condition and Results of Operations — Liquidity
and Capital Resources.




ISSUER PURCHASES OF EQUITY SECURITIES
(2) (b) (c) (d)

Approximate Dollar
Total Number of Shares  Value of Shares that

Total Number of  Average Price Purchased as Part of a may yet be
Shares Paid per Publicly Announced Purchased Under
Period Purchased (1) Share Program(2) the Program(2)
January 1-31, 2005 .. ... 15,769 $17.40 — $237,416,435
February 1-28, 2005 . ... 1,094,000 $15.54 1,094,000 $220,420,832
March 1-31, 2005...... 3,306 $15.04 — $220,420,832
Total ................ 1,113,075 $15.56 1,094,000 $220,420,832

(1) Includes repurchases made pursuant to the publicly announced plan in (2) below and repurchases in
satisfaction of tax obligations upon the lapse of restrictions on employee restricted stock grants.

(2) Our Board of Directors has authorized a $1.0 billion stock repurchase program ($500.0 million
authorized ‘in April 2000 that was increased by $500.0 million in July 2002). At the end of fiscal 2005,
there was approximately $220 million remaining in this stock repurchase program and the program does
not have an expiration date. ‘

Information regarding our equity compensation plans as of March 31, 2005 is incorporated by reference
into Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

ITEM 6. Selected Financial Data

The following selected consolidated financial data presented under the captions Statement of Operations
Data and Balance Sheet Data for, and as of the end of, each of the years in the five-year period ended
March 31, 2005, are derived from the Consolidated Financial Statements of BMC Software, Inc. and its
subsidiaries. The following business combinations during the five-year period ended March 31, 2005 were
accounted for under the purchase method and, accordingly, the financial results of these acquired businesses
have been included in our financial results below from the indicated acquisition dates: Evity, Inc. in Apnil
2000, OptiSystems Solutions Ltd. in August 2000, Perform, SA in March 2001, Remedy in November 2002,
IT Masters International S.A. (IT Masters) in March 2003, Magic Solutions (Magic) in February 2004,
Marimba, Inc. (Marimba) in July 2004, Viadyne Corporation in July 2004, Corosoft Technologies in
December 2004, Calendra, SA (Calendra) in January 2005 and OpenNetwork Technologies (OpenNetwork)
in March 2005.

The operating results for fiscal 2002 below include impairment losses of $63.3 million related to acquired
technology, goodwill and other intangibles. Also, prior to April 1, 2002, we were amortizing our acquired
goodwill and intangible assets over three to five-year periods, which reflected the estimated useful lives of the
respective assets. As of April 1, 2002, we adopted Statement of Financial Accounting Standards
(SFAS) No. 142, “Goodwill and Other Intangible Assets.” In accordance with this Statement, goodwill and
those intangible assets with indefinite lives are no longer amortized but, rather, are tested for impairment
annually and when we believe an event or change in circumstance has occurred to reduce the fair value of any
of these assets below its carrying value. As such, the operating results for fiscal 2001 and 2002 include
amortization of goodwill and certain intangibles of $127.7 million and $129.5 million, respectively, that did not
continue after April 1, 2002. The operating results for fiscal 2005 include an impairment loss of $3.7 million
related to goodwill assigned to the professional services segment as discussed in Note 5 to the accompanying
Consolidated Financial Statements.

During fiscal 2002 and 2004, we implemented restructuring plans that included the involuntary
termination of employees during those years. We also exited leases in certain locations, reduced the square
footage required to operate certain locations and relocated some operations to lower cost facilities. The
operating results for fiscal 2002 and 2004 below include charges for exit costs of $52.9 million and
$110.1 million, respectively, primarily for employee severance and related costs and exited leases. The amount
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for fiscal 2002 also includes the write-off of $14.9 million of software assets associated with certain products
that were discontinued as a result of the restructuring plan in that year. Additionally, $14.1 million of
incremental depreciation expense was recorded in fiscal 2004 related to the changes in estimated depreciable
lives for leasehold improvements in locations exited and for certain information technology assets that were
eliminated as a result of the restructuring plan in that year.

The Consolidated Financial Statements for fiscal 2001 were audited by Arthur Andersen LLP,
independent public accountants. The Consolidated Financial Statements for fiscal 2002 through fiscal 2005
have been audited by Ernst & Young LLP, an independent registered public accounting firm. The selected
consolidated financial data should be read in conjunction with the Consolidated Financial Statements as of
March 31, 2004 and 2005, and for each of the three years in the period ended March 31, 2005, the
accompanying notes and the report of the independent registered public accounting firm thereon, which are
included elsewhere in this Form 10-K.

Years Ended March 31,
2001 2002 2003 2004 2005
(In millions, except per share data)

Statement of Operations Data:

Total revenues ..........coovvninn.. $1,509.6  $1,288.9  $1,326.7 $1,418.7 $1,463.0
Operating income (loss) ............. (8.5) (283.6) 21.2 (98.9) 23.2
Net earnings (loss) ................. $ 424 $(184.1) $ 480 $ (268) $ 753
Basic earnings (loss) per share ....... $ 017 § (075) $ 020 $ (0.12) $§ 034
Diluted earnings (loss) per share...... $ 017 $ (075 § 020 $ (0.12) $§ 034

Shares used in computing basic
earnings (loss) per share........... 2454 245.0 236.9 226.7 222.0

Shares used in computing diluted
earnings (loss) per share........... 252.5 245.0 237.9 226.7 224.0

As of March 31,
2001 2002 2003 2004 2005
(In millions)

Balance Sheet Data:

Cash and cash equivalents ........... $ 1460 $ 330.0 $ 5001 $ 6123 § 820.1
Marketable securities. ............... 858.0 773.7 515.2 600.7 463.0
Working capital .................... 73.7 316.2 240.6 457.0 3553
Total assets . ..., 3,033.9 2,676.2 2,920.4 3,044.8 3,298.3
Deferred revenue ................... 857.4 9433 1,168.7 1,401.6 1,632.3
Long-term obligations ............... — — — 9.9 13.6
Stockholders’ equity................. 1,815.3 1,506.6 1,383.4 1,215.2 1,261.8

ITEM 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Introduction

We begin Management’s Discussion and Analysis of Financial Condition and Results of Operations
(MD&A) with an overview to give the reader management’s perspective on our results for fiscal 2005 and our
general outlook for the next fiscal year. This is followed by a discussion of the critical accounting policies that
we believe are important to understanding the assumptions and judgments incorporated in our reported
financial results. This discussion is followed by a review of our recent, significant acquisitions. In the next
section, we discuss our Results of Operations for fiscal 2004 compared to fiscal 2003 and for fiscal 2005
compared to fiscal 2004 and present information about our operating results by quarter for fiscal 2004 and
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2005. We then discuss the impact of recently issued accounting pronouncements on our future reported results
and provide an analysis of our liquidity and capital resources. Finally, we discuss the risks and uncertainties
that we believe may adversely affect our business, financial condition and/or results of operations in the
future.

This MD&A should be read in conjunction with the other sections of this Annual Report on Form 10-K,
including Business and Selected Financial Data above and the accompanying Consolidated Financial
Statements and notes thereto. MD&A contains a number of forward-looking statements, all of which are
based on our current expectations and could be affected by the uncertainties and risk factors described
throughout this filing and particularly in the Certain Risks and Uncertainties section. Qur actual results may
differ materially from the results indicated by any forward-looking statements.

Overview

During fiscal 2005 we continued to emphasize the importance of providing the flexibility that our
customers need when it comes to structuring their license arrangements. Reflecting these customer prefer-
ences, we again saw an increase in the volume of transactions that required deferral of the license fee and
recognition of such fees ratably over the terms of the contracts. In fiscal 2005, approximately 37% of our
license bookings were deferred as compared to approximately 34% in fiscal 2004. Given the amount of license
revenue deferred during fiscal 2005, license bookings remains a key metric for us as it reflects the amount of
new license contracts signed during a given period. License bookings can be calculated from our Consolidated
Financial Statements by summing current period license revenues plus the net change in deferred license
revenue, both calculated according to U.S. generally accepted accounting principles (GAAP). Our license
bookings for fiscal 2005 declined 13% from fiscal 2004 as our Distributed Systems Management and
Mainframe Management businesses had lower license bookings, which paralleled industry performance. Our
Service Management business, the cornerstone of our BSM strategy, experienced strong license bookings
growth, primarily due to bookings for products of recently acquired businesses.

Given our outlook for IT and systems management spending and our expectations for the number and
dollar amount of license transactions that will require deferral of revenue, we estimate low single-digit license
revenue growth in fiscal 2006. To address our overall profitability, we implemented a restructuring plan
subsequent to March 31, 2005 that we believe will allow us to meet our profitability goals by reducing costs
and realigning resources to focus on growth areas. As part of this fiscal 2006 plan, we will reduce investment in
product areas that are not at acceptable profitability levels and will reduce selling, general and administrative
expenses throughout our organization. We expect that the actions taken will allow us to increase investment in
our Service Management business, which we believe will provide us future revenue growth, maintain our
strong profitability in our Mainframe Management business and improve our profitability in our Distributed
Systems Management business. This fiscal 2006 plan is discussed in greater detail under Results of Operations
below.

Another important metric for us is our cash flows from operations, which were $501.9 million for
fiscal 2005. We expect to continue to generate significant cash flows from operations, including the positive
impact (net of severance payments) we expect from the profitability improvements discussed above as a result
of the fiscal 2006 headcount reductions. The issues affecting our cash flows are discussed in greater detail
under Liquidity and Capital Resources below.

In addition to internal development, we continue to look for strategic opportunities to extend cur BSM
offerings. To this end, we remained acquisitive during fiscal 2005. Qur more significant business combinations
are discussed in greater detail under Acquisitions below.

Finally, it is important for our investors to understand that a significant portion of our operating expenses
is fixed in the short-term and we plan our expense run-rate based on our expectations of future revenues. In
addition, a significant amount of our license transactions are completed during the final weeks and days of
each quarter, and therefore we generally do not know whether revenues will have met our expectations until
after the end of the quarter. If we have a shortfall in revenues in any given quarter, there is an immediate,
sometimes significant, effect on our overall earnings.
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Industry Conditions

The worldwide market for spending on IT solutions remains weak, and we recognize that some of the
markets in which we compete are either not growing or are growing at very low rates. However, enterprises
around the world have a need for integrated systems management software to manage their complex
IT environments. We believe that companies that can provide an integrated suite of solutions that align
1T resources with the needs of the overall business will be rewarded with repeat and new customers. While we
remain optimistic about our business prospects and continue to believe that we are uniquely positioned to be
the leading provider of BSM solutions, we recognize that the systems management software marketplace is
highly competitive. We compete with a variety of software vendors, including large vendors such as IBM, HP,
Computer Associates, and a number of smaller software vendors. We compete for new customers and, from
time to time, must compete to maintain our relationships with our current customers. This competition can
lead to pricing pressure and can affect our margins. We discuss competition in greater detail under Certain
Risks and Uncertainties below.

Critical Accounting Policies

The preparation of consolidated financial statements requires us to make estimates and judgments that
affect the reported amounts of assets, liabilities, revenues and expenses. Our accounting and financial
reporting policies are in conformity with accounting principles generally accepted in the U.S. As required by
U.S. GAAP, we make and evaluate estimates and judgments on an on-going basis, including those related to
revenue recognition, capitalized software development costs, intangible assets, valuation of investments and
accounting for income taxes. We base our estimates on historical experience and on various other assumptions
that are believed to be reasonable under the circumstances, the results of which form the basis for making
judgments about amounts and timing of revenues and expenses, the carrying values of assets and the recorded
amounts of liabilities that are not readily apparent from other sources. Actual results may differ from these
estimates and such estimates may change if the underlying conditions or assumptions change. We have
discussed the development and selection of the critical accounting policies described below with the Audit
Committee of our Board of Directors, and the Audit Committee has reviewed the related disclosures below.

Revenue Recognition

We recognize revenue in accordance with American Institute of Certified Public Accountants
(AICPA) Statement of Position (SOP) 97-2, “Software Revenue Recognition,” and SOP 98-9, “Maodifica-
tion of SOP 97-2, Software Revenue Recognition, With Respect to Certain Transactions.” These Statements
provide guidance on applying generally accepted accounting principles to recognizing revenue in software
transactions. In applying these Statements, we exercise judgment in the determination of the amount of
software license, maintenance, enhancement and support (collectively, maintenance) and professional services
revenues to be recognized in each accounting period.

We recognize software license fees upon meeting all of the following four criteria: execution of the signed
contract, delivery of the underlying products to the customer and the acceptance of such products by the
customer, determination that the software license fees are fixed or determinable and determination that
collection of the software license fees is probable. If we determine that any one of the four criteria is not met,
we will defer recognition of the software license revenue until the criteria are met, as required by SOPs 97-2
and 98-9. Maintenance revenues are recognized ratably over the term of the arrangement on a straight-line
basis. Revenues from license and maintenance transactions that are financed are generally recognized in the
same manner as those requiring current payment, as we have a history of offering installment contracts to
customers and successfully enforcing original payment terms without making concessions. Because our agents,
distributors and resellers (collectively, resellers) act as the principals in the transactions with the end users of
our software and the rewards of ownership are passed to the resellers upon the execution of our arrangements
with them, we recognize revenues from transactions with resellers on a net basis (the amounts actually
received by us from the resellers). In addition, we do not offer a right of return, rotation or price protection in
our sales to resellers, and it is our policy to only accept orders from resellers that specifically name an end user.
On occasion, we have purchased goods or services for our operations from customers at or about the same time
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that we licensed our software to these customers. License revenues from such transactions represent less than
one percent of our total license revenues in any period. Revenues from professional services are recognized as
the services are performed.

When several elements, including software licenses, maintenance and professional services, are sold to a
customer through a single contract, the license revenues are recognized under the residual method, such that
the consideration is allocated to the various other elements included in the agreement based upon the vendor-
specific objective evidence of the fair value of those elements, with the residual being allocated to the licenses.
Revenues allocated to the undelivered elements of a contract are deferred until such time as those elements
are delivered, or in the case of maintenance, such revenues are recognized ratably over the maintenance term.
We have established vendor-specific objective evidence of the fair value of our maintenance through the
renewal rates in the contractual arrangements with our customers and through independent sales of
maintenance at these stated renewal rates. These renewal rates reflect a consistent relationship established by
pricing maintenance as a percentage of the discounted or undiscounted license list price. Vendor-specific
objective evidence of the fair value of professional services is based on daily rates determined from our
contracts for services alone, which are time-and-materials based. Accordingly, software license fees are
recognized under the residual method for arrangements in which the software is licensed with maintenance
and/or professional services, and where the maintenance and/or professional services are not essential to the
functionality of the delivered software. In the event a contract contains multiple elements for which we have
not established vendor-specific objective evidence of fair value, all revenues from the contract are deferred
until such evidence is established or are recognized on a ratable basis.

Capitalized Software Development Costs

Costs of internally developed software are expensed until the technological feasibility of the software
product has been established. Thereafter, software development costs are capitalized until the product’s
general release to customers in accordance with SFAS No. 86, “Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed.” Capitalized software development costs are then
amortized over the product’s estimated economic life beginning at the date of general availability of the
product to our customers. Under SFAS No. 86, we evaluate our capitalized software costs at each balance
sheet date to determine if the unamortized balance related to any given product exceeds the estimated net
realizable value of that product. Any such excess is written off through accelerated amortization in the quarter
it is identified. Determining net realizable value as defined by SFAS No. 86 requires that we make estimates
and use judgment in quantifying the appropriate amount to write off, if any. Actual amounts realized from the
software products could differ from our estimates. Also, any future changes to our product portfolio could
result in significant increases to our cost of license revenues as a result of software asset write-offs. The impact
of accelerated amortization on fiscal 2003, 2004 and 2005 results is discussed in greater detail under Results of
Operations — Cost of License Revenues below.

Acquired Tecknology, In-Process Research and Development, Goodwill and Intangible Assets

When we acquire a business, a portion of the purchase price is typically allocated to acquired technology,
in-process research and development and identifiable intangible assets, such as customer relationships. The
excess of our cost over the fair value of the net tangible and identifiable intangible assets acquired is recorded
as goodwill. The amounts allocated to acquired technology, in-process research and development and
intangible assets represent our estimates of their fair values at the acquisition date. The fair values are
estimated using the expected present value of future cash flows method of applying the income approach,
which requires us to project the related future revenues and expenses and apply an appropriate discount rate.
Once the acquired assets are recorded, we amortize the acquired technology and intangible assets with finite
lives over their estimated lives. We analyze the realizability of our acquired technology each quarter. All
goodwill and those intangibles with indefinite useful lives are not amortized, but rather are tested for
impairment annually, and when events or changes in circumstances indicate that the fair value of an intangible
asset or a reporting unit with goodwill has been reduced below carrying value. When conducting these
realizability and impairment assessments, we are required to estimate future cash flows. The estimates used in
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valuing all intangible assets, including in-process research and development, are based upon assumptions
believed to be reasonable but which are inherently uncertain and unpredictable. Assumptions may be
incomplete or inaccurate, and unanticipated events and circumstances may occur. Accordingly, actual results
may differ from the projected results used to determine fair value and to estimate useful lives. Incorrect
estimates of fair value and/or useful lives could result in impairment charges and those charges could be
material to our consolidated results of operations.

Valuation of Investments

Our investments primarily consist of marketable debt and equity securities. We account for our
marketable investments in accordance with SFAS No. 115, “Accounting for Certain Investments in Debt and
Equity Securities.” We regularly analyze our portfolio of marketable securities for impairment. This analysis
requires significant judgment. The primary factors considered when determining if an impairment charge must
be recorded because a decline in the fair value of a marketable security is other than temporary include
whether: (i) the fair value of the investment is significantly below our cost basis; (ii) the financial condition of
the issuer of the security has deteriorated; (iii) if a debt security, it is probable that we will be unable to collect
all amounts due according to the contractual terms of the security; (iv) the decline in fair value has existed for
an extended period of time; (v) if a debt security, such security has been downgraded by a rating agency; and
(vi) we have the intent and ability to retain the investment for a period of time sufficient to allow for any
anticipated recovery in market value. We have investment policies which are designed to ensure that our assets
are invested in capital-preserving securities. However, from time to time, issuer-specific and market-specific
events, as described above, could warrant an impairment write down. As the vast majority of our marketable
securities are investment-grade debt securities, we believe that any future impairment charges related to these
investments will not have a material adverse effect on our consolidated financial position or results of
operations. Marketable securities with a fair value below our cost as of March 31, 2004 and 2005 are discussed
in greater detail in Note 3 to the accompanying Consolidated Financial Statements.

Accounting for Income Taxes

We account for the effect of income taxes in accordance with SFAS No. 109, “Accounting for Income
Taxes.” Under SFAS No. 109, income tax expense or benefit is recognized for the amount of taxes payable or
refundable for the current year’s results and for deferred tax assets and liabilities related to the future tax
consequences of events that have been recognized in our consolidated financial statements or tax returns. We
are required to make significant assumptions, judgments and estimates to determine (i) our income tax
expense or benefit, (ii) our deferred tax assets and liabilities and (iii) whether a valuation allowance should be
recorded against our deferred tax assets. Our judgments, assumptions and estimates take into account current
tax laws, our interpretation of current tax laws and possible outcomes of current and future audits conducted
by domestic (including state) and foreign authorities. These factors significantly impact the amounts we
record related to income taxes. Qur assumptions, judgments and estimates related to the realizability of our
deferred tax assets take into account positive and negative evidence about possible sources of taxable income
available under the tax laws to realize the tax benefit, including projections of the amount and category of
future taxable income and the amounts that may be realized utilizing prudent and feasible tax-planning
strategies. Actual operating results and the underlying amount and category of taxable income in future years
could differ from our estimates and the related impact on our income tax expense or benefit could materially
affect our consolidated results of operations.

We are subject to routine corporate income tax audits in multiple jurisdictions and our income tax
expense includes amounts intended to satisfy income tax assessments that may result from the examination of
our tax returns that have been filed in these jurisdictions. Determining the income tax expense for these
potential assessments requires significant judgments and estimates. We evaluate our income tax contingencies
in accordance with SFAS No. 5, “Accounting for Contingencies” and have accrued for income tax
contingencies that meet both the probable and estimable criteria of SFAS No. 5. We also have various foreign
and state income tax exposures that do not meet the probable and/or estimable criteria of SFAS No. 5 and
therefore no tax expense has been accrued. The amounts ultimately paid upon resolution of these exposures
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could be materially different from the amounts previously included in our income tax expense and therefore
could have a material impact on our consolidated results of operations.

Acquisitions

In November 2002, we acquired the assets of Remedy from Peregrine Systems, Inc. for cash of
$355.0 million plus the assumption of certain labilities of Remedy. In accordance with the purchase
agreement, the cash purchase price was adjusted to $347.3 million during fiscal 2004. Integration of Remedy’s
industry-leading service desk, change management and asset management capabilities with our broad
application and component management solutions enables us to deliver end-to-end, closed-loop service
management to customers. The Remedy solutions form the core of our Service Management business which
also includes the Magic and Marimba solutions discussed below.

The acquisition of [T Masters in March 2003 for cash of $42.5 million enhances our competitive position
in the service management market. In accordance with the purchase agreement, the cash purchase price was
adjusted to $44.5 million during fiscal 2004. IT Masters’ technology combines powerful event automation and
service modeling capabilities to transform availability and performance data into detailed knowledge about the
status of business services and service level agreements.

In February 2004, we acquired the assets of Magic from Network Associates for cash of $49.3 million
plus the assumption of certain liabilities of Magic. The acquisition strengthens our leadership position in the
service management market by increasing our reach to small- and mid-market sized organizations, as Magic
had more than 4,000 customers using its service desk solutions.

The acquisition of Marimba in July 2004 for $230.3 million in cash plus stock options valued at
$20.9 million provides new and extended capabilities to our BSM offerings in the areas of change and
configuration management, security management and infrastructure management, enabling our customers to
rapidly respond to changing business requirements by re-purposing, re-provisioning and updating IT resources
to achieve required IT configurations.

In January 2005, we acquired Calendra for $33.1 million in cash, and in March 2005, we acquired the
assets of OpenNetwork for cash of $18.0 million plus the assumption of certain liabilities of OpenNetwork.
These two acquisitions complete our transition from being a point product provider in the identity
management market to a complete suite provider. The combination of our CONTROL-SA® provisioning
solution with Calendra’s state-of-the-art business process centric workflow and directory management
capabilities, eliminates integration issues typically faced by customers purchasing individual components from
multiple vendors. The OpenNetwork acquisition expands our Identity Management product suite to include
browser-based authentication and authorization solutions that enable customers to securely manage access to
Web-based applications across multiple business environments.

These transactions, along with various other immaterial technology acquisitions, have been accounted for
using the purchase accounting method, and accordingly, the financial results for these entities have been
included in our consolidated financial results since the applicable acquisition dates.

Historical Infermation

Historical performance should not be viewed as indicative of future performance, as there can be no
assurance that operating income (loss) or net earnings (loss) will be sustained at these levels. For a discussion
of factors affecting operating results, see Certain Risks and Uncertainties below.
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Results of Operations

The following table sets forth, for the fiscal years indicated, the percentages that selected items in the
accompanying Consolidated Statements of Operations and Comprehensive Income (Loss) bear to total
revenues.

Percentage of

Total Revenues
Years Ended March 31,

2003 2004 2005
Revenues:
LCemse . o ot e 45.7% 40.7% 37.4%
MaIntenance . ........iieeeit 47.9 53.3 56.3
Professional services . ........ ... . i 6.4 6.0 6.3
Total TeVenUes . . ... ittt e 100.0  100.0 100.0
Cost Of lIcense reVenUesS . .. .ot iii e e ie e 124 12.0 8.9
Cost of MAINIENANCE TEVENUES . . - . oot v et v e it ie e ie e iennanns 12.9 14.8 12.6
Cost of professional services .............ooiviiiiiinnnieennn., 6.5 5.6 6.3
Selling and marketing expenses. ....... ... ... 37.6 43.0 38.1
Research and development €Xpenses ..............covvveennnn.... 16.3 18.3 15.2
General and administrative expenses .....................ovun.... 10.8 12.3 14.6
Amortization of intangible assets ................ ... ... 0.9 0.9 1.4
Acquired research and development ............ ... .. ... .. ... ... 1.0 0.1 0.3
Impairment of goodwill ....... ... ... ... — — 0.2
Settlement of litigation. . ........ .. ... . . . — — 0.8
Total operating €Xpenses ... .......oeeiernenenenennaennon.. 98.4 107.0 98.4
Operating income (loss) ........ ... 1.6 (7.0) 1.6
Interest and other income, net ........... .. .. ... .. .. .. ... ..... - 49 49 5.4
Interest eXpense. ... ..o — (0.1) (0.1)
Gain (loss) on marketable securities and other investments .......... (1.3) 0.1 (0.2)
Other Income, NEL. . ...ttt e 3.6 4.9 5.1
Earnings (loss) before income taxes.......................... 5.2 2.1) 6.7
Income tax provision (benefit) ......... ... ... ... ... ... .. 1.6 (0.2) 1.6
Net earnings (10SS) . ... ovv vt e 36% (1.9)% 5.1%
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Revenues

We generate revenues from licensing software, providing maintenance, enhancement and support for
previously licensed products and providing professional services. We generally utilize written contracts as the
means to establish the terms and conditions by which our products, support and services are sold to our
customers.

Percentage Change

2004 2005
Years Ended March 31, Compared to  Compared to
2003 2004 2005 2003 2004
(In millions)
License:
Domestic .................... $ 3033 § 2587 § 256.2 (14.7)% (1.0)%
International ................. 302.4 318.7 290.3 5.4% (8.9)%
Total license revenues ....... 605.7 577.4 546.5 (4.7)% (5.4)%
Maintenance:
Domestic .................... 369.9 433.3 462.6 17.1% 6.8%
International ................. 265.9 323.1 361.7 21.5% 11.9%
Total maintenance revenues . . 635.8 756.4 824.3 19.0% 9.0%
Professional services:
Domestic .................... 36.3 40.6 40.2 11.8% (1.0)%
International ................. 48.9 44.3 52.0 9.4)% 17.4%
Total professional services
TEVETUES . . oo e veaneen s 85.2 84.9 92.2 (0.4)% 8.6%
Total revenues. . ............ $1,326.7 $1,418.7 $1,463.0 6.9% 3.1%

Fiscal 2004 compared to fiscal 2003. We acquired Remedy in November 2002 and Magic in
February 2004, as discussed in Note 2 to the accompanying Consolidated Financial Statements. Excluding the
impact of Remedy and Magic revenues subsequent to the acquisition dates, total revenues declined 8% in
fiscal 2004 compared to fiscal 2003 primarily as a result of a significant increase in license revenue deferrals.
License revenues during the first six months of fiscal 2004 were negatively impacted by reduced IT spending
by many of our customers, but customers were more willing to consider new IT projects and to commit to
larger transactions during the second half of fiscal 2004. The number of license transactions over $1 million
during the second half of fiscal 2004 increased 65% over the prior year, including nine license transactions over
$5 million, eight of which are being recognized over the lives of the contracts. See further detail of the impact
of the net change in deferred license revenue under Product License Revenues below. Including Remedy and
Magic revenues subsequent to the acquisition dates, total revenues increased 7% in fiscal 2004. Product
revenue growth was not materially impacted by inflation in fiscal 2004.

Fiscal 2005 compared to fiscal 2004. We acquired Marimba and other smaller companies in fiscal 2005,
as discussed in Note 2 to the accompanying Consolidated Financial Statements. Excluding the impact of
companies acquired in fiscal 2004 and 2008, total revenues declined 2% in fiscal 2005 compared to fiscal 2004
primarily as a result of a decline in license revenues. Weakness in IT spending and customer procurement
process slowdowns early in fiscal 2005 and lower license bookings for our distributed systems business
contributed to this decline. Including revenues of acquired companies, total revenues increased 3% in
fiscal 2005. Product revenue growth was not materially impacted by inflation in fiscal 2005.
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Product License Revenues

Our product license revenues primarily consist of fees related to products licensed to customers on a
perpetual basis. Product license fees can be associated with a customer’s licensing of a given software product
for the first time or with a customer’s purchase of the right to run a previously licensed product on additional
computing capacity or to add users. Our license revenues also include term license fees which are generated
when customers are granted license rights to a given software product for a defined period of time.

License bookings reflect the amount of new license contracts signed during a given period, and are
calculated as recognized license revenues plus the net change in deferred license revenue for the period.
License bookings for fiscal 2004 and 2005 were up 9% and down 13%, respectively, from the prior year periods.
We closed 86 license transactions over $1 million during fiscal 2005, including two transaction over
$10 million, a decrease from 97 such transactions, including four over $10 million, in fiscal 2004 and an
increase from 84 such transactions in fiscal 2003, including two transactions over $10 million. The total license
bookings value of these 86 transactions in fiscal 2005 was $237.7 million, including amounts recognized and
deferred, compared to $287.9 million and $252.3 million for these transactions in fiscal 2004 and 2003,
respectively.

For fiscal 2003, 2004 and 2005, our recognized revenues were impacted by the changes in our deferred
license revenue balance as follows:

Year Ended March 31,

2003 2004 2605
(In millions)
Deferrals of license revenue . ....................coiiiiinnn. $(134.6) $(239.2) $(226.1)
Recognition from deferred license revenue ................... 85.4 105.0 155.7
Net impact on recognized license revenue.................. $ (49.2) $(134.2) $ (70.4)
Deferred license revenue balance at end of year............... $ 2026 § 336.8 §$ 4072

We expect that our deferred license revenue balance will continue to grow in the near term. The primary
reasons for license revenue deferrals include customer transactions that include certain complex contractual
terms and conditions, customer transactions that include products with different maintenance pricing
methodologies, such as a license covering both Remedy products and other BMC Software products, and
customer transactions that include products with differing maintenance periods. In each of these instances, we
do not have vendor-specific objective evidence of the fair value of the maintenance and/or professional
services in the transaction, which causes the license revenues to be deferred under the residual method of
accounting for multiple element arrangements. In addition, we defer license revenues for time-based licenses
with terms of less than five years. The contract terms and conditions that result in deferral of revenue
recognition for a given transaction result from arm’s length negotiations between us and our customers. We
anticipate our transactions will increasingly include such contract terms that result in deferral of the related
license revenues as we expand our offerings to meet customers’ product, pricing and licensing needs.

Once it is determined that license revenues for a particular contract must be deferred, based on the
contractual terms and application of revenue recognition requirements to those terms, we recognize such
license revenue either ratably over the term of the contract or when the revenue recognition criteria are met.
Because of this, we generally know the timing of the subsequent recognition of license revenue at the time of
deferral. Therefore, the amount of license revenues to be recognized out of the deferred revenue balance in
each future quarter is generally predictable, and our total license revenues to be recognized each quarter
become more predictable as a larger percentage of those revenues come from the deferred license revenue
balance. As of March 31, 2005, the average remaining life of the deferred license revenue balance was
approximately three years. Of the total deferred license revenue balance at March 31, 2005, we estimate that
we will recognize license revenues of $170.3 million, $117.7 million and $119.2 million, for fiscal 2006,
fiscal 2007 and fiscal 2008 and thereafter, respectively.
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Our domestic operations generated 50%, 45% and 47% of total license revenues in fiscal 2003, 2004 and
2005, respectively. Domestic license revenues decreased 15% from fiscal 2003 to fiscal 2004 and 1% from
fiscal 2004 to fiscal 2005. Excluding the impact of acquisitions, domestic license revenues decreased 30% in
fiscal 2004 and 11% in fiscal 2005. Domestic license revenues for the mainframe data management product
line declined 20% and 11% in fiscal 2004 and 2005, respectively. Domestic license revenues for the PATROL
product line declined 23% and 28% in fiscal 2004 and 2005, respectively. The overall decline for fiscal 2004
was primarily due to the impact of deferred license revenues as discussed above, as well as an overall decrease
in license bookings in the region. In fiscal 2005, the 32% increase in domestic license revenues for our Service
Management products only partially offset the revenue declines above. Domestic license bookings were also
down in fiscal 2005.

International license revenues represented 50%, 55% and 53% of total license revenues in fiscal 2003,
2004 and 2005, respectively. International license revenues increased 5% from fiscal 2003 to fiscal 2004 and
decreased 9% from fiscal 2004 to fiscal 2005. Excluding the impact of acquisitions, international license
. revenues decreased 5% in fiscal 2004 and 12% in fiscal 2005. International license revenues increased 10% for
our PATROL products and 8% for our scheduling and output management products in fiscal 2004. These
increases were more than offset by a 16% decrease in our mainframe data management products and a 18%
decrease for our MAINVIEW products. These decreases were primarily due to the impact of increased
deferred license revenue, as discussed above. In fiscal 2003, the declines were across all product lines other
than service management and resulted primarily from weakness in certain international locations. Foreign
currency exchange rate changes increased international license revenues 9% and 4% for fiscal 2004 and 2005,
respectively, net of hedging. Excluding this currency impact, international license revenues decreased 4% and
13% for fiscal 2004 and 2005, respectively.

Maintenance, Enhancement and Support Revenues

Maintenance revenues represent the ratable recognition of fees to enroll licensed products in our software
maintenance, enhancement and support program. Maintenance enroliment generally entitles customers to
product enhancements, technical support services and ongoing compatibility with third-party operating
systems, database management systems, networks, storage systems and applications. Annual maintenance fees
are based on a percentage of the undiscounted license list price for Remedy and Magic products and the
discounted license list price for other BMC Software products. Customers are generally entitled to reduced
annual maintenance percentages for entering into long-term maintenance contracts. The majority of our
maintenance revenues are generated by such long-term contracts. Maintenance revenues also include the
ratable recognition of the bundled fees for any initial maintenance services covered by the related license
agreement.

Maintenance revenues increased 19% in fiscal 2004 and 9% in fiscal 2005, primarily as a result of the
additional maintenance revenue associated with acquired products and the continuing growth in the base of
installed Service Management products. Maintenance fees increase with new license and maintenance
agreements and as existing customers install our products on additional processing capacity or add users.
However, discounts on licensed products tend to increase at higher levels of processing capacity, so that
maintenance fees on a per unit of capacity basis are typically reduced in enterprise license agreements. These
discounts, combined with an increase in long-term maintenance contracts with reduced maintenance
percentages and our license bookings performance excluding our Service Management products, have led to
low growth rates for our maintenance revenues excluding our Service Management products. Of the total
deferred maintenance revenue balance at March 31, 2005, we expect to recognize maintenance revenues of
$563.4 million, $320.1 million, and $309.8 million for fiscal 2006, fiscal 2007 and fiscal 2008 and thereafter,
respectively.
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Product Line Revenues

Percentage Change

Years Ended March 31, Comzpoaol:d to Comzp(:ﬂ-zd to
2003 2004 2005 2003 2004
(In millions)
Mainframe Management:
Mainframe Data Management .......... $ 4244 § 3880 $§ 3702 (8.6)% (4.6)%
MAINVIEW ... ... ... .. ........... 168.8 136.8 118.9 (19.0)% (13.1)%
593.2 524.8 489.1 (11.5)% (6.8)%
Distributed Systems Management:
PATROL............ ... .. vun.. 274.9 274.7 245.5 (0.1)% (10.6)%
Distributed Systems Data Management . . 129.7 113.2 116.3 (12.7)% 2.7%
Scheduling & Output Management . .. ... 136.8 138.8 144.6 1.5% 4.2%
541.4 526.7 506.4 (2.1)Y% 39%
Service Management .................... 70.6 252.7 350.3 nm* 38.6%
Identity Management.................... 34.2 28.5 244 (16.7)% (14.4)%
Other ........ . i, 2.1 1.1 0.6 (47.6)% (45.5)%
Total license & maintenance revenues. ... $1,241.5  $1,333.8  $1,370.8 7.4% 2.8%

* not meaningful

Our solutions are broadly divided into four core product categories. The Mainframe Management product
category includes products designed for managing database management systems on mainframe platforms.
The Distributed Systems Management product category includes our systems management and monitoring,
distributed data management, scheduling and output management solutions. The Service Management
product category includes our service, change and asset management, I'T discovery and software configuration
management solutions. The Identity Management product category includes products that facilitate user
administration and provisioning, password administration, enterprise directory management, web access
control and audit and compliance management.

Our Mainframe Management solutions combined represented 48%, 39% and 36% of total software
revenues for fiscal 2003, 2004 and 2005, respectively. Total software revenues for this group declined 12%
from fiscal 2003 to fiscal 2004 and 7% from fiscal 2004 to fiscal 2005. In fiscal 2004, license and maintenance
revenues decreased for the mainframe data management product line primarily due to increased deferrals of
license revenues along with decreased license bookings due to increased competition and slower capacity
growth. MAINVIEW license and maintenance revenues also declined in fiscal 2004 due to increased
discounts. The decline in fiscal 2005 included license and maintenance revenue declines for the MAINVIEW
product line. Our past success in displacing IBM’s Candle products has reduced current opportunities for this
product line. At the same time, customer demand for capacity has slowed. Mainframe data management
license revenues also decreased consistent with the overall trends in the mainframe market.

Our Distributed Systems Management solutions combined contributed 44%, 39% and 37% of total
software revenues for fiscal 2003, 2004 and 2003, respectively. Total software revenues for this group declined
3% from fiscal 2003 to fiscal 2004 and 4% from fiscal 2004 to fiscal 2005. For fiscal 2004, a large increase in
the net change in deferred license revenues for the PATROL and Scheduling & Output Management product
lines offset the increases in license bookings for these products. This, together with a decrease in license
revenues for our distributed systems data management product line more than offset the increase in
maintenance revenues for the PATROL and scheduling & output management product lines. For fiscal 2003,
license bookings were down across all product lines in this category, resulting in decreased license revenues
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which more than offset maintenance revenue increases for all product lines. The decline in license bookings
was primarily for our Distributed Systems Data Management products as a result of increased competition
from database providers in this market and for our PATROL products as we are undergoing a product
transition for this product line, integrating our agent-based and agentless PATROL technologies.

Our Service Management solutions contributed 6% of total software revenues for fiscal 2003, including
Remedy revenues for the period from the acquisition date of November 20, 2002 through March 31, 2003 and
the impact of the purchase accounting write-down of the Remedy acquisition date deferred maintenance
revenue. Revenues from our Service Management products contributed 19% and 26% of total software
revenues for fiscal 2004 and 2005, respectively. As the acquisition of Remedy was completed during the
third quarter of fiscal 2003, a comparison of fiscal 2003 to 2004 is not meaningful. Total software revenues for
this group increased 39% from fiscal 2004 to fiscal 2005 primarily due to the acquisitions of Magic and
Marimba in the fourth quarter of fiscal 2004 and the second quarter of fiscal 2005, respectively, and growth of
Remedy’s core business.

Our Identity Management solutions contributed 3%, 2% and 2% of total software revenues for fiscal 2003,
2004 and 2005, respectively. Total software revenues for this group decreased 17% from fiscal 2003 to
fiscal 2004 and decreased 14% from fiscal 2004 to fiscal 2005. The decrease in fiscal 2004 was a result of
increased competitive pressures. An increase in maintenance revenues was more than offset by a decline in
license revenues for the year. During fiscal 2005, the identity management market continued to experience
consolidation and, as such, many of our competitors were able to offer integrated solution suites, which
customers are choosing over the point products we provided. Qur acquisitions of Calendra in January 2005 and
OpenNetwork in March 2005 completed our transition from being a point product provider in the identity
management market to a complete suite provider.

Professional Services Revenues

Professional services revenues, representing fees from implementation, integration and education services
performed during the periods represented 6% of total revenues for fiscal 2003, 2004 and 2005. Professional
services revenues remained flat from fiscal 2003 to fiscal 2004 and increased 9% from fiscal 2004 to
fiscal 2005. Excluding the impact of Remedy and Magic revenues subsequent to their acquisition dates,
professional services revenues declined by 14% in fiscal 2004. The decline in fiscal 2004 was primarily the
result of our decreased license revenues, which depressed demand for our implementation and integration
services. The increase in fiscal 2005 is primarily a result of additional revenues from Service Management
acquisitions.

Operating Expenses

Percentage Change

Years Ended March 31, Comigg‘zd to Comzfﬁ'sed to
2003 2004 2005 2003 2004
(In millions)
Cost of license revenues ......... $ 1640 §$ 169.5 § 130.3 3.4% (23.1)%
Cost of maintenance revenues. .. .. 170.9 210.3 184.7 23.1% (12.2)%
Cost of professional services . ... .. 86.8 79.2 91.8 (8.8)% 15.9%
Selling and marketing ........... 499.4 610.2 557.7 22.2% (8.6)%
Research and development . ... ... 215.8 259.5 2225 20.3% (14.3)%
General and administrative ....... 143.9 174.6 213.1 21.3% 22.1%
Amortization of intangible assets .. 12.7 133 20.7 4.7% 55.6%
Acquired research and development 12.0 1.0 4.0 OL.7)% nm
Impairment of goodwill . ......... — — 3.7 — nm
Settlement of litigation .......... — — 11.3 — nm
Total operating expenses ....... $1,305.5 $1,517.6  $1,439.8 16.2% (5.1)%
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Fiscal 2004 Exit Activities and Related Costs

During fiscal 2004, we implemented a restructuring plan that included the involuntary termination of
approximately 785 employees, primarily during the first half of the year. The workforce reduction was across
all functions and geographies and affected employees were provided cash separation packages. We also exited
leases in certain locations, reduced the square footage required to operate some locations and relocated some
operations to lower cost facilities. Charges for exit costs of $110.1 million were recorded in fiscal 2004, for
employee severance and related costs and exited leases. Additionally, $14.1 million of incremental deprecia-
tion expense was recorded during the year, related to changes in estimated depreciable lives for leasehold
improvements in locations exited and for certain information technology assets that were eliminated as a result
of the plan. These changes in estimated lives reduced basic and diluted earnings per share by $0.05 for
fiscal 2004. The expenses related to the exit activities are reflected in the accompanying Consolidated
Statements of Operations and Comprehensive Income (Loss) for fiscal 2004 as follows:

Severance

& Related Incremental
Year Ended March 31, 2004: Costs Facilities Depreciation Total

(In millions)
Cost of license revenues . ....................... $ 22 $ 84 $ 1.6 $ 122
Cost of maintenance revenues . .................. 3.5 14.2 2.8 20.5
Cost of professional services .................... 24 — — 24
Selling and marketing expenses.................. 17.5 34.0 5.0 56.5
Research and development expenses.............. 4.8 15.8 4.0 28.6
General and administrative expenses ............. 3.1 0.2 0.7 4.0
Total included in operating expenses ........... $33.5 $76.6 $14.1 $124.2

As of March 31, 2005, $41.2 million of severance and facilities costs related to actions completed under
the plan remained accrued for payment in future periods, as follows:

Balance at Cash Payments, Balance at
March 31, Charged to Adjustments Net of Sublease March 31,
2003 Expense Accretion to Estimates Income 2004
(In millions)
Severance and related costs . . $— $ 33.5 $— $— $(29.6) $ 3.9
Facilities costs ............. = 75.6 0.7 0.3 (11.9) 64.7
Total accrual ............ $— $109.1 $0.7 $0.3 $(41.5) $68.6
Balance at Effect of Cash Payments, Balance at
March 31, Adjustments Exchange Rate Net of Sublease March 31,
2004 Accretion  to Estimates Changes Income 2005
(In millions)
Severance and related costs .. .. $ 3.9 $— $(0.1) $0.2 $ (2.9) $ 1.1
Facilities costs ............... 64.7 1.8 (3.4) 0.2 (23.2) 40.1
Total accrual............... $68.6 $1.8 $(3.5) $0.4 $(26.1) $41.2

11

The amounts accrued at March 31, 2005 related to facilities costs represent the remaining fair value of
lease obligations for exited locations, as determined at the cease-use dates for those facilities, net of estimated
sublease income that could be reasonably obtained in the future, and will be paid out over the remaining lease
terms, the last of which ends in fiscal 2011. We do not expect any significant additional severance or facilities
charges related to this plan subsequent to March 31, 2005, other than potential adjustments to lease accruals
based on actual subleases differing from estimates.
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Cost of License Revenues

Beginning in fiscal 2005, we have presented the cost of license revenues separately in the accompanying
Consolidated Financial Statements. All periods presented have been reclassified for consistency. The cost of
license revenues is primarily comprised of the amortization of capitalized software development costs and the
amortization of acquired technology obtained through business combinations. The cost of license revenues for
fiscal 2004 and 2005 also included a portion of the severance and facilities costs related to exit activities
discussed under Fiscal 2004 Exit Activities and Related Costs above and in Note 11 to the accompanying
Consolidated Financial Statements. The cost of license revenues was 27%, 29% and 24% of license revenues
for fiscal 2003, 2004 and 2005, respectively, and consisted of the following:

Years Ended March 31,
2003 2004 2005
(In millions)

Amortization of capitalized software development costs ........... $107.6 $107.5 $ 749
Amortization of acquired technology ........................... 54.0 477 54.4
Expenses related to exit activities .. .........coiiviini .., — 12.2 (0.8)
Other o 2.4 2.1 1.8

$164.0 $169.5 $130.3

As discussed under Critical Accounting Policies above, we capitalize software development costs in
accordance with SFAS No. 86. The following table summarizes the amounts capitalized and amortized during
fiscal 2003, 2004 and 2005. Amortization for these periods includes amounts accelerated for certain software
products that were not expected to generate sufficient future revenues to realize the carrying value of the
assets.

Years Ended March 31,

2003 2004 2005
(In millions)
Software development costs capitalized ......................... $(88.2) $(53.3) $(61.7)
Total amortization. . ......... ... i 107.6 107.5 74.9
Net impact on operating eXpenses . ................oeeerue... $ 194 $ 542 §$ 132
Accelerated amortization included in total amortization above . .. ... $474 $191 §$§ 28

We reviewed our product portfolio during fiscal 2002 and fiscal 2003 and discontinued certain products.
To the extent that there were any capitalized software development costs remaining on the balance sheet
related to these products, we accelerated the amortization to write off these balances. The continued need to
accelerate amortization to maintain our capitalized software costs at net realizable value, the results of the
valuation performed for the Remedy acquisition that indicated a three-year life was appropriate for that
acquired technology and changes in the average life cycles for certain of our software products caused us to
evaluate the estimated economic lives for our internally developed software products. As a result of this
evaluation, we revised the estimated economic lives of certain products as of January 1, 2003, such that most
products at that date would be amortized over an estimated life of three years. These changes in estimated
economic lives resulted in an additional $12.4 million and $36.8 million of amortization expense in fiscal 2003
and fiscal 2004, respectively, and reduced basic and diluted earnings per share for the years ended March 31,
2003 and 2004 by $0.03 per share and $0.14 per share, respectively.

The decrease in software development cost capitalization from fiscal 2003 to fiscal 2004 is due to the
overall reduction in research and development headcount in early fiscal 2004, expansion of our operations into
different locations and two significant products becoming generally available during the third fiscal quarter of
2004. During fiscal 2005, capitalization has increased from those reduced levels as development has increased,
especially in the Service Management area, including acquisitions. Lower amounts capitalized in fiscal 2004,
coupled with mature products becoming fully amortized and reduced amounts of accelerated amortization,
have led to reduced amortization expense during fiscal 2005.
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Cost of Maintenance Revenues

Beginning in fiscal 2005, we have presented the cost of maintenance revenues separately in the
accompanying Consolidated Financial Statements. All periods presented have been reclassified for consis-
tency. The cost of maintenance revenues is primarily comprised of the costs associated with the customer
support and research and development personnel that provide maintenance, enhancement and support services
to our customers. The cost of maintenance revenues for fiscal 2004 and 2005 also included a portion of the
severance and facilities costs related to exit activities discussed under Exit Activities and Related Costs above
and in Note 11 to the accompanying Consolidated Financial Statements. The cost of maintenance was 27%,
28% and 22% of maintenance revenues for fiscal 2003, 2004 and 2005, respectively, and consisted of the
following:

Years Ended March 31,

2003 2004 2005
(In millions)
Cost of maintenance Services. ..........oviivrinerenennn.. $167.0 $186.2 $182.2
Expeénses related to exit activities . ..., — 20.5 (1.9)
Other .. 39 3.6 4.4

$1709 $210.3 $184.7

As a percent of maintenance revenues, cost of maintenance revenues increased in fiscal 2004 and
decreased in fiscal 2005 primarily as a result of the expenses related to exit activities in fiscal 2004, as
discussed above. The headcount reductions associated with the exit activities were completed during the first
half of fiscal 2004 and therefore the cost of maintenance services in the table above reflects the positive impact
of these reductions for a portion of fiscal 2004. A full year of benefit was realized in fiscal 2005, which was
partially offset by increases in costs for headcount added during the year from expansion into different
locations and from acquisitions.

Cost of Professional Services

The cost of professional services consists primarily of personnel costs and third-party fees associated with
implementation, integration and education services that we provide to our customers, and the related
infrastructure to support this business. Cost of professional services decreased 9% from fiscal 2003 to 2004 and
increased 16% from fiscal 2004 to fiscal 2005. Excluding the impact of Remedy and Magic expenses
subsequent to their acquisition dates, cost of professional services declined 19% from fiscal 2003 to fiscal 2004.
Excluding the impact of Remedy and Magic expenses and costs related to exit activities, cost of professional
services declined 22% from fiscal 2003 to fiscal 2004. This decrease resulted primarily from lower headcount
throughout fiscal 2004. Excluding the costs related to exit activities in fiscal 2004, the cost of professional
services increased 20% from fiscal 2004 to fiscal 2005 primarily due to increased professional services revenues
and increased utilization of third-party implementation services.

Selling and Marketing

Our selling and marketing expenses primarily include personnel and related costs, sales commissions and
costs associated with advertising, industry trade shows and sales seminars, and represented 38%, 43% and 38%
of total revenues in fiscal 2003, 2004 and 2005, respectively. Selling and marketing expenses increased 22%
from fiscal 2003 to fiscal 2004 and decreased 9% from fiscal 2004 to fiscal 2005. Excluding the impact of
Remedy and Magic expenses subsequent to their acquisition dates, selling and marketing expenses increased
9% in fiscal 2004. Excluding the impact of Remedy and Magic expenses and costs related to exit activities,
selling and marketing expenses decreased 2% from fiscal 2003 to fiscal 2004. This decline was primarily
related to decreases in personnel and travel expenses as a result of the headcount reductions early in the year
as discussed above, which were slightly offset by an increase in commissions, sales seminars and advertising
expenses. The increase in commission expense in fiscal 2004 occurred late in the fiscal year when the actual
mix of the license and maintenance components of our largest sales transactions differed from the historical
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norm, upon which the fiscal 2004 commission plan was established. Because of this shift in the license and
maintenance mix, the commission rate effectively increased during this time period.

Selling and marketing expenses declined in fiscal 2005 primarily as a result of the costs related to exit
activities in the prior year and decreased commissions expense partially offset by increased headcount and
travel costs, including acquisitions. Commission expense is down as a result of changes in our commission plan
that led to increased commissions on maintenance bookings which are initially deferred and then are expensed
as the related revenues are recognized. For fiscal 2003, 2004 and 2005, commission expense was impacted by
the changes in our deferred commissions balance (i.e., the net impact of commissions deferred and
commissions recognized out of the deferred balance) as follows:

Years Ended March 31,
2003 2004 2005
(In millions)

Net impact of change in deferred commissions on selling and
marketing eXpenses . . ... ..ottt $(0.7) $(9.0) $(44.8)

Total deferred commissions balance . ............. ... ............ $ 50 $140 §$ 588

Research and Development

Research and development expenses mainly comprise personnel costs related to software developers and
development support personnel, including software programmers, testing and quality assurance personnel and
writers of technical documentation such as product manuals and installation guides. These expenses also
include computer hardware/software costs, telecommunications and personnel expenses necessary to maintain
our research and development data processing center. Research and development expenses increased 20%
from fiscal 2003 to fiscal 2004 and decreased 14% from fiscal 2004 to fiscal 2005. Excluding the impact of
costs related to exit activities in fiscal 2004, research and development expenses increased 7% from fiscal 2003
to fiscal 2004, primarily because fiscal 2004 included a full year of Remedy costs, while fiscal 2003 included
only the expenses for the four months after the acquisition date. This was partially offset by decreased
personnel costs for the rest of BMC Software as a result of the headcount reductions early in the year as
discussed above. Research and development expenses declined in fiscal 2005 primarily as a result of the costs
related to exit activities in the prior year. Excluding the exit costs in fiscal 2004, research and development
costs decreased 4%. While we had personnel growth in lower cost locations and from acquisitions, research and
development expenses declined because more software development costs required capitalization, as discussed
under Cost of License Revenues above.

General and Administrative

General and administrative expenses are comprised primarily of compensation and personnel costs within
executive management, finance and accounting, IT, facilities management, legal and human resources. Other
costs included in general and administrative expenses are fees paid for outside legal and accounting services,
consulting projects and insurance. General and administrative expenses increased 21% from fiscal 2003 to
fiscal 2004 and 22% from fiscal 2004 to fiscal 20035. Excluding the impact of Remedy and Magic expenses
subsequent to their acquisition dates, general and administrative expenses increased 16% in fiscal 2004.
Excluding the impact of Remedy and Magic expenses and costs related to exit activities, general and
administrative expenses increased 13% in fiscal 2004. The increase included higher consulting fees, primarily
related to Sarbanes-Oxley compliance and an ongoing infrastructure software implementation, higher legal
and professional fees and an increase in bad debt expense related to maintenance billings. Excluding the exit
costs in fiscal 2004, general and administrative expenses increased 25% in fiscal 2005. This increase included
higher professional fees, consisting of legal, accounting and consulting fees primarily due to Sarbanes-Oxley
Section 404 compliance efforts, and higher personnel costs, a significant portion of which related to expanded
accounting staff. Total third-party fees incurred in fiscal 2005 related to Sarbanes-Oxley Section 404
compliance were $19.0 million, and we will continue to incur such fees at a lower level in fiscal 2006. The
increase for fiscal 2005 also included the write-off of $11.4 million of costs capitalized for an internal-use
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information technology project that was terminated before completion during the year and other internal-use
software assets.

Amortization of Intangible Assets

Under the purchase method of accounting for our business combinations, portions of the purchase prices
were allocated to intangible assets, including customer relationships, tradenames and non-compete agree-
ments. We are amortizing certain of these intangible assets over two to four-year periods, which reflect the
estimated useful lives of the respective assets. The increases in amortization expense in fiscal 2004 and 2005
were primarily due to the acquisitions during those years.

Acquired Research and Development

During fiscal 2003, 2004 and 20035, we wrote off acquired in-process research and development (IPR&D)
totaling $12.0 million in connection with the acquisition of Remedy (3% of the purchase price), $1.0 million in
connection with the acquisition of Magic (2% of the purchase price) and $4.0 million in connection with the
acquisitions of Viadyne, Calendra and OpenNetwork (collectively, 7% of the aggregate purchase price),
respectively. The amounts allocated to IPR&D represent the estimated fair values, based on risk-adjusted
cash flows and historical costs expended, related to incomplete research and development projects. At the
dates of acquisition, the development of these projects had not yet reached technological feasibility, and the
research and development in progress had no alternative future uses. Accordingly, these costs were expensed
as of the acquisition dates, during fiscal 2003, 2004 and 2005.

In making the purchase price allocations to IPR&D, we considered present value calculations of income,
analyses of project accomplishments and remaining outstanding items, assessments of overall contributions, as
well as project risks. The values assigned to purchased in-process technology were determined by estimating
the costs to develop the acquired technology into commercially viable products, estimating the resulting net
cash flows from the projects, and discounting the net cash flows to their present value. The revenue projections
used to value the in-process research and development were based on estimates of relevant market sizes and
growth factors, expected trends in technology, and the nature and expected timing of new product
introductions by us and our competitors. The resulting net cash flows from such projects are based on our
estimates of cost of sales, operating expenses and income taxes from such projects.

A risk-adjusted discount rate was applied to the cash flows of each of the products’ projected income
streams for the five years following the acquisition. These discount rates assume that the risk of revenue
streams for new technology is higher than that of existing revenue streams. The discount rates used in the
present value calculations were generally derived from a weighted average cost of capital, adjusted upward to
reflect the additional risks inherent in the development life cycle, including the useful life of the technology,
profitability levels of the technology and the uncertainty of technology advances that are known at the
transaction date. Product-specific risk includes the stages of completion of each product, the complexity of the
development work completed to date, the likelihood of achieving technological feasibility and market
acceptance.

In the present value calculation for Remedy, aggregate revenues for developed, in-process and future
products were estimated to grow at a compounded annual growth rate of approximately 15% for the five years
following acquisition, assuming the successful completion and market acceptance of the major current and
future research and development programs. The estimated revenues for the in-process projects were expected
to peak within three years of acquisition and then decline sharply as other new products and technologies are
expected to enter the market.

The estimates used in valuing IPR&D were based upon assumptions believed to be reasonable but which
are inherently uncertain and unpredictable. Assumptions may be incomplete or inaccurate, and unanticipated
events and circumstances may occur. Accordingly, actual results may differ from the projected results used to
determine fair value.
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Impairment of Goodwill

We test our goodwill for impairment during the fourth quarter of each fiscal year, after the annual
planning process is complete. Primarily due to recent operating results, including the increased use of third-
party implementation services, the projected profitability and cash flows of the professional services segment
were reduced. As a result, the goodwill of $3.7 million assigned to the professional services segment was
considered totally impaired during fiscal 2005. The fair value of the professional services reporting unit was
estimated using the expected present value of future cash flows method of applying the income approach.

Settlement of Litigation

We settled our dispute with Nastel Technologies, Inc. during fiscal 2005. The settlement payment of
$11.3 million covers all claims involved in this action.

Fiscal 2006 Exit Activities

While we remained focused on expense control throughout fiscal 2005, we implemented a plan
subsequent to March 31, 2005 that we expect will allow us to meet our profitability goals by reducing costs and
realigning resources to focus on growth areas. The fiscal 2006 plan includes the elimination of 825 to
875 employee positions around the world. We have reduced investment in product areas that are not at
acceptable profitability levels and have reduced selling, general and administrative expenses throughout our
organization. We expect that the actions taken will allow us to increase investment in our Service
Management business, which we believe will provide us future revenue growth, maintain our strong
profitability in our Mainframe Management business and improve our profitability in our Distributed Systems
Management business. Combining the expected annual cost savings from these actions and the increased
investment in growth areas, we estimate that we will achieve an annual expense reduction of approximately
$100 million relative to our projected operating expenses before our restructuring activities.

Other Income, net

Other income, net, consists primarily of interest earned on cash, cash equivalents, marketable securities
and finance receivables, rental income on owned facilities, gains and losses on marketable securities and other
investments and interest expense on capital leases. Other income, net, increased 44% from fiscal 2003 to
fiscal 2004 and increased 8% from fiscal 2004 to fiscal 2005. The increase in fiscal 2004 is primarily due to the
$2.0 million gain on the licensing of our PATROL Storage Manager product to EMC Corporation during the
year, increased investment income, including the realized recovery of marketable securities previously written
down, and an increase in rental income, which were slightly offset by $4.0 million of impairment charges
related to cost-basis investments. The increase in other income, net for fiscal 2005 is primarily due to an
$8.0 million gain realized on the sale of previously securitized finance receivables as discussed in Note 4 to the
accompanying Consolidated Financial Statements and impairment charges. These increases were partially
offset by net losses of $1.6 million on marketable securities in fiscal 2005 and a decrease as a result of the non-
recurring gain on PATROL Storage Manager in the prior year, as discussed above.

Income Tax Provision (Benefit)

We recorded an income tax expense of $21.3 million in fiscal 2003, an income tax benefit of $2.6 million
in fiscal 2004 and an income tax expense of $22.9 million in fiscal 2005. Our effective tax rates were 31%, 9%
and 23% for fiscal 2003, 2004 and 2005, respectively. Our effective tax rate is impacted primarily by the tax
effect attributable to our foreign earnings (net of U.S. tax consequences), changes in the valuation allowance
recorded against our deferred tax assets, benefits attributable to the extraterritorial income exclusion and non-
recurring adjustments to our aggregate net liabilities for income taxes. In fiscal 2003, the most significant item
impacting our effective tax rate is a tax benefit of $26.7 million recorded as a result of the reversal of a
valuation allowance that was previously recorded against our deferred tax assets, as discussed below. The other
significant item impacting our fiscal 2005 effective tax rate is an expense of $11.1 million to adjust our
aggregate net liabilities for income taxes, withholding taxes and income tax exposures that were found to be
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understated after a thorough analysis of all of our income tax accounts in the first quarter of fiscal 2005. For a
detailed analysis of the differences between the statutory and effective income tax rates, see Note 6 to the
accompanying Consolidated Financial Statements.

In evaluating our ability to realize our net deferred tax asset, we consider all available evidence, both
positive and negative, including our past operating results, the existence of cumulative losses in the most
recent fiscal years, tax planning strategies and our forecast of future taxable income. In considering these
sources of taxable income, we must make certain assumptions and judgments that are based on the plans and
estimates we use to manage our underlying business. Changes in our assumptions and estimates may
materially impact our income tax expense. During fiscal 2005, we evaluated all available positive and negative
evidence and concluded that a valuation allowance was no longer necessary, except for the specific items
totaling $5.4 million discussed below. The following evidence influenced the change in our assessment from
fiscal 2004 to fiscal 2005. We generated positive earnings before taxes in fiscal 2005 and are no longer in a
cumulative loss position when aggregating the fiscal 2003, 2004 and 2005 consolidated results of operations. In
fiscal 2004, we generated losses before taxes and were in a cumulative loss position. In addition, we can
support a large portion of our net deferred tax asset through the evaluation of prudent and feasible tax planning
strategies that would result in realization of deferred tax assets. Our tax planning strategies primarily involve
the acceleration of royalty and cost-sharing payments under agreements that are currently in place between
BMC Software and its foreign affiliates. Under these agreements, the acceleration of such payments is at our
sole discretion. Each year we must evaluate the amount of domestic deferred tax assets that could be
supported by the acceleration of these taxabie income streams. Based on the assumptions and estimates that
were determined in conjunction with the preparation of our fiscal 20035 operating results, we believe that these
tax planning strategies support more deferred tax assets than they supported at the end of fiscal 2004. In our
evaluation we also considered negative evidence such as our inability to carryback losses to earlier tax years.
After a thorough evaluation of both the positive and negative evidence, we concluded that a valuation
allowance is no longer necessary beyond the items discussed below and that our net deferred tax asset as of
March 31, 2005 is supportable. Consistent with this judgment, we recorded a $26.7 million tax benefit as part
of the total income tax expense for fiscal 2005, for the reversal of the valuation allowance previously recorded
against our deferred tax assets. We also reduced our valuation allowance and recorded an increase to
additional paid-in capital of $13.8 million for tax benefits attributable to non-qualified stock option exercises
in prior years that resided in the net operating loss carryforwards that were utilized in fiscal 2005.

SFAS No. 109 also requires the evaluation of the character of income that generated our deferred tax
assets. Our deferred tax assets include losses that are attributable to capital transactions that require future
taxable income of a specific character in order to utilize. We have maintained a valuation allowance against
this specific asset as we do not have positive evidence that supports the utilization of the capital loss. We have
also maintained a valuation allowance against a research and development credit acquired as part of the
Marimba acquisition due to various uncertainties regarding the utilization of this specific asset. We increased
our valuation allowance and recorded an increase to goodwill of $2.7 million related to this acquired asset. If
this valuation allowance is reduced in a future year, a related reduction to goodwill would be recognized. The
combined valuation allowance attributable to these two specific items is $5.4 million. We will continue to
evaluate the realizability of our net deferred tax asset on a quarterly basis. See Note 6 to the accompanying
Consolidated Financial Statements for more information regarding our deferred tax assets.

We provide for the U.S. income tax effect on the earnings of foreign subsidiaries unless they are
considered indefinitely re-invested outside of the United States. At March 31, 2003, we recorded a deferred
tax asset of $3.8 million related to excess foreign tax credits that are available to offset our U.S. income taxes
on the earnings we do not consider indefinitely re-invested under APB Opinion No. 23. As of March 31, 2005,
the cumulative earnings upon which U.S. income taxes have not been provided were approximately
$770 million. If these earnings were repatriated to the United States, or they were no longer determined to
indefinitely re-invested under APB Opinion No. 23, the potential deferred tax liability for these earnings
would be approximately $249 million without the special one-time tax deduction discussed below, assuming
full utilization of the foreign tax credits associated with these earnings.
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On October 22, 2004, President Bush signed the American Jobs Creation Act of 2004 (the Act), which
provides for a special one-time tax deduction of 85% of certain foreign earnings that are repatriated. As of
March 31, 2005, we had not decided on whether, and to what extent, we might repatriate foreign earnings
under the Act, and accordingly, the accompanying Consolidated Financial Statements do not reflect any
provision for taxes on unremitted foreign earnings available for repatriation under the Act. Since that time,
however, the U.S. Treasury Department issued additional guidance interpreting the Act and we have
completed our analysis of the Act. In June 2005, our Board of Directors approved a plan to repatriate
approximately $717 million of foreign earnings and, accordingly, we will record a tax liability and associated
tax expense of approximately $36 million related to the planned repatriation during the quarter ending
June 30, 2005.

As of March 31, 2005, we have foreign tax credit carryforwards of $17.3 million that will expire between
2012 and 2014 and research and development tax credit carryforwards of $4.5 million (net of a $2.7 million
valuation allowance) that will expire in 2021. We also have alternative minimum tax credit carryforwards of
$5.3 million that are not subject to expiration.

During fiscal 2005, we and the Internal Revenue Service Appeals Division (IRS Appeals) resolved our
income tax audits for the fiscal years ended March 31, 1998 and 1999. Accordingly, we have now closed all
federal corporate income tax audit issues for years prior to fiscal 2000. The settlement with IRS Appeals did
not have a material impact on our consolidated financial position or results of operations.

The IRS has completed its examination of our federal income tax returns filed for the tax years ended
March 31, 2000 and 2001 and issued its Revenue Agent Report. We have filed our protest letter and are
currently working with [RS Appeals to resolve the issues raised at examination. We believe that we have
meritorious defenses to the proposed adjustments, that adequate provisions for income taxes have been made
and, therefore, that the ultimate resolution of the issues will not have a material adverse impact on our
consolidated financial position or results of operations. During the quarter ended September 30, 2004, the IRS
commenced the examination of our fiscal 2002 and 2003 federal income tax returns. We believe that our
income tax provisions adequately reflect the proper amount of income tax associated with these arrangements.

Quarterly Results

The following table sets forth certain unaudited quarterly financial data for fiscal 2004 and 2005. This
information has been prepared on the same basis as the accompanying Consolidated Financial Statements and
all necessary adjustments have been included in the amounts below to present fairly the selected quarterly
information when read in conjunction with the accompanying Consolidated Financial Statements and notes
thereto.

Quarters Ended
June 30, Sept. 30, Dec. 31, Mar. 31, June 30, Sept.30, Dec.31, Mar. 31,

2003 2003 2003 2004 2004 2004 2004 2005
(In millions, except per share data)

Total revenues................ $309.9 $333.8 $374.8 $400.2 $326.0 $355.1 $386.8 $395.1
Gross profit . ................. 2062 2148 2511 287.6 2300 2540 2834  288.8
Operating income (loss) ....... (27.2) (36.7) (61.4) 26.4 127 2.2 22.5 (14.2)
Net earnings (loss) ........... $ (6.1) $(13.2) $(44.4) $ 369 $ 107 $ 127 §$ 364 $ 155
Basic EPS ................... $(0.03) $(0.06) 3$(0.20) $ 0.16 $ 005 $ 0.06 $ 0.16 $ 0.07
Diluted EPS ................. $(0.03) $(0.06) $(0.20) $ 0.16 $ 0.05 $ 0.06 $ 0.16 §$ 0.07
Shares used in computing basic

EPS ... ... . 229.6 227.1 2255 2246 2231 2226 2215 2209
Shares used in computing diluted

EPS ... ... ... ... ... 229.6  227.1 2255 2279 225.1 2239 2244 2224
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Recently Issued Accounting Pronouncements

In March 2004, the Emerging Issues Task Force (EITF) reached a consensus on Issue No. 03-1, “The
Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments.” EITF Issue
No. 03-1 provides guidance on evaluating other-than-temporary impairment for marketable debt and equity
securities accounted for under SFAS No. 115, “Accounting for Certain Investments in Debt and Equity
Securities,” as well as non-marketable equity securities accounted for under the cost method. The consensus
includes a basic three-step model to evaluate whether an investment is other-than-temporarily impaired. In
September 2004, the FASB issued FASB Staff Position (FSP) No. EITF Issue 03-1-1, “Effective Date of
Paragraphs 10 - 20 of EITF Issue No. 03-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments.” This FSP delays the effective date for the measurement and recognition
guidance contained in EITF Issue No. 03-1 until the FASB staff provides applicable implementation
guidance. This delay does not suspend the requirement to recognize other-than-temporary impairments as
required by existing authoritative literature. During the period of delay, an entity holding investments must
continue to apply relevant other-than-temporary guidance. We do not expect the new guidance to have a
material effect on our consolidated financial position or results of operations.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets,” as an
amendment of APB Opinion No. 29, “Accounting for Nonmonetary Transactions.” This Statement addresses
the measurement of exchanges of nonmonetary assets. It eliminates the exception from fair value measure-
ment for nonmonetary exchanges of similar productive assets in APB Opinion No. 29 and replaces it with an
exception for exchanges that do not have commercial substance. This Statement specifies that a nonmonetary
exchange has commercial substance if the future cash flows of the entity are expected to change significantly
as a result of the exchange. The provisions of this Statement are effective for nonmonetary asset exchanges
occurring in fiscal periods beginning after June 15, 2005 and must be applied prospectively. We do not expect
that the adoption of SFAS No. 153 will have a material effect on our consolidated financial position or results
of operations.

In December 2004, the FASB issued SFAS No. 123(R), “Share-Based Payment,” which is a revision of
SFAS No. 123, “Accounting for Stock-Based Compensation.” SFAS No. 123(R) supersedes APB Opinion
No. 25 and amends SFAS No. 95, “Statement of Cash Flows.” In April 2005, the SEC issued a rule delaying
the required adoption date for SFAS No. 123(R) to the first interim period of the first fiscal year beginning on
or after June 15, 2005. Generally, the approach in SFAS No. 123(R) is similar to the approach described in
SFAS No. 123. However, SFAS No. 123(R) requires all share-based payments to employees, including
grants of employee stock options, to be recognized in the statement of operations based on their fair values.
Pro forma disclosure is no longer an alternative. SFAS No. 123(R) permits adoption using one of two
methods: (1) a “modified prospective” method in which compensation cost is recognized beginning on the
effective date based on the requirements of SFAS No. 123(R) for all share-based payments granted after the
effective date and based on SFAS No. 123 for all awards granted to employees prior to the effective date that
remain unvested on the effective date or (2) a “modified retrospective” method which includes the
requirements of the modified prospective method, but also permits entities to restate all periods presented or
prior interim periods of the year of adoption based on the amounts previously recognized under SFAS No. 123
for purposes of pro forma disclosures. We expect to adopt SFAS No. 123(R) using the modified prospective
method as of April 1, 2006, the beginning of our fiscal 2007. We are currently evaluating option valuation
methodologies and assumptions in light of FAS 123(R) and the SEC guidance; the methodologies and
assumptions we ultimately use to adopt FAS 123(R) may be different than those currently used as discussed
in Note 1(1) to the accompanying Consolidated Financial Statements.

As permitted by SFAS No. 123, we currently account for share-based payments to employees using APB
Opinion No. 25’s intrinsic value method and, as such, generally recognize no compensation cost for employee
stock options, as the exercise prices of options granted are generally equal to the quoted market price of our
common stock on the date of grant, except in limited circumstances when stock options have been exchanged
in a business combination. Accordingly, the adoption of SFAS No. 123(R)’s fair value method will have a
significant impact on our results of operations. The impact of adoption of SFAS No. 123(R) cannot be
predicted at this time because it will depend on levels of share-based payments granted in the future.
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However, had we adopted SFAS No. 123(R) in prior periods, the impact of that standard would have
approximated the impact of SFAS No. 123 as described in the disclosure of pro forma net earnings (loss) and
earnings (loss) per share in Note 1(l) to the accompanying Consolidated Financial Statements.
SFAS No. 123(R) also requires the benefits of tax deductions in excess of recognized compensation cost to be
reported as a financing cash flow, rather than as an operating cash flow as required under current literature. In
general, this requirement would reduce net operating cash flows and increase net financing cash flows in
periods after adoption. While we cannot estimate what those amounts will be in the future (because they
depend on, among other things, when employees exercise stock options), the excess tax deductions recorded in
fiscal 2005 were $17.3 million. We did not recognize any such tax benefits for fiscal 2003 and 2004.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections —a
replacement of APB Opinion No. 20 and FASB Statement No. 3.” This Statement changes the requirements
for the accounting for and reporting of a change in accounting principle. It applies to all voluntary changes in
accounting principle and to those changes required by an accounting pronouncement when such a pronounce-
ment does not include specific transition provisions. SFAS No. 154 requires retrospective application to prior
periods’ financial statements of changes in accounting principle, unless it is impracticable to determine either
the period-specific effects or the cumulative effect of the change.

Liquidity and Capital Resources

One of our major goals is to optimize our capital structure. The key metrics we focus on in analyzing the
strength of our financial position are summarized in the tables below:
Years Ended March 31,

2003 2004 2005
(In millions)
Cash provided by operating activities . .......................... $605.6  $498.7 $501.9
Treasury stock acquired . ... . .. ... .. i 211.6 170.1 87.0
Cash paid for technology acquisitions and other investments, net of
cashacquired.. ... ... ... ... 408.2 53.8 266.1
As of March 31,
2004 2005
(In millions)
Cash, cash equivalents and marketable securities ...................... $1,213.0 $1,283.1
Trade accounts receivable, net (including current finance receivables) .. .. 348.1 343.6
Long-term trade finance receivables, net ............................. 158.7 126.1
Deferred revenue .. ... i 1,401.6 1,632.3
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Operating Activities

The table below aggregates certain line items from the accompanying Consolidated Statements of Cash
Flows to present the key items affecting our cash flows from operating activities:

Years Ended March 31,

2003 2004 2005
(In millions)

Net earnings (10SS) .. ..o vttt e $ 48.0 $(26.8) §$ 753
Adjustments to net earnings (loss) for items whose cash effects are

investing or financing cash flows............................. 281.5 266.6 227.8
Decrease in accounts receivable and finance receivables . ........ .. 1.6 231 55.0
Increase in current and long-term deferred revenue . .............. 194.0 2229 223.8
Decrease in income taxes receivable. ................. ... ... .... 52.1 2.3 33
Changes in all other operating assets and liabilities, net ........... 28.4 10.6 (83.3)

Net cash provided by operating activities. ..................... $605.6  $498.7  $501.9

» The most significant component of Adjustments to net earnings (loss) for items whose cash effects are
investing or financing cash flows is depreciation and amortization, as follows:

Years Ended March 31,

2003 2004 2005
(In millions)
Depreciation. .. ... ... ... $693 §$878 § 695
Amortization of capitalized software development costs ........... 107.6 107.5 74.9
Amortization of acquired technology and intangible assets ......... 66.7 61.0 75.1
Amortization of premiums on marketable debt securities .......... 4.7 3.1 2.2
Depreciation and amortization. .................ooviiiiian.. $248.3  $259.4  §221.7

+ In fiscal 2003, we received a tax refund of over $50.0 million.

« In fiscal 2005, we paid cash exit costs of $26.1 million, net of sublease income received, primarily
related to exited leases as discussed under Fiscal 2004 Exit Activities and Related Costs above, and
paid a litigation settlement of $11.3 million to Nastel, as discussed under Settlement of Litigation
above.

« We continue to finance our operations primarily through funds generated from operations. Our primary
source of cash is the sale of our software licenses, software maintenance and professional services. We
believe that our existing cash balances and funds to be generated from operating and investing activities
will be sufficient to meet our liquidity requirements for the foreseeable future. However, we have a
history of acquiring companies. If we were to make a significant acquisition in the future, we might find
it advantageous to utilize third-party financing sources based on factors such as our then available cash
and its source (cash held in the United States versus international locations), the cost of financing and
our internal cost of capital.
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Investing Activities

The table below aggregates certain line items from the accompanying Consolidated Statements of Cash

Flows to present the key items affecting our cash flows from investing activities:

Years Ended March 31,
2003 2004 2005
(In miflions)

Cash paid for technology acquisitions and other investments, net

of cashacquired ......... ... ... ... ... ... ... $(408.2) $ (53.8) $(266.1)
Proceeds from maturities/sales of marketable securities ........ 403.9 229.3 330.5
Purchases of marketable securities .......................... (134.1)  (322.3) (190.9)
Capitalization of software development costs.................. (88.2) (53.3) (61.7)
All other, met . .. ... ... ... .. . . (22.9) (48.3) (46.4)

Net cash used in investing activities....................... $(249.5) $(248.4) $(234.6)

During fiscal 2003, we acquired Remedy and IT Masters. In fiscal 2004, we acquired Magic and made
contractual adjustments to the purchase prices for the fiscal 2003 acquisitions. In fiscal 2005, we
acquired Marimba, Calendra, OpenNetwork and other less significant businesses. Qur acquisitions are
discussed in more detail under Acquisitions above and in Note 2 to the accompanying Consolidated
Financial Statements.

The main component of other cash used in investing activities was purchases of property and
equipment, which were primarily purchases of computer hardware and software in all years, as well as
for leasehold improvements in fiscal 2004 as a result of office relocations during that year.

Cash receipts from previously securitized finance receivables totaled $10.0 million in fiscal 2005, as
discussed under Finance Receivables below and in Note 4 to the accompanying Consolidated Financial
Statements.

Financing Activities

The table below aggregates certain line items from the accompanying Consolidated Statements of Cash

Flows to present the key items affecting our cash flows from financing activities:

Years Ended March 31,

2003 2004 2005
(In millions)
Payments on capital leases. ........... ... ... i $ — % (32) $ (5.1
Treasury stock acquired ............ ... ... .. ... ... ..., (211.6) (170.1) (87.0)
All other,met. .. ... . .. .. . 24.9 29.6 28.4
Net cash used in financing activities ....................... $(186.7) $(143.7) $(63.7)

There were no borrowings during fiscal 2003, 2004 and 2005 and the main use of cash for financing
activities was the acquisition of treasury stock in all years. During fiscal 2005, approximately
5.3 million shares of treasury stock were purchased. We plan to increase our treasury stock purchases,
subject to market conditions, other possible uses of our cash and our domestic liquidity position. See
Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities.

The exercise of stock options was the primary source of cash from financing activities.

Capital lease obligations of $17.1 million and $4.3 million were incurred during fiscal 2004 and 2003,
respectively, for computer hardware.
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Cash, Cash Equivalents and Marketable Securities

At March 31, 2005, our cash, cash equivalents and marketable securities were $1.3 billion, an increase of
$70.1 million from the March 31, 2004 balance. As discussed in more detail below, this increase is primarily
due to positive operating cash flow, which was somewhat offset by the cash funding for the Marimba,
Calendra and other acquisitions and treasury stock purchases. Approximately 82% of our cash, cash
equivalents and marketable securities at March 31, 2005 is held in international locations and was largely
generated from our international operations. Our international operations have generated approximately
$770 million of earnings for which U.S. income taxes have not been recorded. These earnings would be subject
to U.S. income tax if repatriated to the United States. The potential deferred tax liability for these earnings is
approximately $249 million without the special one-time tax deduction discussed below; however, we have not
provided a deferred tax liability on any portion of the $770 million as these earnings were considered
permanently invested outside of the U.S. During fiscal 2003, 2004 and 2005, we utilized cash held in
international locations to fund a portion of the Remedy purchase price, based upon the valuation of the foreign
assets of Remedy acquired, and the IT Masters, Magic and Calendra purchase prices.

On October 22, 2004, President Bush signed the American Jobs Creation Act of 2004 (the Act), which
provides for a special one-time tax deduction of 85% of certain foreign earnings that are repatriated. As of
March 31, 2005, we had not decided on whether, and to what extent, we might repatriate foreign earnings
under the Act, and accordingly, the accompanying Consolidated Financial Statements do not reflect any
provision for taxes on unremitted foreign earnings available for repatriation under the Act. Since that time,
however, the U.S. Treasury Department issued additional guidance interpreting the Act and we have
completed our analysis of the Act. In June 2005, our Board of Directors approved a plan to repatriate
approximately $717 million of foreign earnings and, accordingly, we will record a tax liability and associated
tax expense of approximately $36 million related to the planned repatriation during the quarter ending
June 30, 2005.

Our marketable securities are primarily investment grade and highly liquid. A significant dollar portion of
our marketable securities is invested in securities with maturities beyond one year, and while typically yielding
greater returns, investing in such securities reduces reported working capital.

Finance Receivables

We provide financing on a portion of our sales transactions to customers that meet our specified standards
of creditworthiness. Our practice of providing financing at reasonable interest rates enhances our competitive
position. We participate in established programs with third-party financial institutions to sell a significant
portion of our finance receivables, enabling us to collect cash sooner and remove credit risk. The finance
receivables are sold to third-party financial institutions on a non-recourse basis. We record such transfers of
beneficial interests in finance receivables to third-party financial institutions as sales of such finance
receivables when we have surrendered control of such receivables, including determining that such assets have
been isolated beyond our reach and the reach of our creditors. We have not guaranteed the transferred
receivables and have no obligation upon default. During fiscal 2003, 2004 and 2005, we transferred
$376.8 million, $288.7 million and $247.4 million, respectively, of such receivables through these programs.
The high credit quality of our finance receivables and the existence of these third-party facilities extend our
ability to offer financing to qualifying customers on an ongoing basis. However, to meet the needs of our
customers we have been providing more licensing options, and this increased focus on flexibility may lead to
more customer transactions where cash payments will be received over time. This flexibility may also reduce
our ability to transfer finance receivables in the future and may reduce our cash flow from operations in the
near term.

As discussed in Note 4 to the accompanying Consolidated Financial Statements, prior to fiscal 2004, we
securitized trade finance receivables from customers with investment-grade credit ratings through two
commercial paper conduit entities sponsored by third-party financial institutions. In April 2004, one of these
third-party entities sold its interests in our outstanding securitized finance receivables to the other third-party
entity, such that the senior interests in all of our outstanding securitized finance receivables were held by one
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entity. In December 2004, we purchased the senior interests from this entity at fair value, effectively
terminating our securitization arrangements. We simultaneously transferred the outstanding finance receiv-
ables that had previously been securitized to an unaffiliated financial institution on a non-recourse basis
through our existing financial subsidiary. This transfer was recorded as a sale in accordance with
SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities.” '

Treasury Stock Purchased

Our Board of Directors has authorized a $1.0 billion stock repurchase program ($500.0 million
authorized in April 2000 that was increased by $500.0 million in July 2002). During fiscal 2005, we purchased
5.3 million shares for $87.0 million. From the inception of the repurchase plan through March 31, 2005, we
have purchased 44.6 million shares for $779.6 million. See Market for Registrant’s Common Equity, Related
Stockholder Matters and Issuer Purchases of Equity Securities. The repurchase program is funded solely with
domestic cash and, therefore, affects our overall domestic versus international liquidity balances.

Contractual Obligations

The following is a summary of our contractual obligations as of March 31, 2005:
Payments due by Period

Less Than After
1 Year 1-3 Years 3-5 Years 5 Years Total

Capital lease obligations . ................ $ 6.6 $ 76 $ — $ — $142
Operating lease obligations . .............. 6l.6 88.5 49.5 54.0 253.6
Purchase obligations(1) ................. 3.1 14 0.1 —_ 4.6
Other long-term liabilities reflected on the

balance sheet ........................ 1.5 2.9 2.9 1.3 8.6

Total contractual obligations(2) ........ $72.8 $100.4 $52.5 $55.3  $281.0

(1) Represents obligations under agreements with non-cancelable terms to purchases goods or services. The
agreements are enforceable and legally binding, and specify specific terms, including quantities to be
purchased and the timing of the purchase.

(2) Total does not include contractual obligations recorded on the balance sheet as current liabilities, other
than capital lease obligations.

Certain Risks and Uncertainties

We operate in a dynamic and rapidly changing environment that involves numerous risks and uncertain-
ties. The following section describes some, but not all, of the risks and uncertainties that we believe may
adversely affect our business, financial condition or results of operations.

We may announce lower than expected vevenues, license bookings or eavnings, which could cause our
stock price to decline.

Our revenues, license bookings and earnings are difficult to forecast and are likely to fluctuate from
quarter to quarter due to many factors. In addition, a significant amount of our license transactions are
completed during the final weeks and days of the quarter, and therefore we generally do not know whether
revenues, license bookings and/or earnings will have met expectations until shortly after the end of the
quarter. Any significant shortfall in revenues, license bookings or earnings or lowered expectations could cause
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our stock price to decline substantially. Factors that could affect our financial results include, but are not
limited to:

+ the unpredictability of the timing and magnitude of our sales through direct sales channels, value-
added resellers and distributors, which tend to occur late in each quarter;

= the possibility that our customers may choose to license our software under terms and conditions that
require revenues to be deferred or recognized ratably over time rather than upfront and that we may
not accurately forecast the resulting mix of license transactions between upfront and deferred revenues;

« the possibility that the negotiated terms and conditions of transactions may result in a different mix of
license and maintenance revenues on an aggregate basis than is expected based on historical results and
financial planning;

« the possibility that our customers may defer or limit purchases as a result of reduced information
technology budgets or reduced data processing capacity demand,;

+ the possibility that our customers may delay or limit purchases as a result of increased requirements
related to the documentation of and focus on internal controls and mitigation of risks, related to
Sarbanes-Oxley compliance efforts;

+ the possibility that our customers may elect not to license our products for additional processing
capacity until their actual processing capacity or expected future processing capacity exceeds the
capacity they have already licensed from us;

» the possibility that our customers may defer purchases of our products in anticipation of new products
or product updates from us or our competitors;

+ the timing of new product introductions by us and the market’s acceptance of new products;
« higher than expected operating expenses;
+ changes in our pricing and distribution terms and/or those of our competitors; and

« the possibility that our business will be adversely affected as a result of the threat of significant external
events that increase global economic uncertainty.

Investors should not rely on the results of prior periods as an indication of our future performance. Our
operating expense levels are based, in significant part, on our expectations of future revenue. If we have a
shortfall in revenue in any given quarter, we will not be able to reduce our operating expenses for that quarter
proportionally in response. Therefore, any significant shortfall in revenue will likely have an immediate adverse
effect on our operating results for that quarter.

We may have difficulty achieving our cash flow from operations goals.

Our quarterly cash flow is and has been volatile. If our cash generated from operations in some future
period is materially less than the market expects, our stock price could decline. To meet the needs of our
customers, we have been providing more licensing options, and this increased focus on flexibility may lead to
more contracts where revenues will be recognized ratably versus upfront and where cash payments may be
received over time versus upfront. Factors that could adversely affect our cash flow from operations in the
future include: reduced net earnings; increased time required for the collection of accounts receivable; an
increase in uncollectible accounts receivable; a significant shift from multi-year committed contracts to short-
term contracts; a reduced ability to transfer finance receivables to third parties and thus increased credit risk
assumed by us; an increase in contracts where expenses such as sales commissions are paid upfront but
payments from customers are collected over time; reduced renewal rates for maintenance; and a reduced yield
from marketable securities and cash and cash equivalents.
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Maintenance revenue could decline.

Maintenance revenues have increased in each of the last three fiscal years as a result of acquisitions and
the continuing growth in the base of installed products and the processing capacity on which they run.
Maintenance fees increase as the processing capacity on which the products are installed increases;
consequently, we receive higher absolute maintenance fees with new license and maintenance agreements and
as existing customers install our products on additional processing capacity. Due to increased discounting for
higher levels of additional processing capacity, the maintenance fees on a per unit of capacity basis are
typically reduced in enterprise license agreements. In addition, customers are generally entitled to reduced
annual maintenance percentages for entering into long-term maintenance contracts. These discounts,
combined with an increase in long-term maintenance contracts with reduced maintenance percentages and our
license bookings performance, have led to lower year-over-year growth rates for our maintenance revenues
excluding acquisitions. Declines in our license bookings, increases in long-term maintenance contracts and/or
increased discounting would lead to declines in our maintenance revenues. Should customers migrate from
their mainframe applications or find alternatives to our products, increased cancellations could lead to declines
in our maintenance revenues.

Our restructuring may not achieve our desived results and, if unsuccessful, could adversely affect our
business.

In April 2005, we implemented a restructuring plan involving significant reductions in our workforce.
Although we made efforts to minimize the impact on quota-carrying sales representatives, the workforce
reductions included employees in our sales department, which could affect our ability to close future revenue
transactions with our customers and prospects. The failure to retain and effectively manage our remaining
employees could lead to decreased morale and attrition which could increase our costs, hinder our
development efforts, impact the quality of our products, delay the delivery of new products or product updates
and adversely affect our customer service. If we are unable to achieve the desired results of our restructuring
plan, we could fall short of our profitability goals and could have to engage in additional restructuring activity.
Further, we believe that our future success will depend in large part upon our ability to attract and retain
highly skilled personnel. We could have difficulty attracting and retaining such personnel as a result of a
perceived risk of future workforce reductions.

The software industry includes large, powerful multi-line and small, agile single-line competitors.

Some of our largest competitors, including IBM, Computer Associates and HP, have significant scale
advantages. With scale comes a large installed base of customers in particular market niches, as well as the
ability to develop and market software competitive with ours. Some of these competitors can also bundle
hardware, software, and services together, which is a disadvantage for us since we do not provide hardware and
have far fewer services offerings. Competitive products are also offered by numerous independent software
companies that specialize in specific aspects of the highly fragmented software industry. Some, like Microsoft,
Oracle, and SAP, are the leading developers and vendors in their specialized markets. In addition, new
companies enter the market on a frequent and regular basis, offering products that compete with those offered
by us. As the software industry consolidates generally, it is possible that storage and security vendors such as
EMC and Symantec will enter the systems management market. Additionally, many customers historically
have developed their own products that compete with those offered by us. Competition from any of these
sources can result in price reductions or displacement of our products, which could have a material adverse
effect on our business, financial condition, operating results, and cash flow.

Industry consolidation could affect prices or demand for our products.

The IT industry and the market for our systems management products is becoming increasingly
competitive due to a variety of factors including a maturing enterprise infrastructure software market, changes
in customer IT spending habits, and mixed economic recovery in the U.S. There is also a growing trend toward
consolidation in ithe software industry. Continued consolidation within the software industry could create
opportunities for larger software companies, such as IBM, Microsoft and Oracle, to increase their market
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share through the acquisition of companies that dominate certain lucrative market niches or that have loyal
installed customer bases. We expect this trend towards consolidation to continue as companies attempt to
maintain or extend their market and competitive positions in the rapidly changing software industry and as
companies are acquired or are unable to continue operations. This industry consolidation may result in
stronger competitors that are better able to compete as sole-source vendors for customers. This could lead to
more variability in our operating results due to lengthening of the customer evaluation process and/or loss of
business to these stronger competitors, which may materially and adversely affect our business, financial
condition or results of operations.

Our products must remain compatible with ever-changing operating and database environments.

IBM, HP, Microsoft and Oracle are by far the largest suppliers of systems and database software and, in
many cases, are the manufacturers of the computer hardware systems used by most of our customers.
Historically, operating and database system developers have modified or introduced new operating systems,
database systems, systems software and computer hardware. Such new products could incorporate features
which perform functions currently performed by our products or could require substantial modification of our
products to maintain compatibility with these companies’ hardware or software. We have generally been able
to adapt our products and our business to changes introduced by hardware manufacturers and operating and
database system software developers, there can be no assurance that we will be able to do so in the future.
Failure to adapt our products in a timely manner to such changes or customer decisions to forego the use of
our products in favor of those with comparable functionality contained either in the hardware or operating
system could have a material adverse effect on our business, financial condition and operating results.

Future product development is dependent upon access to third-party source code.

In the past, licensees using proprietary operating systems were furnished with “source code,” which
makes the operating system generally understandable to programmers, and “object code,” which directly
controls the hardware and other technical documentation. Since the availability of source code facilitated the
development of systems and applications software, which must interface with the operating systems,
independent software vendors such as BMC Software were able to develop and market compatible software.
IBM and other hardware vendors have a policy of restricting the use or availability of the source code for some
of their operating systems. To date, this policy has not had a material effect on us. Some companies, however,
may adopt more restrictive policies in the future or impose unfavorable terms and conditions for such access.
These restrictions may, in the future, result in higher research and development costs for us in connection with
the enhancement and modification of our existing products and the development of new products. Although
we do not expect that such restrictions will have this adverse effect, there can be no assurances that such
restrictions or other restrictions will not have a material adverse effect on our business, financial condition and
operating results.

Future product development is dependent upon early access to third-party operating and database
systems. :

Operating and database system software developers have in the past provided us with early access to pre-
generally available (GA) versions of their software in order to have input into the functionality and to ensure
that we can adapt our software to exploit new functionality in these systems. Some companies, however, may
adopt more restrictive policies in the future or impose unfavorable terms and conditions for such access. These
restrictions may result in higher research and development costs for us in connection with the enhancement
and modification of our existing products and the development of new products. Although we do not expect
that such restrictions will have this adverse effect, there can be no assurances that such restrictions or other
restrictions will not have a material adverse effect on our business, financial condition and operating results.

Future product development is dependent on access to and veliability of third-party software products.

Certain of our software products contain components developed and maintained by third-party software
vendors. We expect that we may have to incorporate software from third-party vendors in our future products.
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We may not be able to replace the functionality provided by the third-party software currently offered with our
products if that software becomes obsolete, defective or incompatible with future versions of our products or is
not adequately maintained or updated or if our relationship with the third-party vendor terminates. Although
we believe there are adequate alternate sources for the technology licensed to us, any significant interruption in
the availability of these third-party software products on commercially acceptable terms or defects in these
products could .delay development of future products or enhancement of future products and harm our
revenues.

Growing market acceptance of “open source” software could cause a decline in our revenues and
g
operating margins.

Growing market acceptance of open source software has presented both benefits and challenges to the
commercial software industry in recent years. “Open source” software is made widely available by its authors
and is licensed “as is” for a nominal fee or, in some cases, at no charge. We have incorporated some open
source software into our products, allowing us to enhance certain solutions without incurring substantial
additional research and development costs. Thus far, we have encountered no unanticipated material problems
arising from our use of open source software. However, as the use of open source software becomes more
widespread, certain open source technology could become competitive with our proprietary technology, which
could cause sales of our products to decline or force us to reduce the fees we charge for our products, which
could have a material adverse impact on our revenues and operating margins.

Failure to adapt to technological change could adversely affect our revenues.

I we fail to keep pace with technological change in our industry, such failure would have an adverse
effect on our revenues. We operate in a highly competitive industry characterized by rapid technological
change, evolving industry standards, changes in customer requirements and frequent new product introduc-
tions and enhancements. During the past several years, many new technological advancements and competing
products entered the marketplace. The distributed systems and application management markets in which we
operate are far more crowded and competitive than our traditional mainframe systems management markets.
Our ability to compete effectively and our growth prospects depend upon many factors, including the success
of our existing distributed systems products, the timely introduction and success of future software products,
the ability of our products to interoperate and perform well with existing and future leading databases and
other platforms supported by our products and our ability to bring products to market that meet ever-changing
customer requirements. To the extent that our current product portfolio does not meet such changing
requirements, our revenues will suffer. We have experienced long development cycles and product delays in
the past, particularly with some of our distributed systems products, and expect to have delays in the future.
Delays in new product introductions or less-than-anticipated market acceptance of these new products are
possible and would have an adverse effect on our revenues.

Discovery of errors in our software could adversely affect our earnings.

The software products we offer are inherently complex. Despite testing and quality control, we cannot be
certain that errors will not be found in current versions, new versions or enhancements of our products after
commencement of commercial shipments. If new or existing customers have difficulty deploying our products
or require significant amounts of customer support, our operating margins could be harmed. Moreover, we
could face possible claims and higher development costs if our software contains undetected errors or if we fail
to meet our customers’ expectations. With our BSM strategy, these risks increase because we are combining
already complex products to create solutions that are even more complicated than the aggregation of their
product components. Significant technical challenges also arise with our products because our customers
purchase and deploy our products across a variety of computer platforms and integrate them with a number of
third-party software applications and databases. These combinations increase our risk further because in the
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event of a system-wide failure, it may be difficult to determine which product is at fault; thus, we may be
harmed by the failure of another supplier’s products. As a result of the foregoing, we could experience:

loss of or delay in revenues and loss of market share;
loss of customers;

damage to our reputation;

failure to achieve market acceptance;

diversion of development resources;

Increased service and warranty costs;

legal actions by customers against us which could, whether or not successful, increase costs and distract
our management; and

Increased insurance costs.

Failure to maintain our existing distribution channels and develop additional channels in the future
could adversely affect our revenues.

The percentage of our revenues from sales of our products and services through distribution channels
such as systems integrators and value-added resellers is increasing. Conducting business through indirect
distribution channels presents a number of risks, including:

each of our systems integrators and value-added resellers can cease marketing our products and
services with limited or no notice and with little or no penalty;

we may not be able to replace existing or recruit additional systems integrators or value-added resellers
if we lose any of our existing ones;

our existing systems integrators and value-added resellers may not be able to effectively sell new
products and services that we may introduce;

we do not have direct control over the business practices adopted by our systems integrators and value-
added resellers;

our systems integrators and value-added resellers may also offer competitive products and services and
as such, may not give priority to the marketing of our products and services as compared to our
competitors” products; and

we may face conflicts between the activities of our indirect channels and our direct sales and marketing
activities.

Our customers may not accept our product strategies.

Historically, we have focused on selling software products to address specific customer problems
associated with their applications. Our BSM strategy requires us to integrate multiple software products so
that they work together to provide comprehensive systems management solutions. There can be no assurance
that customers will perceive a need for such solutions. In addition, there may be technical difficulties in
integrating individual products into a combined solution that may delay the introduction of such solutions to
the market or adversely affect the demand for such solutions. We may also adopt different sales strategies for
marketing our products, and there can be no assurance that our strategies for selling solutions will be
successful.

Changes to compensation of our sales organization may have unintended effects.

We update our compensation plans for the sales organization periodically. As in most years, we have
made significant changes for fiscal 2006. These plans are intended to align with our business objectives of
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providing customer flexibility and satisfaction. The compensation plans may encourage behavior not antici-
pated or intended as it is implemented, which could adversely affect our business, financial condition,
operating results and/or cash flows. Changes to our sales compensation plan could also make it difficult for us
to attract and retain top sales talent.

Risks related to business combinations.

As part of our overall strategy, we have acquired or invested in, and plan to continue to acquire or invest
in, complementary companies, products, and technologies and to enter into joint ventures and strategic
alliances  with other companies. Risks commonly encountered in such transactions include: the difficulty of
assimilating the operations and personnel of the combined companies; the risk that we may not be able to
integrate the acquired technologies or products with our current products and technologies; the potential
disruption of our ongoing business; the inability to retain key technical, sales and managerial personnel; the
inability of management to maximize our financial and strategic position through the successful integration of
acquired businesses; the risk that revenues from acquired companies, products and technologies do not meet
our expectations; and decreases in reported earnings as a result of charges for in-process research and
development and amortization of acquired intangible assets.

For us to maximize the return on our investments in acquired companies, the products of these entities
must be integrated with our existing products. These integrations can be difficult and unpredictable, especially
given the complexity of software and that acquired technology is typically developed independently and
designed with no regard to integration. The difficulties are compounded when the products involved are well
established because compatibility with the existing base of installed products must be preserved. Successful
integration also requires coordination of different development and engineering teams. This too can be difficult
and unpredictable because of possible cultural conflicts and different opinions on technical decisions and
product roadmaps. There can be no assurance that we will be successful in our product integration efforts or
that we will realize the expected benefits.

With each: of our acquisitions, we have initiated efforts to integrate the disparate cultures, employees,
systems and products of these companies. Retention of key employees is critical to ensure the continued
development, support, sales and marketing efforts pertaining to the acquired products. We have implemented
retention programs to keep many of the key technical, sales and marketing employees of acquired companies;
‘nonetheless, we have lost some key employees and may lose others in the future.

Unanticipated changes in our effective tax rates or exposure to additional income tax liabilities could
affect our profitability.

We carry out our business operations through entities in the U.S. and multiple foreign jurisdictions. As
such, we are required to file corporate income tax returns that are subject to U.S., State and foreign tax laws.
The U.S,, State and foreign tax liabilities are determined, in part, by the amount of operating profit generated
in these different taxing jurisdictions. Our effective tax rate and earnings could be adversely affected by
changes in the mix of operating profits generated in countries with higher statutory tax rates. We are also
required to evaluate the realizability of our deferred tax assets. This evaluation requires that our management
assess the positive and negative evidence regarding sources of future taxable income. If management’s
assessment regarding the realizability of our deferred tax assets changes or we are presented with additional
negative evidence regarding future sources of taxable income, we will be required to increase our valuation
allowance, which will negatively impact our effective tax rate and earnings. We are also subject to routine
corporate income tax audits in multiple jurisdictions. Qur provision for income taxes includes amounts
intended to satisfy income tax assessments that may result from the examination of our corporate tax returns
that have been filed in these jurisdictions. The amounts ultimately paid upon resolution of these examinations
could be materially different from the amounts included in the provision for income taxes and result in
additional tax expense.
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Enforcement of our intellectual property rights.

We rely on a combination of copyright, patent, trademark, trade secrets, confidentiality procedures and
contractual procedures to protect our intellectual property rights. Despite our efforts to protect our intellectual
property rights, it may be possible for unauthorized third parties to copy certain portions of our products or to
reverse engineer or obtain and use technology or other information that we regard as proprietary. There can
also be no assurance that our intellectual property rights would survive a legal challenge to their validity or
provide significant protection for us. In addition, the laws of certain countries do not protect our proprictary
rights to the same extent as do the laws of the United States. Accordingly, there can be no assurance that we
will be able to protect our proprietary technology against unauthorized third party copying or use, which could
adversely affect our competitive position.

Possibility of infringement claims.

From time to time, we receive notices from third parties claiming infringement by our products of patent
and other intellectual property rights. We expect that software products will increasingly be subject to such
claims as the number of products and competitors in our industry segments grows and the functionality of
products overlaps. In addition, we may receive more patent infringement claims as companies increasingly
seek to patent their software and business methods and enforce such patents, especially given the increase in
software and business method patents issued during the past several years. Regardless of its merit, responding
to any such claim could be time-consuming, result in costly litigation and require us to enter into royalty and
licensing agreements, which may not be offered or available on terms acceptable to us. If a successful claim is
made against us and we fail to develop or license a substitute technology, our business, financial condition or
operating results could be materially adversely affected.

Risks related to global operations.

We are a global company with research and development sites in the United States, Israel, Belgium,
France and India, and sales offices around the world. As a result, we face risks from operating as a global
concern, including, among others:

« difficulties in staffing and managing international operations;

« possible non-compliance with our professional conduct policy and code of ethics due to inconsistent
interpretations and/or application of corporate standards;

* longer payment cycles;

» seasonal reductions in business activity in Europe;

+ Increased financial accounting and reporting burdens and complexities;
+ adverse tax consequences;

+ changes in currency exchange rates;

* loss of proprietary information due to piracy, misappropriation or weaker laws regarding intellectual
property protection;

+ the need to localize our products;

+ political unrest or terrorism, particularly in areas in which we have facilities;
» compliance with a wide variety of complex laws and treaties; and

» licenses, tariffs and other trade barriers.

We maintain a significant presence in India, conducting software development and support and
IT operations. To date, the dispute between India and Pakistan involving the Kashmir region has not adversely
affected our operations in India. Should we be unable to conduct operations in India in the future, we believe
that our business could be temporarily adversely affected. As the software and technology labor market in
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India has developed at a rapid pace, with many multi-national companies competing for talent, there is a risk
that wage and attrition rates will rise faster than we have anticipated, which could lead to operational issues.

We conduct substantial development and marketing operations in multiple locations in Israel and,
accordingly, we are directly affected by economic, political and military conditions in Israel. Any major
hostilities involving Israel or the interruption or curtailment of trade between Israel and its present trading
partners could materially adversely affect our business, operating results and financial condition. We maintain
comprehensive contingency and business continuity plans, and to date, the current conflict in the region and
hostilities within Israel have not caused disruption of our operations located in Israel.

Generally, our foreign sales are denominated in our foreign subsidiaries’ local currencies. If these
currency exchange rates change unexpectedly, we could have significant gains or losses. The foreign currency
to which we currently have the most significant exposure is the Euro. Additionally, fluctuations of the
exchange rate of foreign currencies against the U.S. dollar can affect our revenue within those markets, all of
which may adversely impact our business, financial condition, operating results, and cash flow. Currently, we
use derivative financial instruments to hedge our exposure to fluctuations in currency exchange rates. Such
hedging requires us to estimate when transactions will occur and cash will be collected, and we may not be
successful in making these estimates. If these estimates are inaccurate, particularly during periods of currency
volatility, it could have a materially adverse affect on our business, financial condition or operating results.

We have identified material weaknesses in our disclosure controls and procedures and our internal
control over financial reporting, which, if not remedied effectively, could have an adverse effect on our
business.

Management, through documentation, testing and assessment of our internal control over financial
reporting pursuant to the rules promulgated by the SEC under Section 404 of the Sarbanes-Oxley Act of 2002
and Item 308 of Regulation S-K, has concluded that our disclosure controls and procedures and our internal
control over financial reporting had material weaknesses as of March 31, 2005. In response to these material
weaknesses in our internal control over financial reporting, we are implementing, and may be required to
further implement, additional controls and procedures. In addition, in response to these material weaknesses,
we will have to hire additional personnel, possibly requiring significant time and expense. Furthermore, we
intend to continue improving our internal control over financial reporting, and the implementation and testing
of these continued improvements could result in increased cost and could divert management attention away
from operating our business.

In future periods, if the process required by Section 404 of the Sarbanes-Oxley Act reveals further
material weaknesses or significant deficiencies, the correction of any such material weakness or significant
deficiency could require additional remedial measures which could be costly and time-consuming. If a
material weakness exists as of a future period year-end (including a material weakness identified prior to year-
end for which there is an insufficient period of time to evaluate and confirm the effectiveness of the
corrections or related new procedures), our management will be unable to report favorably as of such future
period year-end to the effectiveness of our control over financial reporting. If we are unable to assert that our
internal control over financial reporting is effective in any future period, or if we continue to experience
material weaknesses in our internal control over financial reporting, we could lose investor confidence in the
accuracy and completeness of our financial reports, which would have an adverse effect on our stock price and
potentially subject us to litigation.

If the carrying value of our long-lived assets were not recoverable, recognition of an impairment loss
would be required, which would adversely affect our financial results.

We evaluate our long-lived assets, including property and equipment, goodwill, acquired product rights
and other intangible assets, whenever events or circumstances occur which indicate that these assets might be
impaired. In addition, the realizability of acquired technology and capitalized software development costs is
evaluated quarterly, and goodwill and intangible assets with indefinite lives are evaluated annually for
impairment in the fourth quarter of each fiscal year, regardless of events and circumstances. The reader should
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be aware that in the continuing process of evaluating the recoverability of the carrying amount of our long-
lived assets, there is the possibility that we could identify a substantial impairment, which could adversely
affect our financial results.

Revised accounting pronouncements related to share-based payments will reduce our reported earnings
and could adversely affect our ability to attract and vetain key personnel by reducing the share-based
payments we are able to provide.

We use stock options and other long-term equity incentives as a fundamental component of our employee
compensation packages. We believe that stock options and other long-term equity incentives directly motivate
our employees to maximize long-term stockholder value and, through the use of vesting, encourage employees
to remain with BMC Software. In accounting for our stock option grants using the intrinsic value method
under the provisions of APB Opinion No. 25, we generally recognize no compensation cost because the
exercise price of options granted is generally equal to the market value of our common stock on the date of
grant. The FASB has revised U.S. generally accepted accounting principles such that we will be required to
record charges to earnings for employee stock option grants, which will negatively impact our earnings. The
impact cannot be predicted at this time because it will depend on levels of share-based payments granted in
the future. However, if we had recorded charges for employee stock options using the fair value method under
SFAS No. 123, we would have reduced net earnings by $62.4 million, $105.7 million and $90.4 million for
fiscal 2003, 2004 and 2005, respectively. In addition, the New York Stock Exchange rule requiring
stockholder approval for all stock option plans could make it more difficult for us to adopt plans to grant
options to employees in the future. To the extent that it becomes more difficult or costly to grant options
and/or other stock-based compensation to employees, we may incur increased cash compensation costs or find
it difficult to attract, retain and motivate employees, either of which could materially adversely affect our
business.

Interpretations of existing accounting pronouncements could adversely affect our financial results.

On April 1, 1998 and 1999 we adopted AICPA SOP 97-2, “Software Revenue Recognition,” and
SOP 98-9 “Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain Transac-
tions,” respectively. The adoption of these standards did not have a material impact on our financial position
or operating results. Based on our reading and interpretation of these SOPs, we believe that our current sales
contract terms and business arrangements have been properly reported. Future interpretations of existing
accounting standards or changes in our business practices could result in future changes in our revenue
accounting policies that could have a material adverse effect on our financial condition and operating results.

ITEM 7A. Quantitative and Qualitative Disclosures about Market Risk

We are exposed to a variety of risks, including foreign currency exchange rate fluctuations and changes in
the market value of our investments. In the normal course of business, we employ established policies and
procedures to manage these risks including the use of derivative instruments.

Foreign Currency Exchange Rate Risk

We operate globally and the functional currency for most of our non-U.S. enterprises is the local
currency. For fiscal 2003, 2004 and 2005, approximately 47%, 48% and 48%, respectively, of our total revenues
were derived from customers outside of the United States, substantially all of which were billed and collected
in foreign currencies. Similarly, substantially all of the expenses of operating our international subsidiaries are
incurred in foreign currencies. As a result, our U.S. dollar earnings and net cash flows from international
operations may be adversely affected by changes in foreign currency exchange rates. To minimize our risk
from changes in foreign currency exchange rates, we utilize certain derivative financial instruments.

We primarily utilize two types of derivative financial instruments in managing our foreign currency
exchange risk: forward exchange contracts and purchased option contracts. Forward exchange contracts are
used to offset our exposure to certain foreign currency assets and liabilities. The terms of these forward
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exchange contracts are generally one month or less and are entered into at the prevailing market rate at the
end of each month. Forward exchange contracts and purchased option contracts, with terms generally less
than one year, are used to hedge anticipated, but not firmly committed, sales transactions. Principal currencies
hedged are the Euro and British pound in Europe, the Japanese yen and Australian dollar in the Asia Pacific
region and the Israeli shekel. While we actively manage our foreign currency risks on an ongoing basis, there
can be no assurance our foreign currency hedging activities will offset the full impact of fluctuations in
currency exchange rates on our consolidated results of operations, cash flows and financial position.

Based on our foreign currency exchange instruments outstanding at March 31, 2005, we estimate a
one-day maximum potential loss on our foreign currency exchange instruments of $1.9 million based on a
value-at-risk (“VAR”) model utilizing Monte Carlo simulation. The comparable estimate based on our
foreign currency exchange instruments outstanding at March 31, 2004 was $3.1 million utilizing the same
model. The VAR model estimates were made assuming normal market conditions and a 95% confidence level.
The average VAR for the period was $2.2 million for fiscal 2005 and $3.0 million for fiscal 2004. The VAR
model is a risk estimation tool, and as such, is not intended to represent actual losses in fair value that could be
incurred.

Interest Rate Risk — Investments

We adhere to a conservative investment policy, whereby our principle concern is the preservation of liquid
funds while maximizing our yield on such assets. Cash, cash equivalents and marketable securities were
approximately $1.3 billion at March 31, 2005, and the marketable securities of $463.0 million primarily
represented different types of investment-grade debt securities. Although our portfolio is subject to fluctua-
tions in interest rates and market conditions, no gain or loss on any security would actually be recognized in
carnings unless the instrument was sold or the loss in value was deemed to be other than temporary.

Based on our consolidated financial position as of March 31, 2005 and our consolidated results of
operations-and net cash flows for fiscal 2005, we estimate that a near-term change in interest rates would not
have a material effect on our future consolidated results of operations or cash flows. We used a VAR variance-
covariance model to measure potential market risk on our marketable securities due to interest rate
fluctuations. The VAR model estimates were made assuming normal market conditions and a 95% confidence
level. The VAR model is a risk estimation tool, and as such, is not intended to represent actual losses in fair
value that could be incurred.

ITEM 8. Financial Statements and Supplementary Data

The response to this item is submitted as a separate section of this Report. See Item 15.

ITEM 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

ITEM 9A. Controls and Procedures
. Evaluation of Disclosure Controls and Procedures

Disclosure controls and procedures are designed to ensure that information required to be disclosed by us
in reports filed or submitted under the Securities Exchange Act of 1934 (“Exchange Act”) is recorded,
processed, summarized and reported within the time periods specified in the SEC’s rules and forms.
Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure
that information required to be disclosed under the Exchange Act is accumulated and communicated to
management, including the principal executive and financial officers, as appropriate to allow timely decisions
regarding required disclosure. There are inherent limitations to the effectiveness of any system of disclosure
controls and procedures, including the possibility of human error and the circumvention or overriding of the
controls and procedures. Accordingly, even effective disclosure controls and procedures can only provide
reasonable assurance of achieving their control objectives.
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Our management carried out an evaluation, under the supervision of our principal executive officer
(CEO) and principal financial officer (CFO), of the effectiveness of the design and operation of our
disclosure controls and procedures (as defined in Rule 13a-15(e) under the Exchange Act) as of March 31,
2005. Based upon that evaluation and because of the material weaknesses identified below, our principal
executive officer and principal financial officer believe that our disclosure controls and procedures were not
effective as of March 31, 2005.

In light of these material weaknesses, in preparing our consolidated financial statements as of and for the
fiscal year ended March 31, 2005, we performed additional analyses and other post-closing procedures
described below in an effort to ensure our consolidated financial statements included in this Report for the
fiscal year ended March 31, 2005 have been prepared in accordance with generally accepted accounting
principles. The CEO and CFO have certified that, to their knowledge, our consolidated financial statements
included in this Report fairly present in all material respects the financial condition, results of operations and
cash flows for the periods presented in this Report. Emst & Young LLP’s report, dated June 29, 2005,
expressed an unqualified opinion on our consolidated financial statements. This report is included in Part IV,
Item 15 and should be read in its entirety.

Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rules 13a-15(f) under the Exchange Act. Qur internal control over financial reporting
is designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted accounting principles. Qur
internal control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of BMC Software;

(i1) provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of BMC Software are being made only in accordance with authorizations of our manage-
ment and directors; and

(ili) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisi-
tion, use or disposition of our assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

A material weakness is a significant deficiency (within the meaning of PCAOB Auditing Standard
No. 2), or combination of significant deficiencies, that results in there being more than a remote likelihood
that a material misstatement of the annual or interim financial statements will not be prevented or detected.

Our management assessed the effectiveness of our internal control over financial reporting as of
March 31, 2005. Management’s assessment identified the following three material weaknesses in BMC
Software’s internal control over financial reporting.

Vendor Specific Objective Evidence of Fair Value. A material weakness was identified in the design and
operation of our internal controls over monitoring and analysis of vendor specific objective evidence
(*VSOE”) of fair value of our maintenance and professional services. The appropriate recognition of revenue
for our sales contracts with multiple element arrangements in accordance with generally accepted accounting
principles depends on, among other things, our ability to establish VSOE of the relative fair value of the
undelivered elements in the arrangement. We have historically been able to establish VSOE of fair value of
our maintenance and professional services but not for our software licenses and, therefore, typically allocate
arrangement consideration using the residual method, provided all other revenue recognition criteria have
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been met. As of March 31, 2005, we did not have effective internal controls in place and functioning
appropriately to determine that our VSOE of fair value is adequately supported on a timely basis. We did not
adequately monitor the independent sales of our maintenance services in renewal arrangements or the
independent sales of our professional services throughout the year. If substantial variations from VSOE of fair
value exist in these independent sales, then appropriate evidence of fair value does not exist and we would be
required to recognize the revenue from software license fees ratably over the service period, rather than at the
time of contract execution. Based on analyses performed by us subsequent to March 31, 2005, we believe that
appropriate VSOE of fair value did exist during fiscal 2005 for maintenance and professional services and this
material weakness has not resulted in errors in our revenue recognition. Because of the risk associated with
this area of revenue recognition and the lack of effective controls, however, management has concluded that as
of March 31, 2005 there is more than a remote likelihood that a material misstatement in our annual or
interim financial statements would not have been prevented or detected by our internal controls over
monitoring VSOE of fair value of maintenance and professional services.

Monitoring of Deferred Revenue. A material weakness was identified in the design and operation of our
internal controls over monitoring and analysis of our deferred revenue account. We did not monitor in a timely
fashion nor properly analyze some previously deferred transactions. This resulted in revenue accounting errors,
including previously deferred revenue being recognized improperly, which were corrected prior to the issuance
of our consolidated financial statements for the year ended March 31, 2005 and prior to the publication of this
Report. Given the nature of the transactions and processes involved and the potential for a misstatement to
occur as a result of the internal control deficiencies existing as of March 31, 2005, management has concluded
that there is more than a remote likelihood that a material misstatement in our annual or interim financial
statements would not have been prevented or detected by our internal controls over deferred revenue.

Accounting for Sales Commissions. A material weakness was identified in the design and operation of
our internal controls over the accounting for sales commissions. We pay commissions to our direct sales force
related to our revenue transactions under commission plans that are established annually. For financial
reporting purposes, we defer sales commissions expense that is directly related to license and maintenance
revenues that are deferred. During the fiscal year ended March 31, 2003, we did not appropriately analyze
sales commissions in relationship to the revenues recognized on associated transactions. This resulted in
accounting errors, including improper deferral of commissions expense, which were corrected prior to the
issuance of our consolidated financial statements for the year ended March 31, 2005 and prior to the
publication of this Report. Given the nature of the transactions and processes involved and the potential for a
misstatement to-occur as a result of the internal control deficiencies existing on March 31, 2005, management
has concluded that there is more than a remote likelihood that a material misstatement in our annual or
interim financial statements would not have been prevented or detected by our internal controls over
accounting for sales commissions.

Because of the material weaknesses described above, management believes that, as of March 31, 2005,
we did not maintain effective internal control over financial reporting based on the COSO criteria. Our
management’s report to this effect is included in this Report in Part IV, Item 15. Our independent auditors
have issued an attestation report on management’s assessment of our internal control over financial reporting.
That report also appears in this Report in Part IV, Item 15.

Changes in Internal Control over Financial Reporting

We undertook significant efforts in fiscal 2005 to improve our internal control over financial reporting.
We committed considerable resources to the design, implementation, documentation and testing of our
internal controls. Our management believes that these efforts have improved our internal control over financial
reporting but were not sufficient to remedy the material weaknesses described above that existed as of
March 31, 2005.
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Remediation Steps to Address Material Weaknesses

We are undertaking efforts to remediate the material weaknesses identified above. Each of the identified
material weaknesses was caused, in part, by inadequate staffing of experienced, specialized accounting
personnel. Therefore, our remediation plans for each material weakness include hiring additional personnel
trained and experienced in the complex accounting areas of revenue recognition, revenue accounting and sales
commissions accounting. The remediation plans also include the following actions:

1. To provide reasonable assurance that we maintain proper VSOE of our maintenance and
professional services, we will be:

+ increasing the communication between accounting and sales and increasing the training of our
sales force regarding our revenue recognition rules;

» adding preventive controls, including policies requiring executive level oversight of contract
pricing;

+ increasing our review of maintenance and professional services contracts at the time of order entry;
and

- increasing the monitoring by our accounting department of the independent sales and renewal
rates of our maintenance and professional services.

2. To provide reasonable assurance that we properly monitor and analyze our deferred revenue and
accurately recognize such revenue, the revenue accounting department will be:

» adding detailed transactional processes to analyze previously deferred contracts and properly
recognize associated revenues;

s improving the monitoring of deferred contracts where recognition is dependent on the occurrence
of one or more events; and

» conducting quarterly account analyses of deferred revenue.

3. To provide reasonable assurance that we properly account for sales commissions, the accounting
department will be:

+ adding detailed transactional processes to analyze sales commissions and revenues recognized on
associated transactions:

« accounting for sales commissions on a detailed transactional basis;
» applying consistent sales commission accounting policies in each region; and
» reviewing the accounting for sales commissions quarterly.

We are actively recruiting to fill open positions in our accounting department, but the market for
experienced accountants, particularly for software revenue recognition and revenue accounting experts, is
highly competitive due to the increased workload and resultant demand from both accounting firms and public
companies caused by Section 404 of the Sarbanes-Oxley Act of 2002. This, combined with the heavy
workload of the post-Sarbanes-Oxley regulatory environment, has made it difficult for us to recruit, hire and
retain accounting talent. While there can be no assurance that we will be successful on a timely basis, we
believe that we should be able to adequately staff the accounting function now that our initial assessment of
our internal control over financial reporting as required by Sarbanes Oxley Section 404 is completed. We
expect it to take us up to six months, however, to complete the recruiting and hiring of the additional staff. We
will continue to assess the adequacy of our accounting structure and organization, both in terms of size and
U.S. GAAP expertise.

We believe that the actions described above and resulting improvement in controls will generally
strengthen our disclosure controls and procedures, as well as our internal control over financial reporting, and
will, over time, address the material weaknesses that we identified in our internal control over financial
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reporting as of March 31, 2005. However, because many of the remedial actions we have undertaken are very
recent and because they relate, in part, to the hiring of additional personnel and many of the controls in our
system of internal controls rely extensively on manual review and approval, the successful operation of these
controls for, at least, several fiscal quarters may be required prior to management being able to conclude that
the material weaknesses have been eliminated.

Certifications

Appearing as exhibits to this Report are the certifications of our CEQ and CFO required in accordance
with Section 302 of the Sarbanes-Oxley Act of 2002. The CEQ and CFO have certified that, to their
knowledge, our consolidated financial statements included in this Report fairly present in all material respects
the financial condition, results of operations and cash flows for the periods presented in this Report.

PART I

ITEM 10. Directors and Executive Officers of the Registrant

The information required by this item will be included in our definitive Proxy Statement in connection
with our 2005 Annual Meeting of Stockholders (the “2005 Proxy Statement”), which will be filed with the
SEC within 120 days after the end of the fiscal year ended March 31, 2005, under the headings “ELECTION
OF DIRECTORS” and “EXECUTIVE OFFICERS” and is incorporated herein by reference.

ITEM 11. Executive Compensation

The information required by this item will be set forth in the 2005 Proxy Statement under the headings
“COMPENSATION OF DIRECTORS” and “EXECUTIVE COMPENSATION” and is incorporated
herein by reference.

ITEM 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this item will be set forth in the 2005 Proxy Statement under the headings
“SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS,” “SECURITY OWNERSHIP

OF MANAGEMENT” and “EQUITY COMPENSATION PLANS” and is incorporated herein by
reference.

ITEM 13. Certain Relationships and Related Transactions
The information required by this item will be set forth in the 2005 Proxy Statement under the heading

“CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS” and is incorporated herein by
reference.

ITEM 14. Principal Accountant Fees and Services

The information required by this item will be set forth in the 2005 Proxy Statement under the heading
“AUDITOR FEES” and is incorporated herein by reference.
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PART 1V

ITEM 15. Exhibits and Financial Statement Schedules
(a) Documents filed as a part of this Report

1. The following consolidated financial statements of BMC Software, Inc. and subsidiaries and the
related reports of the independent registered public accounting firm are filed herewith:

Page
Number
Management’s Report on Internal Control Over Financial Reporting ......................... 53
Reports of Independent Registered Public Accounting Firm ................................ 55
Consolidated Financial Statements:
Balance Sheets as of March 31, 2004 and 2005 ... ... ... .. 58
Statements of Operations and Comprehensive Income (Loss) for the years ended March 31,

2003, 2004 and 2005. . . . .. e e 59
Statements of Stockholders’ Equity for the years ended March 31, 2003, 2004 and 2005 ...... 60
Statements of Cash Flows for the years ended March 31, 2003, 2004 and 2005 .............. 61
Notes to Consolidated Financial Statements .. ......... ... .. i .. 62

2. The following financial statement schedule of the Company and the related report of the independent
registered public accounting firm are filed herewith:

Schedule IT — Valuation ACCOUNLS . . ... .ottt e e s 96

All other financial statement schedules are omitted because (i) such schedules are not required or
(i1) the information required has been presented in the aforementioned Consolidated Financial Statements.

3. The following Exhibits are filed with this Report or incorporated by reference as set forth below.
Exhibit
Number
3.1  — Restated Certificate of Incorporation of the Company; incorporated by reference to Exhibit 3.1 to

the Company’s Registration Statement on Form S-1 (Registration No. 33-22892) (the S-1
Registration Statement).

3.2 — Certificate of Amendment of Restated Certificate of Incorporation; incorporated by reference to
Exhibit 3.2 to the Company’s Annual Report on Form 10-K for the year ended March 31, 1997
(the 1997 10-K).

3.3 — Certificate of Amendment of Restated Certificate of Incorporation filed November 30, 1999;
incorporated by reference to Exhibit 3.3 to the Company’s Annual Report on Form 10-K for the
year ended March 31, 2002 (the 2002 10-K).

34  — Amended and Restated Bylaws of the Company; incorporated by reference to Exhibit 3.2 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended December 31, 2003.

10.1(a) — BMC Software, Inc. 1994 Employee Incentive Plan (as amended and restated); incorporated by

reference to Exhibit A to the Company’s Proxy Statement on Schedule 14A filed July 21, 1997

10.1(b) — Form of Stock Option Agreement employed under BMC Software, Inc. 1994 Employee
Incentive Plan; incorporated by reference to Exhibit 10.7(b) to the Company’s Annual Report on
Form 10-K for the year ended March 31, 1995 (the 1995 10-K).

10.2(a) — BMC Software, Inc. 1994 Non-employee Directors’ Stock Option Plan; incorporated by refer-
ence to Exhibit 10.8(a) to the 1995 10-K.

10.2(b} — Form of Stock Option Agreement employed under BMC Software, Inc. 1994 Non-employee
Directors’ Stock Option Plan; incorporated by reference to Exhibit 10.8(b) to the 1995 10-K.

10.3  — Form of Indemnification Agreement among the Company and its directors and executive officers;
incorporated by reference to Exhibit 10.11 to the 1995 10-K.
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Exhibit

Number

10.4(a) — BMC Software, Inc. 2000 Employee Stock Incentive Plan; incorporated by reference to
Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the quarter ended June 30,
2000.

10.4(b) — First Amendment to 2000 Employee Stock Incentive Plan; incorporated by reference to
Exhibit 10.4(b) to the 2002 10-K.

10.4(c) — Second Amendment to 2000 Employee Stock Incentive Plan; incorporated by reference to
Exhibit 10.4(c) to the 2002 10-K.

10.4(d) — Form of Stock Option Agreement employed under 2000 Employee Stock Incentive Plan;
incorporated by reference to Exhibit 10.4(d) to the 2002 10-K.

10.5(a) — BMC Software, Inc. 1994 Deferred Compensation Plan; incorporated by reference to Exhibit 4.1
to the Company’s Registration Statement on Form S-§ dated April 2, 1999.

10.5(b) — First Amendment to BMC Software, Inc. 1994 Deferred Compensation Plan; incorporated by
reference to Exhibit 4.2 to the Company’s Registration Statement on Form S-8 dated April 2,
1999.

10.5(c) — Form of BMC Software, Inc. 1994 Deferred Compensation Plan Trust Agreement; incorporated
by reference to Exhibit 4.3 to the Company’s Registration Statement on Form S-8 dated April 2,
1999.

10.6(a) — Executive Employment Agreement between BMC Software, Inc. and Robert Beauchamp;
incorporated by reference to Exhibit 10.7 to the Company’s Annual Report on Form 10-K for the
year ended March 31, 2001.

10.6(b) — Amendment No. 1 to Executive Employment Agreement between BMC Software, Inc. and
Robert Beauchamp; incorporated by reference to Exhibit 10.6(b) to the 2002 10-K.

10.6(c) — Amendment No. 2 to Executive Employment Agreement between BMC Software, Inc. and
Robert Beauchamp; incorporated by reference to Exhibit 10.6(c) to the Company’s Annual
Report on Form 10-K for the year ended March 31, 2003 (the “2003 10-K”).

10.6(d) — Amendment No. 3 to Executive Employment Agreement between BMC Software, Inc. and
Robert Beauchamp; incorporated by reference to Exhibit 10.6(d) to the company’s Annual
Report on Form 10-K for the year ended March 31, 2004 (the 2004 10-K).

10.7(a) — Form of Executive Employment Agreement between BMC Software, Inc. and each of
Jerome Adams and Dan Barnea; incorporated by reference to Exhibit 10.2 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended June 30, 2000.

10.7(b) — Amendment No. 1 to Executive Employment Agreement between BMC Software, Inc. and
Dan Barnea; incorporated by reference to Exhibit 10.7(b) to the 2002 10-K.

10.7(¢c) — Form of Amendment No. 2 to Executive Employment Agreement between BMC Software, Inc.
and each of Jerome Adams and Dan Barnea; incorporated by reference to Exhibit 10.7(c) to the
2003 10-K.

10.7(d) — Form of Amendment No. 3 to Executive Employment Agreement between BMC Software, Inc.
and each of Jerome Adams and Dan Barnea; incorporated by reference to Exhibit 10.7(d) to the
2004 10-K.

10.7(e) — Form of Amendment No. 4 to Executive Employment Agreement between BMC Software, Inc.
and each of Jerome Adams and Dan Barnea; incorporated by reference to Exhibit 10.7(d) to the
2004 10-K.

10.8(a) — BMC Software, Inc. 2002 Nonemployee Director Stock Option Plan; incorporated by reference
to Appendix B to the Company’s 2002 proxy statement filed with the SEC on Schedule 14A (the
2002 Proxy Statement).

10.8(b) — Form of Stock Option Agreement employed under BMC Software, Inc. 2002 Nonemployee
Director Stock Option Plan; incorporated by reference to Exhibit 10.8(b) to the 2003 10-K.

10.9(a) — BMC Software, Inc. 2002 Employee Incentive Plan; incorporated by reference to Appendix C to
the 2002 Proxy Statement.
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Exhibit
Number

10.9(b) — Form of Stock Option Agreement employed under BMC Software, Inc. 2002 Employee
Incentive Plan; incorporated by reference to Exhibit 10.9(b) to the 2003 10-K.
10.10 — BMC Software, Inc. Short-term Incentive Performance Award Program (as amended and

restated); incorporated by reference to Exhibit 10.10 to the Company’s Quarterly Report on
Form 10-Q for the gquarter ended June 30, 2004.

10.11 — BMC Software, Inc. Long-term Incentive Performance Award Program; incorporated by refer-
ence to Exhibit 10.11 to the 2003 10-K.
10.12 — Executive Employment Agreement between BMC Software, Inc. and George W. Harrington, as

amended; incorporated by reference to Exhibit 10.12 to the Company’s Annual Report on
Form 10-K for the year ended March 31, 2004.

10.13 — Executive Employment Agreement between BMC Software, Inc. and Cosmo Santullo; incorpo-
rated by reference to Exhibit 10.13 to the Company’s Current Report on Form 8-K dated
November 1, 2004 (the November 1, 2004 §-K).

10.14 — Form of Stock Option Agreement employed under BMC Software, Inc. 1994 Employee
Incentive Plan utilized for senior executive officers; incorporated by reference to Exhibit 10.14 to
the November 1, 2004 8-K.

10.15 —— Form of Restricted Stock Agreement employed under BMC Software, Inc. 1994 Employee
Incentive Plan utilized for senior executive officers; incorporated by reference to Exhibit 10.15 to
the November 1, 2004 8-K.

*21.1  — Subsidiaries of the Company.

*23.1  — Consent of Independent Registered Public Accounting Firm.

*31.1 — Certification of Chief Executive Officer of BMC Software, Inc. pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

*31.2 — Certification of Chief Financial Officer of BMC Software, Inc. pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

*32.1  — Certification of Chief Executive Officer of BMC Software, Inc. pursuant to 18 U.S.C. Sec-
tion 1350.

*32.2 — Certification of Chief Financial Officer of BMC Software, Inc. pursuant to 18 U.S.C. Sec-
tion 1350.

* Filed herewith.
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

We are responsible for establishing and maintaining adequate internal control over financial reporting as
defined in Rules 13a-15(f) under the Exchange Act. Our internal control over financial reporting is designed
to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles. Our internal
control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of BMC Software;

(ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of BMC Software are being made only in accordance with authorizations of our manage-
ment and directors; and

(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisi-
tion, use or disposition of our assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

A material weakness is a significant deficiency (within the meaning of PCAOB Auditing Standard
No. 2), or combination of significant deficiencies, that results in there being more than a remote likelihood
that a material misstatement of the annual or interim financial statements will not be prevented or detected.

Our management assessed the effectiveness of our internal control over financial reporting as of
March 31, 2005. Management’s assessment identified the following three material weaknesses in
BMC Software’s internal control over financial reporting.

Vendor Specific Objective Evidence of Fair Value. A material weakness was identified in the design and
operation of our internal controls over monitoring and analysis of vendor specific objective evidence
(“VSOE”) of fair value of our maintenance and professional services. The appropriate recognition of revenue
for our sales contracts with multiple element arrangements in accordance with generally accepted accounting
principles depends on, among other things, our ability to establish VSOE of the relative fair value of the
undelivered elements in the arrangement. We have historically been able to establish VSOE of fair value of
our maintenance and professional services but not for our software licenses and, therefore, typically allocate
arrangement consideration using the residual method, provided all other revenue recognition criteria have
been met. As of March 31, 2005, we did not have effective internal controls in place and functioning
appropriately to determine that our VSOE of fair value is adequately supported on a timely basis. We did not
adequately monitor the independent sales of our maintenance services in renewal arrangements or the
independent sales of our professional services throughout the year. If substantial variations from VSOE of fair
value exist in these independent sales, then appropriate evidence of fair value does not exist and we would be
required to recognize the revenue from software license fees ratably over the service period, rather than at the
time of contract execution. Based on analyses performed by us subsequent to March 31, 2005, we believe that
appropriate VSOE of fair value did exist during fiscal 2005 for maintenance and professional services and this
material weakness has not resulted in errors in our revenue recognition. Because of the risk associated with
this area of revenue recognition and the lack of effective controls, however, management has concluded that as
of March 31, 2005 there is more than a remote likelihood that a material misstatement in our annual or
interim financial statements would not have been prevented or detected by our internal controls over
monitoring VSOE of fair value of maintenance and professional services.

Monitoring of Deferred Revenue. A material weakness was identified in the design and operation of our
internal controls over monitoring and analysis of our deferred revenue account. We did not monitor in a timely
fashion nor properly analyze some previously deferred transactions. This resulted in revenue accounting errors,
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including previously deferred revenue being recognized improperly, which were corrected prior to the issuance
of our consolidated financial statements for the year ended March 31, 2005 and prior to the publication of this
Report. Given the nature of the transactions and processes involved and the potential for a misstatement to
occur as a result of the internal control deficiencies existing as of March 31, 2005, management has concluded
that there is more than a remote likelihood that a material misstatement in our annual or interim financial
statements would not have been prevented or detected by our internal controls over deferred revenue.

Accounting for Sales Commissions. A material weakness was identified in the design and operation of
our internal controls over the accounting for sales commissions. We pay commissions to our direct sales force
related to our revenue transactions under commission plans that are established annually. For financial
reporting purposes, we defer sales commissions expense that is directly related to license and maintenance
revenues that are deferred. During the fiscal year ended March 31, 2005, we did not appropriately analyze
sales commissions in relationship to the revenues recognized on associated transactions. This resulted in
accounting errors, including improper deferral of commissions expense, which were corrected prior to the
issuance of our consolidated financial statements for the year ended March 31, 2005. Given the nature of the
transactions and processes involved and the potential for a misstatement to occur as a result of the internal
control deficiencies existing on March 31, 2005, management has concluded that there is more than a remote
likelihood that a material misstatement in our annual or interim financial statements would not have been
prevented or detected by our internal controls over accounting for sales commissions.

Because of the material weaknesses described above, management believes that, as of March 31, 20035,
we did not maintain effective internal-control over financial reporting based on the COSO criteria. Our
independent auditors have issued an attestation report on management’s assessment of our internal control
over financial reporting. That report also appears in this Report in Part IV, Item 15.

/s/ _Robert E. Beauchamp

Robert E. Beauchamp
President and Chief Executive Officer

/s/ George W. Harrington

George W. Harrington
Senior Vice President and Chief Financial Officer

June 29, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of BMC Software, Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on
Internal Control Over Financial Reporting, that BMC Software, Inc. (“BMC Software” or “the Company”)
did not maintain effective internal control over financial reporting as of March 31, 2005, because of the effect
of the material weaknesses identified in management’s assessment and described below, based on criteria
established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organiza-
tions of the Treadway Commission (the COSO criteria). BMC Software’s management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effectiveness of the Company’s internal control over financial reporting
based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we considered necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain to the maintenance of records
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation
of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

A material weakness is a control deficiency, or combination of control deficiencies, that results in more
than a remote likelihood that a material misstatement of the annual or interim financial statements will not be
prevented or detected. The following material weaknesses have been identified and included in management’s
assessment:

Vendor Specific Objective Evidence of Fair Value. A material weakness was identified in the design and
operation of the Company’s internal controls over monitoring and analysis of vendor specific objective
evidence (“VSOE”) of fair value of maintenance and professional services. The appropriate recognition of
revenue for sales contracts with multiple element arrangements in accordance with generally accepted
accounting principles depends on, among other things, the ability to establish VSOE of the relative fair value
of the undelivered elements in the arrangement. The Company has historically been able to establish VSOE of
fair value of maintenance and professional services but not for software licenses and, therefore, typically
allocates arrangement consideration using the residual method, provided all other revenue recognition criteria
have been met. As of March 31, 2005, the Company did not have effective internal controls in place and
functioning appropriately to determine that VSOE of fair value is adequately supported on a timely basis. The
Company did not adequately monitor the independent sales of maintenance services in renewal arrangements
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or the independent sales of professional services throughout the year. If substantial variations from VSOE of
fair value exist in these independent sales, then appropriate evidence of fair value does not exist and the
Company would be required to recognize the revenue from software license fees ratably over the service
period, rather than at the time of contract execution. Based on analyses performed by the Company
subsequent to March 31, 2005, the Company believes that appropriate VSOE of fair value did exist during
fiscal 2005 for maintenance and professional services and this material weakness has not resulted in errors in
revenue recognition. Because of the risk associated with this area of revenue recognition and the lack of
effective controls, however, we have concluded that as of March 31, 2005 there is more than a remote
likelihood that a material misstatement in the annual or interim financial statements would not have been
prevented or detected by the internal controls over monitoring VSOE of fair value of maintenance and
professional services.

Monitoring of Deferred Revenue. A material weakness was identified in the design and operation of
internal controls over monitoring and analysis of the deferred revenue account. The Company did not monitor
in a timely fashion nor properly analyze some previously deferred transactions. This resulted in revenue
accounting errors, including previously deferred revenue being recognized improperly, which were corrected
prior to the issuance of the consolidated financial statements for the year ended March 31, 2005. Given the
nature of the transactions and processes involved and the potential for a misstatement to occur as a result of
the internal control deficiencies existing as of March 31, 2005, we have concluded that there is more than a
remote likelihood that a material misstatement in the annual or interim financial statements would not have
been prevented or detected by internal controls over deferred revenue.

Accounting for Sales Commissions. A material weakness was identified in the design and operation of
internal controls over the accounting for sales commissions. The Company pays commissions to its direct sales
force related to its revenue transactions under commission plans that are established annually. For financial
reporting purposes, the Company defers sales commissions expense that is directly related to license and
maintenance revenues that are deferred. During the fiscal year ended March 31, 2003, the Company did not
appropriately analyze sales commissions in relationship to the revenues recognized on associated transactions.
This resulted in accounting errors, including improper deferral of commissions expense, which were corrected
prior 1o the issuance of the consolidated financial statements for the year ended March 31, 2005. Given the
nature of the transactions and processes involved and the potential for a misstatement to occur as a result of
the internal control deficiencies existing on March 31, 2005, we have concluded that there is more than a
remote likelihood that a material misstatement in the annual or interim financial statements would not have
been prevented or detected by internal controls over accounting for sales commissions.

These material weaknesses were considered in determining the nature, timing, and extent of audit tests
applied in our audit of the fiscal 2005 consolidated financial statements, and this report does not affect our
report dated June 29, 2005 on those consolidated financial statements.

In our opinion, management’s assessment that BMC Software did not maintain effective internal control
over financial reporting as of March 31, 2005, is fairly stated, in all material respects, based on the COSO
control criteria. Also, in our opinion, because of the effect of the material weaknesses described above on the
achievement of the objectives of the control criteria, BMC Software has not maintained effective internal
control over financial reporting as of March 31, 2005, based on the COSO control criteria.

/s/  Ernst & Young LLP

Houston, Texas
June 29, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
The Board of Directors and Stockholders of BMC Software, Inc.

We have audited the accompanying consolidated balance sheets of BMC Software, Inc. and subsidiaries
as of March 31, 2004 and 2005, and the related consolidated statements of operations and comprehensive
income (loss), stockholders’ equity, and cash flows for each of the three years in the period ended March 31,
2005. Our audits also include the financial statement schedule listed in the Index at Item 15(a). These
financial statements and schedule are the responsibility of the Company’s management. Qur responsibility is
to express an opinion on these financial statements and schedule based on our audits.

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

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of BMC Software, Inc. and subsidiaries at March 31, 2004 and 2005, and the
consolidated results of their operations and their cash flows for each of the three years in the period ended
March 31, 2005, in conformity with U.S. generally accepted accounting principles. Also, in our opinion, the
related financial statement schedule, when considered in relation to the basic financial statements taken as a
whole, presents fairly in all material respects the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of BMC Software Inc.’s internal control over financial reporting as of
March 31, 2005, based on criteria established in Internal Control-Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission and our report dated June 29, 2005
expressed an adverse opinion thereon.

/s/ Emst & Young LLP

Houston, Texas
June 29, 2005
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BMC SOFTWARE, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

March 31,
2004 2005
(In millions, except per
share data)
ASSETS
Current assets:

Cash and cash equivalents .......... . ... i $ 6123 § 8201
Marketable securities. . . ... ... e e 296.6 108.7

Accounts receivable:
Trade, met ... .. 172.6 191.8
Current trade finance receivables, net . ........ .. .. . i 175.5 151.8
Total accounts receivable ........... ... ... ... . i 348.1 343.6
Current deferred tax assets ... ... ... ittt e 102.7 86.8
Other CUTENt ASSEtS . . .. ..ottt e it it e et 76.7 81.2
Total current assets . . ... ... ..., 1,436.4 1,440.4
Property and equipment, Net. . .. ...ttt e 396.0 383.7
Software development costs and related assets, net . ............ .. oot 138.9 126.1
Long-term marketable securities ............ .. . ... i 304.1 354.3
Long-term trade finance receivables, net .............. ... ... .. ... . ... 158.7 126.1
Acquired technology, net. . ... ... . e 80.3 65.9
GoodWill .« .o e e 383.6 559.7
Intangible assets, net .. ... ... e 56.2 62.3
Other long-term assets .. ... ... ..o ouuntt it e e 90.6 179.8

$3,044.8  $3,298.3

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Trade accounts payable .. ... ... . ... e $ 392 § 373
Accrued Habilities ... ... .ottt i e e 279.3 283.5
Current portion of deferred revenue. .. ... ... ... . i i 660.9 764.3
Total current Habilities . . ... ... ... . it e 979.4 1,085.1
Long-term deferred revenue . ... ... ... e 740.7 868.0
Other long-term Habilities . .. ... ... ..o i e 109.5 83.4
Total Habilities . . ... ... e e 1,829.6 2,036.5

Commitments and contingencies
Stockholders’ equity: :

Preferred stock, $.01 par value, 1.0 shares authorized, none issued and outstanding — —
Common stock, $.01 par value, 600.0 shares authorized, 249.0 shares issued .. ... 2.5 2.5
Additional paid-in capital ... ... ... L 537.2 571.7
Retained earmings. . . ... oottt e 1,108.8 1,168.3
Accumulated other comprehensive income (loss) .............. .. .. ..., (10.7) (14.9)
1,637.8 1,727.6
Less treasury stock, at cost, 25.7 and 283 shares ............. ... ... ... ..... (421.7) (459.3)
Less unearned portion of stock-based compensation .......................... (0.9) (6.5)
Total stockholders’ equity .. ... it e 1,215.2 1,261.8

$3,044.8  $3,298.3

The accompanying notes are an integral part of these consolidated financial statements.
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BMC SOFTWARE, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE INCOME (LOSS)

Years Ended March 31,

2003 2004 2005
(In millions, except per share data)
Revenues:
LICense .. $ 6057 § 5774 § 546.5
Maintenance . .. ... it e 635.8 756.4 824.3
Professional SErvices. . ... ...ttt 85.2 84.9 92.2
Total TEVENUES . ... .. i 1,326.7 1,418.7 1,463.0
Cost of [iCENSe TEVENUES . . .. ..ottt ittt 164.0 169.5 130.3
Cost of maintenance revenues .............c...oveeen.. P 170.9 210.3 184.7
Cost of professional services ............ . ... . i 86.8 79.2 91.8
Selling and marketing expenses ............... i i 499.4 610.2 557.7
Research and development expenses . .............co i, 215.8 259.5 2225
General and administrative eXpenses . ... ...ovuuiterineenennn... 143.9 174.6 213.1
Amortization of intangible assets . ......... ... ... ... ... 12.7 133 20.7
Acquired research and development ........ ... ... ... ... . . 12.0 1.0 4.0
Impairment of goodwill . ....... ... . ... ... ... i — — 3.7
Settlement of litigation . ........... ... . i — — 11.3
Total operating eXpenses . . ... ovuuu vt e ieeeineennn. 1,305.5 1,517.6 1,439.8
Operating income (108S) . ... ..ottt 21.2 (98.9) 23.2
Interest and otherincome, net ........ ... . i 65.4 72.9 79.6
Interest €XPEnSe . .. ..ot e — (1.1) (2.0)
Gain (loss) on marketable securities and other investments ........... (17.3) (2.3) (2.6)
Other income, Nt . ... .ottt e 48.1 69.5 75.0
Earnings (loss) before income taxes ......................... 69.3 (29.4) 98.2
Income tax provision (benefit)....... ... ... ... .. ... .. .. ... ..., 21.3 (2.6) 22.9
Net earnings (10SS) ... ..o e $ 480 $ (268) § 753
Basic earnings (loss) pershare ........ ... ... . ... .., $ 020 $ (0.12) § 0.34
Diluted earnings (loss) pershare....... ... ... ... ..o ... $§ 020 § (0.12) $ 0.34
Shares used in computing basic earnings (loss) per share ............. 236.9 226.7 222.0
Shares used in computing diluted earnings (loss) per share............ 237.9 226.7 224.0
Comprehensive income (loss):
Net earnings (10SS) .. ...ttt e $ 480 § (268) §$ 753
Foreign currency translation adjustment .......................... (6.0) 1.1 6.8
Unrealized gain (loss) on securities available for sale:
Unrealized gain (loss), net of taxes of $7.3, $1.8 and $6.6 ........ 13.5 (3.4) (12.3)
Realized (gain) loss included in net earnings (loss), net of taxes of
$2.7, 804 and $0.6. .. .ottt 49 (0.7) 1.0
18.4 4.1 (11.3)
Unrealized gain (loss) on derivative instruments: )
Unrealized gain (loss), net of taxes of $2.7, $0 and $1.0 .......... (5.0) (5.2) (1.9)
Realized (gain) loss included in net earnings (loss), net of taxes of
$20,80and $1.2 ... ... 3.7 5.2 2.2
(1.3) — 0.3
Comprehensive income (1oss) ............ ... oo .. $ 591 $ (298) § 711

The accompanying notes are an integral part of these consolidated financial statements.
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Balance, March 31,2002 ............
Net earnings (loss) ...............
Foreign currency translation
adjustment .......... ...l
Treasury stock purchases ..........
Shares issued/forfeited for stock-
based compensation.............
Earned portion of stock-based
compensation . .................
Unrealized gain (loss) on securities
available forsale ...............
Realized (gain) loss on securities
available forsale ...............
Unrealized gain (loss) on derivative
instruments....................
Realized (gain) loss on derivative
instruments . ...................

BMC SOFTWARE, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Years Ended March 31, 2003, 2004 and 2005

Balance, March 31,2003 ............

Net earnings (loss) ...............
Foreign currency translation
adjustment ....................
Treasury stock purchases ..........
Shares issued/forfeited for stock-
based compensation.............
Earned portion of stock-based
cOmpensation ..................
Unrealized gain (loss) on securities
available forsale ...............
Realized (gain) loss on securities
available forsale ...............
Unreatized gain (loss) on derivative
Instruments . ..................
Realized (gain) loss on derivative
instruments. ...................

Balance, March 31,2004 ............
Net earnings (loss) ...............
Foreign currency translation
adjustment ....................
Treasury stock purchases ..........
Shares issued/forfeited for stock-
based compensation.............
Earned portion of stock-based
compensation ..................
Tax benefit of stock-based
compensation ..................
Stock options issued in connection
with an acquisition..............
Unrealized gain (loss) on securities
available forsale ...............
Realized (gain) loss on securities
available forsale ...............
Unrealized gain (loss) on derivative
instruments....................
Realized (gain) loss on derivative
instruments....................

Balance, March 31,2005 ............

The accompanying notes are an integral part of these consolidated financial statements.
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Unrealized
Unrealized Gain
Gain (Loss)  (Loss) on
Foreign  on Securities  Derivative Unearned

C Additional Currency  Available for Instruments, Treasury Portion of Total

Common Stock pyig.in  Retained Translation Sale, Net of  Net of Stock, Stock-Based Stockholders’

Shares Amount Capital Earnings Adjustment Taxes Taxes at Cost Compensation Equity

(In millions)

2490 %25 $536.9 $1,126.6  $(17.4) $ (2.0) $ 06 $(135.2) $(5.4) $1,506.6
— — — 48.0 — — — — — 48.0
— — — — (6.0) — — — — (6.0)
_ _ _ — _ — — (211.6) — (211.6)
— — 0.1 (30.7) — — — 56.7 — 26.1
— — — — — — — — 3.2 32
— — — — — 13.5 — — — 13.5
— — — — — 4.9 — — — 49
— — — — — — (5.0) — — (5.0)

— — —_ — — 37 — — 37

249.0 2.5 537.0 1,143.9 (23.4) 16.4 (0.7) (290.1) (2.2) 1,383.4
— — — (26.8) — — — — — (26.8)
— — — — 1.1 — — — — 1.1
— — — — — — — (170.1} — (170.1)
— — 02 (8.3) — — — 38.5 (0.8) 29.6
- - — — — — — — 2.1 2.1
— — — — — 34) — — — 3.4)
— — — — — 0.7 — — — (0.7)
— — — — — - (5.2) — — (5.2)
- = - — — — 5.2 — — 5.2

249.0 2.5 537.2 1,108.8 (22.3) 12.3 0.7) (421.7) 0.9) 1,215.2
— — — 75.3 — — — — — 75.3
— — — — 6.8 — — — — 6.8
— — — — — — — (87.0) — (87.0)

— 3.7 (15.8) — — — 49.4 (1.5) 28.4
— — — — — — — — 39 39
— — 17.3 — — — — — — 17.3
— — 20.9 — — — — — (8.0) 12.9
— — — — — (12.3) — — — (12.3)
— — — — — 1.0 — - — 1.0
- — — — — — 1.9) — — (1.9)
e — — — — 22 — — 2.2
2490  $25 $571.7  $1,168.3  §(15.5) $ 1.0 $(0.4)  $(459.3) $(6.5) $1,261.8




BMC SOFTWARE, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended March 31,
2003 2004 2005
(In millions)

Cash flows from operating activities:
Net earnings (108S) ... ..ottt e $ 480 5 (268) § 753
Adjustments to reconcile net earnings (loss) to net cash provided by (used in)
operating activities:
Acquired research and development and merger-related costs and compensation

AT ES oot 12.6 1.0 4.0
Depreciation and amortization . . ....... . . i i i 248.3 259.4 221.7
(Gain) loss on sale or impairment of technology assets and investments .......... 18.0 03 2.6
Impairment of goodwill . ... ... ... . . — — 3.7
(Gain) loss on sale/disposal of property and equipment ........................ — 38 (0.1}
(Gain) loss on previously securitized finance receivables .......... ... ... .. ... — — (8.0)
Provision for uncollectible accounts receivable and finance receivables . ........... 4.0 (5.3) (5.4)
Deferred income tax provision (benefit) ................ .. ... .. 10.8 (35.9) (334)
Earned portien of stock-based compensation ............. ... ... . oo 2.6 2.1 39
Changes in operating assets and liabilities, net of acquisitions:

(Increase) decrease in accounts receivable ............ ... ... .. 27.5 28.5 0.9

(Increase) decrease in finance receivables........... ... ... .. ... . ... (25.9) (5.4) 54.1

(Increase) decrease in income taxes receivable ........ ... ... ... ... ... 52.1 2.3 33

Increase (decrease) in current and long-term deferred revenue ................ 194.0 222.9 223.8

Increase (decrease) in payable to third-party financing institutions for finance

receivables ... ... e 393 (11.2) (1.5)

Increase (decrease) in accrued exit COStS. .. ........oiniienniiiinnannn.. (1.9) 68.6 (27.4)

Change in other operating assets and liabilities . . ............................ (23.8) (5.6) (9.6)

Net cash provided by (used in) operating activities ........................ 605.6 498.7 501.9
Cash flows from investing activities:
Debtor-in-possession financing provided to Peregrine Systems, Inc. ................ (53.8) — —
Proceeds from debtor-in-possession financing provided to Peregrine Systems, Inc. . ... 53.8 — —
Cash paid for technology acquisitions and other investments, net of cash acquired ....  (408.2)  (53.8) (266.1)
Cash receipts from previously securitized finance receivables ...................... — — 10.0
Purchases of marketable securities ........... ... . . . ... i (134.1) (322.3) (190.9)
Proceeds from maturities/sales of marketable securities .......................... 403.9 229.3 330.5
Purchases of property and equipment .. ... ... ... .. i (23.6) (504) (57.7)
Capitalization of software development costS. . ... (88.2) (53.3) (61.7)
Other investing activities ... ... ... i e 0.7 2.1 1.3
Net cash provided by (used in) investing activities ........................ (249.5) (248.4) (234.6)
Cash flows from financing activities:
Payments on capital leases.............. .. e — (3.2) (5.1)
Payments on bormrowings . . . ... ...t (1.2) — —
Treasury stock acquired . ... .. (211.6) (170.1)  (87.0)
Stock options exercised and other.......... ... ... ... ... . ... ... 26.1 29.6 28.4
Net cash provided by (used in) financing activities . ....................... (186.7) (143.7) (63.7)
Effect of exchange rate changesoncash ........... . ... .. ... .. ... ... . ... .. 0.7 5.6 4.2
Net change in cash and cash equivalents ................................. 170.1 1122 207.8
Cash and cash equivalents, beginning of year ....... ... ... ... ... ... . .. 330.0 500.1 612.3
Cash and cash equivalents, end of year .. ....... ... ... . ... . i $ 500.1 $ 612.3 § 820.1
Supplemental disclosure of cash flow information:
Cash paid for interest ... ... . i § — % 108 20
Cash paid for income taxes, net of amounts refunded ............................ $ (436) § 148 $ 128
Stock options issued and liabilities assumed in acquisitions. ....................... $ 743 $§ 104 $ 375
Capital lease obligation for computer hardware.................................. $ — % 171§ 43

The accompanying notes are an integral part of these consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) Summary of Significant Accounting Policies
(a) Nature of Operations

BMC Software, Inc. and its majority-owned subsidiaries (collectively, the Company or BMC Software)
develop software that provides systems and service management solutions primarily for large enterprises.
BMC Software markets, sells and supports its solutions primarily through its sales offices around the world, as
well as through its relationships with independent partners. The Company also provides maintenance,
enhancement and support (collectively, maintenance) for its products and performs software implementation,
integration and education services for its customers. Numerous factors affect the Company’s operating results,
including general economic conditions, market acceptance and demand for its products, its ability to develop
new products, rapidly changing technologies and competition. For a discussion of certain of these important
factors, see the discussion in Management’s Discussion and Analysis of Financial Condition and Resuits of
Operations — Certain Risks and Uncertainties.

(b) Use of Estimates

The Company’s management makes estimates and assumptions in the preparation of its consolidated
financial statements in conformity with generally accepted accounting principles. These estimates and
assumptions may affect the reported amounts of assets and liabilities and the disclosure of contingent assets
and liabilities as of the date of the consolidated financial statements, and the reported amounts of revenues
and expenses during the respective reporting periods. Actual results could differ from those results implicit in
the estimates and assumptions.

(¢) Basis of Presentation

The accompanying consolidated financial statements include the accounts of BMC Software, Inc. and its
majority-owned subsidiaries. All significant intercompany baiances and transactions have been eliminated in
consolidation.

Beginning in the year ended March 31, 2005, the costs of license and maintenance revenues have been
presented separately in the consolidated statements of operations and comprehensive income (loss). All
periods presented have been reclassified for consistency. Certain other amounts previously reported have also
been reclassified to provide comparability among the years reported.

(d) Cash and Cash Equivalents

The Company considers investments with an original maturity of three months or less when purchased to
be cash equivalents. As of March 31, 2004 and 2005, the Company’s cash equivalents were comprised
primarily of money market funds. The Company’s cash equivalents are subject to potential credit risk. The
Company’s cash management and investment policies restrict investments to investment grade, highly liquid
securities. The carrying value of cash and cash equivalents approximates fair value.

(e) Trade and Finance Receivables

In the ordinary course of business, the Company extends credit to its customers. Trade receivables and
those finance receivables that the Company has the intent and ability to hold are recorded at their outstanding
principal balances, adjusted for interest receivable to date, if applicable, and adjusted by the allowance for
doubtful accounts. Interest income on finance receivables is recognized using the effective interest method
and is recorded as interest and other income, net in the consolidated statements of operations and
comprehensive income (loss). In estimating the allowance for doubtful accounts, the Company considers the
length of time receivable balances have been outstanding, historical write-off experience, current economic
conditions and customer-specific information. When the Company ultimately concludes that a receivable is
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uncollectible, the balance is charged against the allowance for doubtful accounts. As of March 31, 2004 and
2005, the allowance for doubtful trade accounts receivable was $12.1 million and $7.5 million, respectively,
and the allowance for doubtful trade finance receivables was $2.6 million and $0.5 million, respectively. Bad
debt expense for the years ended March 31, 2003, 2004 and 2005 was $4.0 million, ($5.3) million and
($5.4) million, respectively.

Most of the Company’s finance receivables are transferred to financial institutions. Such transfers are
executed on a non-recourse basis through individual transfers, as discussed further in Note 4 — Trade Finance
Receivables. Finance receivables to be transferred are recorded at the lower of outstanding principal balance,
adjusted for interest receivable to date, or fair value, as determined on an individual receivable basis. As such
finance receivables are typically transferred less than three months after origination, the outstanding principal
balance typically approximates fair value. Finance receivables to be transferred as of March 31, 2004 and 2005
have been aggregated with current and long-term finance receivables in the accompanying consolidated
balance sheets at those dates.

(f) Long-Lived Assets
Property and Equipment —

Property and equipment are stated at cost. Depreciation on property and equipment, with the exception of
buildings, leasehold improvements and land, is recorded using the straight-line method over the estimated
useful lives of the assets, which range from three to ten years. Depreciation on buildings is recorded using the
straight-line method over the useful lives of the components of the buildings, which primarily range from 20 to
40 years. Leasehold improvements are amortized using the straight-line method over the shorter of the lease
term or the estimated useful lives of the assets, which range from three to ten years. Land is not depreciated.

Internal-use software is accounted for under American Institute of Certified Public Accountants
(AICPA) Statement of Position (SOP) 98-1, “Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use.” This SOP requires that certain costs related to the development or purchase of
internal-use software be capitalized and amortized over the estimated useful life of the software. This SOP
also requires that costs related to the preliminary project stage, data conversion and the post-implementation/
operation stage of an internal-use software development project be expensed as incurred.

A summary of property and equipment is as follows:

March 31,
2004 2005
(In millions)
Land ... $ 270 $ 270
Buildings and leasehold improvements ............. ... .. ... . ... 321.7 329.3
Computers, software, furniture and equipment.......................... 3584 375.9
Projects In Progress ... ...ttt e 16.2 10.3
7233 742.5
Less accumulated depreciation and amortization...................... (327.3)  (358.8)
Net property and equipment. . .. .......ovu ittt $ 396.0 § 383.7

Depreciation expense recorded during the years ended March 31, 2003, 2004 and 2005, was $69.3 million,
$87.8 million and $69.5 million, respectively.

The Company assesses impairment of property and equipment under Statement of Financial Accounting
Standards (SFAS) No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.” The
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Company reviews its long-lived assets for impairment whenever events or changes in circumstances indicate
that the carrying amount of an asset may not be recoverable. If the sum of the expected future cash flows from
the use of the asset and its eventual disposition is less than the carrying amount of the asset, an impairment
loss is recognized based on the fair value of the asset.

Software Development Costs —

Costs of internally developed software are expensed until the technological feasibility of the software
product has been established. Thereafter, software development costs are capitalized and subsequently
reported at the lower of unamortized cost or net realizable value. The capitalized software costs are amortized
over the products’ estimated economic lives, which are typically three years, beginning when the underlying
products are available for general release to customers. Each quarter, the Company analyzes the realizability
of its recorded software assets under the provisions of SFAS No. 86, “Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed.” The amortization of capitalized software development
costs, including amounts accelerated for products that were not expected to generate sufficient future revenues
to realize their carrying values, is included in cost of license revenues in the consolidated statements of
operations and comprehensive income (loss). The following table summarizes the amounts capitalized and
amortized during the years ended March 31, 2003, 2004 and 2005.

Years Ended March 31,

2003 2004 2005
(In millions)
Software development costs capitalized ......................... $(88.2) $(53.3) $(61.7)
Total amortization. .. ...\ttt ittt e e 107.6 107.5 74.9
Net impact on operating eXpenses ..............c....ooovn... $ 194 $542 §$ 132
Accelerated amortization included in total amortization above . ... .. $474 $191 $ 28

The Company reviewed its product portfolio during the years ended March 31, 2002 and 2003 and
discontinued certain products. To the extent that there were any capitalized software development costs
remaining on the balance sheet related to these products, the Company accelerated the amortization to write
off these balances. The continued need to accelerate amortization to maintain the Company’s capitalized
software costs at net realizable value, the results of the valuation performed for the Remedy acquisition that
indicated a three-year life was appropriate for that acquired technology and changes in the average life cycles
for certain of our software products caused the Company to evaluate the estimated economic lives for its
internally developed software products. As a result of this evaluation, the Company revised the estimated
economic lives of certain products as of January 1, 2003, such that most products at that date would be
amortized over an estimated life of three years. These changes in estimated economic lives resulted in an
additional $12.4 million and $36.8 million of amortization expense in the years ended March 31, 2003 and
2004, respectively, and reduced basic and diluted earnings per share for the years ended March 31, 2003 and
2004 by $0.03 per share and $0.14 per share, respectively.

Acquired Technology, Goodwill and Intangible Assets

Acquired technology, representing developed technology of acquired businesses, is stated at cost and is
amortized on a straight-line basis over the products’ estimated economic lives, which are typically three years.
Amortization expense for the years ended March 31, 2003, 2004, and 2005 was $54.0 million, $47.7 million
and $54.4 million, respectively, and is included in cost of license revenues in the consolidated statements of
operations and comprehensive income (loss). Each quarter, the Company analyzes the realizability of its
acquired technology assets under the provisions of SFAS No. 86.
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Goodwill, representing the excess of the cost over the net tangible and identifiable intangible assets of
acquired businesses, and other intangibles are stated at cost. All goodwill and those intangible assets with
indefinite useful lives are not amortized, but rather are tested for impairment annually and when events or
changes in circumstances indicate that the fair value of a reporting unit or intangible asset has been reduced
below carrying value. Goodwill is assigned to the reporting units that are expected to benefit from the
synergies of the business combination, which are the reporting units to which the related acquired technology
is assigned. The Company then determines the fair value of the reporting units with goodwill using a
combination of the income and market approaches on an invested capital basis. The Company determines the
amount of any impairment of intangible assets with indefinite lives using the income approach. Intangible
assets with finite useful lives are amortized over those useful lives, which are typically two to four years, and
are tested for recoverability whenever events or changes in circumstances indicate that their carrying amount
may not be recoverable. As discussed in Note 5 — Goodwill and Intangible Assets, an impairment loss was
recognized for certain goodwill assets during the year ended March 31, 2005.

{(g) Foreign Currency Translation and Risk Management

The Company operates globally and the functional currency for most of its non-U.S. enterprises is the
local currency. Financial statements of these foreign operations are translated into U.S. dollars using the
current rate method in accordance with SFAS No. 52, “Foreign Currency Translation.” As a result, the
Company’s U.S. dollar net cash flows from international operations may be adversely affected by changes in
foreign currency exchange rates. To minimize the Company’s risk from changes in foreign currency exchange
rates, the Company utilizes certain derivative financial instruments.

The Company accounts for derivative financial instruments under SFAS No. 133, “Accounting for
Derivative Instruments and Hedging Activities,” SFAS No. 138, “Accounting for Certain Derivative
Instruments and Certain Hedging Activities,” and SFAS No. 149, “Amendment of Statement 133 on
Derivative Instruments and Hedging Activities.” These standards require that every derivative instrument be
recorded in the balance sheet at fair value as either an asset or liability. Changes in the fair value of derivatives
are recorded each period in current earnings or other comprehensive income, depending on whether the
derivative is designated as part of a hedge transaction, and if so, the type of hedge transaction.

The Company primarily uses forward exchange contracts and purchased option contracts to manage its
foreign currency exchange risk. Forward exchange contracts are used to offset its exposure to certain foreign
currency assets and liabilities. The terms of these forward exchange contracts are generally one month or less
and are entered into at the prevailing market rate at the end of each month. These forward exchange contracts
are not designated as hedges, and therefore, the changes in the fair values of these derivatives are recognized
currently in earnings and are reported as a component of operating expenses, thereby offsetting the current
earnings effect of the related foreign currency assets and liabilities. The fair value associated with these
forward exchange contracts at March 31, 2004 and 2005 was not material.

Forward exchange contracts and purchased option contracts are used by the Company to hedge
anticipated, but not firmly committed, sales transactions, and qualify as cash flow hedges. Probability
weightings are applied to the forecasted quarterly sales amounts up to one year into the future, and contracts
are purchased to hedge the foreign currency exchange risk on these weighted amounts with specified revenues
being designated as the hedged item. At March 31, 2005, the Company was hedging forecasted transactions
for periods not exceeding twelve months. At inception, these derivatives are expected to be highly effective.
Changes in the fair value of a derivative that is designated as a cash flow hedge and is highly effective are
recorded in accumulated other comprehensive income until the underlying transaction affects earnings, and
are then reclassified to earnings in the same line item as the hedged transaction. The fair value of a forward
exchange contract represents the present value of the change in forward exchange rates times the notional
amount of the derivative. The fair value of a purchased option contract is estimated using the Black-Scholes
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option-pricing model. The fair value of these forward exchange contracts and purchased option contracts at
March 31, 2004 and 2005 was $0.1 million and $0.5 million, respectively, and is included in other current
assets in the consolidated balance sheets.

On an ongoing basis, the Company assesses whether each derivative continues to be highly effective in
offsetting changes in the cash flows of hedged items. If and when a derivative is no longer expected to be
highly effective, hedge accounting is discontinued. Hedge ineffectiveness, if any, is included in current period
earnings. The balances in accumulated other comprehensive income (loss) related to derivative instruments as
of March 31, 2005 are expected to be recognized in earnings over the next twelve months. During the years
ended March 31, 2003, 2004 and 2005, the Company did not recognize any amounts in earnings due to hedge
ineffectiveness, nor did the Company discontinue any cash flow hedges. General and administrative expenses
included $2.2 million, $0.2 million and $(0.5) million for the fiscal years 2003, 2004 and 2005, respectively,
related to premium, discount and time value realization from derivative financial instruments and unhedged
immaterial foreign exchange exposures.

The Company classifies all of its qualifying hedging derivative instruments’ cash flows as cash flows from
operating activities, which is the same category as the cash flows from the hedged items.

The Company is exposed to credit-related losses in the event of non-performance by counterparties to
derivative financial instruments, but it does not expect any counterparties to fail to meet their obligations,
given their high credit ratings. In addition, the Company diversifies this risk across several counterparties and
utilizes master netting agreements to mitigate the credit risk of derivative financial instruments.

(h) Treasury Stock

The Company’s board of directors authorized the purchase of up to $1.0 billion in common stock
($500.0 million on April 24, 2000 and an additional $500.0 million on July 30, 2002). During the years ended
March 31, 2003, 2004 and 2005, 13.5 million, 10.0 million and 5.3 million shares, respectively, were purchased
for $211.6 million, $170.1 million and $87.0 million, respectively, under these authorizations.

(1) Revenue Recognition and Deferred Revenue -

The Company generates revenues from licensing software, providing maintenance, enhancement and
support for previously licensed products and, to a lesser extent, providing professional services. The Company
utilizes written contracts as the means to establish the terms and conditions by which the Company’s products,
maintenance and services are sold to its customers. ’

The Company recognizes revenue in accordance with AICPA SOP 97-2, “Software Revenue Recogni-
tion,” and SOP 98-9, “Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain
Transactions.” These Statements provide guidance on applying generally accepted accounting principles to
recognizing revenue in software transactions. In applying these Statements, the Company recognizes software
license fees upon meeting all of the following four criteria: execution of the signed contract, delivery of the
underlying products to the customer and the acceptance of such products by the customer, determination that
the software license fees are fixed or determinable and determination that collection of the software license
fees is probable. If the Company determines that any one of the four criteria is not met, the Company will
defer recognition of the software license revenue until the criteria are met, as required by SOPs 97-2 and 98-9.
Maintenance revenues are recognized ratably over the terms of the arrangements, which terms primarily range
from one to five years, on a straight-line basis. Revenues from license and maintenance transactions that are
financed are generally recognized in the same manner as those requiring current payment, as the Company
has a history of offering installment contracts to customers and successfully enforcing original payment terms
without making concessions. Because the Company’s agents, distributors and resellers (collectively, resellers)
act as the principals in the transactions with the end users of the Company’s software and the rewards of
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ownership are passed to the resellers upon the execution of the Company’s arrangement with them, the
Company recognizes revenues from transactions with resellers on a net basis (the amount actually received by
the Company from the resellers). In addition, the Company does not offer a right of return, rotation or price
protection in its sales to resellers, and it is the Company’s policy to only accept orders from resellers that
specifically name an end-user. On occasion, the Company has purchased goods or services for its operations
from customers at or about the same time that the Company licensed software to these customers. License
revenues from such transactions represent less than one percent of total license revenues in any period.
Revenues from professional services are recognized as the services are performed.

When several elements, including software licenses, maintenance and professional services, are sold to a
customer through a single contract, the license revenues are recognized under the residual method, such that
the consideration is allocated to the various other elements included in the agreement based upon the vendor-
specific objective evidence of the fair value of those elements, with the residual being allocated to the licenses.
Revenues allocated to the undelivered elements of a contract are deferred until such time as those elements
are delivered, or in the case of maintenance, such revenues are recognized ratably over the maintenance term.
The Company has established vendor-specific objective evidence of the fair value of its maintenance through
the renewal rates in the contractual arrangements with its customers and through independent sales of
maintenance at these stated renewal rates. These renewal rates reflect a consistent relationship by pricing
maintenance as a percentage of the discounted or undiscounted license list price. Vendor-specific objective
evidence of the fair value of professional services is based on the daily rates determined from the Company’s
contracts for services alone, which are time-and-materials based. Accordingly, software license fees are
recognized under the residual method for arrangements in which the software is licensed with maintenance
and/or professional services, and where the maintenance and/or professional services are not essential to the
functionality of the delivered software. In the event a contract contains multiple elements for which the
Company has not established vendor-specific objective evidence of fair value, all revenues from the contract
are deferred until such evidence is established or are recognized on a ratable basis.

Deferred revenue is comprised of deferred maintenance, license and professional services revenues.
Deferred maintenance revenue is not recorded on arrangements with trade payment terms until the related
maintenance fees have been collected. The components of deferred revenue as of March 31, 2004 and 2005
are as follows:

March 31,
2004 2005
(In millions)
Current:
Maintenance . . ... ... $ 4999 § 5634
LCenSE . .o 132.6 170.3
Professional Services. . . ...t 28.4 30.6
Total current deferred revenue . .......... ... ... .. . ... ... .. ... 660.9 764.3
Long-term:
Maintenance and other . ... ... .. .. .. 536.5 631.1
License .. ... 204.2 236.9
Total long-term deferred revenue. ......... ... ... ... ... .. ..., 740.7 868.0
Total deferred revenue. . ...ttt $1,401.6  $1,632.3
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(j) Costs of License and Maintenance Revenues

The cost of license revenues is primarily comprised of the amortization of capitalized software
development costs and the amortization of acquired technology obtained through business combinations. The
cost of license revenues for the years ended March 31, 2004 and 2005 also included a portion of the severance
and facilities costs related to exit activities discussed in Note 11 — Exit Activities and Related Costs. The cost
of license revenues for the years ended March 31, 2003, 2004 and 2005 consisted of the following:

Years Ended March 31,
2003 2004 2005
(In millions)

Amortization of capitalized software development costs ........... $107.6 $107.5 $ 749
Amortization of acquired technology ........................... 540 477 544
Expenses related to exit activities .........c.coiiiiiinii., — 12.2 (0.8)
Other 24 2.1 1.8

$164.0 $169.5 $130.3

The cost of maintenance revenues is primarily comprised of the costs associated with the customer
support and research and development personnel that provide maintenance, enhancement and support services
to the Company’s customers. The cost of maintenance revenues for the years ended March 31, 2004 and 2005
also included a portion of the severance and facilities costs related to exit activities discussed in Note 11 —
Exit Activities and Related Costs. The cost of maintenance revenues for the years ended March 31, 2003,
2004 and 2005 consisted of the following:

Years Ended March 31,

2003 2004 2005
(In millions)
Cost of maintenance SEerviCeS . . ... .. v ittt et it $167.0 $186.2 $182.2
Expenses related to exit activities .. ............ ... ... ... — 20.5 (1.9)
Other .. e 3.9 3.6 4.4

$170.9  $210.3  $184.7

(k) Sales Commissions

The Company pays commissions to its direct sales force related to its revenue transactions under
commission plans established annually. The Company defers sales commission expense that is directly related
to license and maintenance revenues that are deferred. After initial deferral, these commissions are recognized
as selling and marketing expenses in the consolidated statements of operations and comprehensive income
(loss) over the terms of the related customer contracts, in proportion to the recognition of the associated
revenues. The commission payments, which are typically paid in full in the month following execution of the
customer contracts, are a direct and incremental cost of the revenue arrangements. The deferred commissions
as of March 31, 2003, 2004 and 2005 to be recognized as expense in the future were $5.0 million, $14.0 million
and $58.8 million, respectively.

(l) Stock-Based Compensation

The Company has numerous stock plans that provide for the grant of common stock options and
restricted stock to employees and directors of the Company, which are described more fully in Note 7 -
Stock Incentive Plans. The Company accounts for stock-based employee compensation using the intrinsic
value method in accordance with Accounting Principles Board (APB) Opinion No. 25 and related
interpretations, which generally requires that the amount of compensation cost that must be recognized, if any,
is the quoted market price of the stock at the measurement date, which is generally the grant date, less the
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amount the grantee is required to pay to acquire the stock. Alternatively, SFAS No. 123, “Accounting for
Stock-Based Compensation,” employs fair value-based measurement and generally results in the recognition
of compensation expense for all stock-based awards to employees. SFAS No. 123 does not require an entity to
adopt those provisions, but rather, permits continued application of APB Opinion No. 25. The Company has
elected not to adopt the recognition and measurement provisions of SFAS No. 123 and continues to account
for its stock-based employee compensation plans under APB Opinion No. 25 and related interpretations. In
accordance with APB Opinion No. 25, deferred compensation is generally recorded for stock-based employee
compensation grants based on the excess of the market value of the common stock on the measurement date
over the exercise price. The deferred compensation is amortized to expense over the vesting period of each
unit of stock-based employee compensation granted. Awards granted with graded vesting are accounted for as
one award and accordingly, the total expense measured for the grant is taken evenly over the entire vesting
period. If the exercise price of the stock-based compensation is equal to or exceeds the market price of the
Company’s common stock on the date of grant, no compensation expense is recorded.

For the years ended March 31, 2003, 2004 and 2005, the Company recorded compensation expense of
$3.2 million, $2.1 million and $1.3 million, respectively, for restricted stock grants. The Company was not
required to record compensation expense for stock option grants and stock issued under the employee stock
purchase plan (the Purchase Plan) during the same periods, except for the unvested replacement stock
options issued as consideration in the Marimba acquisition as discussed in Note 2 — Business Combinations.
For the year ended March 31, 2005, the Company recorded compensation expense of $2.6 million related to
these options. The weighted average grant date fair value per share of restricted stock grants was $18.61 and
$15.95 for the years ended March 31, 2004 and 2005, respectively. The Company did not grant restricted stock
during the year ended March 31, 2003.

The compensation expense recorded for restricted stock grants under the intrinsic value method is
consistent with the expense that would be recorded under the fair value-based method. Had the compensation
cost for the Company’s employee stock option grants and stock issued under the Purchase Plan been
determined based on the grant date fair values of awards estimated using the Black-Scholes option pricing
model, which is consistent with the method described in SFAS No. 123, the Company’s reported net earnings
(loss) and earnings (loss) per share would have been reduced to the following pro forma amounts:

Years Ended March 31,
2003 2004 2005

(In millions, except per
share data)

Net earnings (loss):
AsReported. ... ... . $ 48.0 $ (268) $ 753
Add stock-based employee compensation expense included in net
earnings (loss) as reported of $3.2, $2.1 and $3.9, net of
related tax effects .......... ... .. 2.3 1.8 2.5
Deduct stock-based employee compensation expense determined
under the fair value-based method for all awards, net of

related tax effects . ....... .. ... .. ... ... .. L (64.7)  (107.5)  (92.9)
ProForma ...... ... .. ... .. . $(14.4) $(132.5) ${15.1)
Basic earnings (loss) per share:
AsReported. ... ... ... . $020 §$ (012) $0.34
Pro FOrma . .........oovioii $(0.06) $ (0.58) $(0.07)
Diluted earnings (loss) per share:
AsReported. . ... $020 $ (0.12) $0.34
Pro Forma ......... .. i i $(0.06) $ (0.58) $(0.07)
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In computing the above pro forma amounts, the fair values of each option grant and each purchase right
under the employee stock purchase plan are estimated using the Black-Scholes option pricing model with the
following weighted average assumptions used for grants during the years ended March 31, 2003, 2004 and
2003, respectively: risk-free interest rate of 3.11%, 2.66% and 3.42%, expected life of 5 years for options and
6 months for employee stock purchase plan shares, expected volatility of 77%, 77%, and 71% and no expected
dividend yields. The weighted average grant date fair value per share of options granted with exercise prices
equal to the market value of the Company’s common stock on the date of grant during the years ended
March 31, 2003, 2004 and 20035 was $10.74, $9.11 and $9.64, respectively. The weighted average grant date
fair value per share of the unvested replacement options issued below fair market value as consideration in the
Marimba acquisition during the year ended March 31, 2005 was $10.69. The weighted average grant date fair
value per share of purchase rights granted under the Purchase Plan during the years ended March 31, 2003,
2004 and 2005 was $5.08, $4.20 and $4.33, respectively.

In December 2004, the Financial Accounting Standards Board (FASB) issued SFAS No. 123(R),
“Share-Based Payment,” which is a revision of SFAS No. 123. SFAS No. 123(R) supersedes APB Opinion
No. 25 and amends SFAS No. 95, “Statement of Cash Flows.” Generally, the approach in SFAS No. 123(R)
is similar to the approach described in SFAS No. 123. However, SFAS No. 123(R) requires all share-based
payments to employees, including grants of employee stock options, to be recognized in the statement of
operations based on their fair values. Pro forma disclosure is no longer an alternative. SFAS No. 123(R)
permits adoption using one of two methods: (1) a “modified prospective” method in which compensation cost
is recognized beginning on the effective date based on the requirements of SFAS No. 123(R) for all share-
based payments granted after the effective date and based on SFAS No. 123 for all awards granted to
employees prior to the effective date that remain unvested on the effective date or (2) a “modified
retrospective” method which includes the requirements of the modified prospective method, but also permits
entities to restate all periods presented or prior interim periods of the year of adoption based on the amounts
previously recognized under SFAS No. 123 for purposes of pro forma disclosures. The Company plans to
adopt SFAS No. 123(R) using the modified prospective method. In April 2005, the Securities and Exchange
Commission issued a rule delaying the required adoption date for SFAS No. 123(R) to the first interim period
of the first fiscal year beginning on or after June 15, 2005. The Company will adopt SFAS No. 123(R) as of
April 1, 2006, the beginning of our fiscal year ending March 31, 2007.

As permitted by SFAS No. 123 and discussed above, the Company currently accounts for share-based
payments to employees using APB Opinion No. 25’s intrinsic value method and, as such, generally recognizes
no compensation cost for employee stock options, as the exercise prices of options granted are generally equal
to the quoted market price of the Company’s common stock on the date of grant. Accordingly, the adoption of
SFAS No. 123(R)’s fair value method will have a significant impact on the Company’s results of operations.
The impact of adoption of SFAS No. 123(R) cannot be predicted at this time because it will depend on levels
of share-based payments granted in the future. However, had the Company adopted SFAS No. 123(R) in
prior periods, the impact of that standard would have approximated the impact of SFAS No. 123 as described
in the disclosure of pro forma net earnings (loss) and earnings (loss) per share above. SFAS No. 123(R) also
requires the benefits of tax deductions in excess of recognized compensation cost to be reported as a financing
cash flow, rather than as an operating cash flow as required under current literature. In general, this
requirement would reduce net operating cash flows and increase net financing cash flows in periods after
adoption. While the Company cannot estimate what those amounts will be in the future (because they depend
on, among other things, when employees exercise stock options), the excess tax deductions recorded in
fiscal 2005 were $17.3 million. The Company did not recognize any such tax benefits in fiscal 2003 and 2004.
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(m) Earnings Per Share

Basic earnings per share (EPS) is computed by dividing net earnings (loss) by the weighted average
number of common shares outstanding for the period. Diluted EPS reflects the potential dilution that could
occur if securities or other contracts to issue common stock were exercised or converted into common stock.
For purposes of this calculation, outstanding stock options and unearned restricted stock are considered
potential common shares using the treasury stock method. For the years ended March 31, 2003, 2004 and
20035, the treasury stock method effect of 30.6 million, 27.4 million and 23.9 million weighted options,
respectively, has been excluded from the calculation of diluted EPS as it is anti-dilutive. The following table
summarizes the basic and diluted EPS computations for the years ended March 31, 2003, 2004 and 2005:

Years Ended March 31,

2003 2004 2005

(In millions, except
per share amounts)

Basic earnings (loss) per share:

Net earnings (1088) . ...t i $ 48.0 $(26.8) § 753
Weighted average number of common shares .................. 236.9 226.7 222.0
Basic earnings (loss) pershare .............................. $ 020 $(0.12) $ 0.34
Diluted earnings (loss) per share:

Net earnings (10SS) .. ... oot v it $ 480 $(26.8) $ 753
Weighted average number of common shares .................. 236.9 226.7 222.0
Incremental shares from assumed conversions of stock options and

other dilutive securities. ... ... ... ... ... i 1.0 — 2.0
Adjusted weighted average number of common shares .......... 237.9 226.7 224.0
Diluted earnings (loss) pershare ............................ $ 020 $(0.12) $ 034

(n) Comprehensive Income (Loss)

SFAS No. 130, “Reporting Comprehensive Income,” establishes standards for reporting and displaying
comprehensive income and its components. Comprehensive income (loss) is the total of net earnings (loss)
and all other non-owner changes in equity, which for the Company include foreign currency translation
adjustments, unrealized gains and losses on securities available for sale and the effective portion of unrealized
gains and losses on derivative financial instruments that qualify as cash flow hedges. A reconciliation of
reported net earnings (loss) to comprehensive income (loss) is included in the consolidated statements of
operations and comprehensive income (loss).

(o) Variable Interest Entities

FASB Interpretation No. 46(R), “Consolidation of Variable Interest Entities, an Interpretation of ARB
No. 51,” addresses consolidation of variable interest entities (VIE). FIN 46(R) expanded the criteria for
consideration in determining whether a variable interest entity should be consolidated by a business entity, and
requires variable interest entities (which include, but are not limited to, special-purpose entities) to be
consolidated by their primary beneficiaries if the entities do not effectively disperse risks among parties
involved. FIN 46(R) provides that if an entity is a primary beneficiary of a variable interest entity, the assets,
liabilities, and results of operations of the VIE should be consolidated in the entity’s financial statements. The
adoption of FIN 46 (R) has not had a material effect on the Company’s financial position, results of operations
or cash flows.
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(2) Business Combinations

The Company accounts for its business combinations in accordance with SFAS No. 141, “Business
Combinations,” which addresses financial accounting and reporting for business combinations and requires
that all such transactions be accounted for using the purchase method. Under the purchase method of
accounting for business combinations, the aggregate purchase price for the acquired business is allocated to
the assets acquired and liabilities assumed based on their estimated fair values at the acquisition date.

On November 20, 2002, the Company acquired the assets of Remedy from Peregrine Systems, Inc.
(Peregrine) for $355.0 million in cash plus the assumption of certain liabilities of Remedy. In accordance with
the purchase agreement, the cash purchase price was adjusted to $347.3 million subsequent to March 31,
2003. Remedy focuses on automating service-related business processes through a complete suite of service
management applications. In connection with the acquisition, the Company provided $53.8 million of
debtor-in-possession financing to Peregrine, which was repaid to the Company in conjunction with the close of
the acquisition.

The aggregate purchase price was $356.8 million, including the adjusted cash consideration of
$347.3 million and direct costs of the transaction. The allocation of the purchase price to specific assets and
liabilities was based, in part, upon outside appraisals of the fair value of certain assets of Remedy. The
following table summarizes the estimated fair values of the assets acquired and liabilities assumed at the date
of acquisition.

November 20,

2002
(In miHlions)

CUITENT ASSBTS .+ v v v et ettt e e e e ettt et e e e e $ 320
Property and equipment and other long-term assets ............................ 20.1
Intangible assets. ... ... . e 176.0
Goodwill . ..o e 199.0

Total assets acquired . ... ... e 427.1

Current liabilities . . . ... ... e (70.3)

Net assets acquired .. ... ...ttt e $356.8

Of the $176.0 million of acquired intangible assets, $20.0 million was assigned to tradenames that are not
subject to amortization and $12.0 million, or 3% of the purchase price, was assigned to research and
development assets that were written off at the date of the acquisition in accordance with FASB Interpretation
No. 4, “Applicability of FASB Statement No. 2 to Business Combinations Accounted for by the Purchase
Method,” as discussed below. Those write-offs are reflected as acquired research and development in the
consolidated statements of operations and comprehensive income (loss) for the year ended March 31, 2003.
The amount allocated to tradenames consists primarily of the estimated fair value of the Remedy and Action
Request System names. Tradenames will not be amortized because the assets have indefinite remaining useful
lives, but will be reviewed periodically for impairment.

The remaining $144.0 million of acquired intangible assets have an estimated weighted-average useful
life of three years, and include $109.0 million of acquired technology with an estimated weighted-average
economic life of three years and $35.0 million of customer relationships with an estimated weighted-average
useful life of three years. Acquired technology, which consists of products that have reached technological
feasibility, primarily relates to Remedy’s Action Request System (AR System) multi-tier architecture and
developed out-of-the-box application solutions that sit on top of the AR System. Customer relationships
represent existing contracts with customers to provide maintenance related to Remedy’s installed base.
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The $199.0 million of goodwill was assigned to the Service Management segment and all of that amount
is expected to be deductible for tax purposes. Goodwill recorded in the United States is deductible at the
federal statutory rate of 35%. Goodwill recorded in international locations is also deductible, but the deduction
will not be material because of low tax rates in these jurisdictions. Factors that contributed to a purchase price
that results in goodwill include, but are not limited to, the retention of research and development personnel
with the skills to develop future Remedy technology, support personnel to provide the maintenance services
related to Remedy products and a trained sales force capable of selling current and future Remedy products,
the opportunity to cross-sell Remedy and BMC Software products to existing customers and the positive
reputation that Remedy has in the market.

As discussed above, the Company allocated $12.0 million of the purchase price to in-process research and
development projects. The amount allocated represents the estimated fair value, based on risk-adjusted cash
flows and historical costs expended, related to Remedy’s incomplete research and development projects. At
the date of acquisition, the development of these projects had not yet reached technological feasibility, and the
research and development in progress had no alternative future uses. Accordingly, these costs were expensed
as of the acquisition date. At the acquisition date, Remedy was conducting design, development, engineering
and testing activities associated with the completion of next-generation core and application technologies to
address emerging market demands in the service management market.

The following unaudited pro forma results of operations for the year ended March 31, 2003 are as if the
acquisition of Remedy had occurred at the beginning of that period. The unaudited pro forma financial
information includes acquired technology charges of $12.0 million related to the Remedy acquisition. The pro
forma consolidated results do not purport to be indicative of results that would have occurred had the
acquisition been in effect for the period presented, nor do they purport to be indicative of the results that will
be obtained in the future (in millions, except per share data).

Year Ended

March 31,

2003
REVEIUES . . . oot e $ 1,461.6
Net earnings (10SS) . ..ottt it e e $ 342
Basic EPS .. $ 0.14
Diluted EPS . . $ 0.14

On March 20, 2003, the Company acquired all of the outstanding shares of I'T Masters International S.A.
(IT Masters) for $42.5 million in cash. In accordance with the purchase agreement, the cash purchase price
was adjusted to '$44.5 million subsequent to March 31, 2003. IT Masters focuses on service management
technology that allows customers to model and visualize information technology infrastructure components
correlated with the ultimate services they deliver. The aggregate purchase price was $45.3 million, including
cash consideration of $44.5 million and direct costs of the transaction. The allocation of the purchase price to
specific assets and liabilities was based, in part, upon outside appraisals of the fair value of certain assets of
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IT Masters. The following table summarizes the estimated fair values of the assets acquired and liabilities
assumed at the date of acquisition.

March 20,
2003
(In millions)
CUITEIL ASSEES .« . v v vttt et it et e ettt e e e e e it e e e e $ 3.1
Property and equipment and other long-term assets ............................ 0.3
Intangible assets. ... ..ot e e e 14.4
GoodWill . ... 33.6
Total assets acquired . .. .. ... ...ttt 51.4
Current liabilities . . ... ... o e (6.1)
Net assets acquired . ...... P $45.3

The $14.4 million of acquired intangible assets have an estimated weighted-average useful life of
three years, and include $11.2 million of acquired technology with an estimated weighted-average economic
life of three years, $2.8 million of customer relationships with an estimated weighted-average useful life of
three years and $0.4 million of non-compete agreements with a weighted average useful life of two years.
Acquired technology, which consists of products that have reached technological feasibility, primarily relates
to IT Masters’ MasterCell and MasterAR Suite products. Customer relationships represent the benefit to be
derived from IT Masters’ existing license and maintenance customer base. At the acquisition date, there were
no projects that had progressed to a degree that would enable the fair value of the in-process research and
development to be estimated with reasonable reliability and therefore no value was allocated to in-process
research and development.

The $33.6 million of goodwill was assigned to the PATROL segment and all of that amount is expected
to be deductible for tax purposes. The goodwill is recorded in international locations and the deduction will not
be material because of low tax rates in these jurisdictions. Factors that contributed to a purchase price that
results in goodwill include, but are not limited to, the retention of research and development personnel with
the skills to develop future technology, support personnel to provide the maintenance services related to IT
Masters products and a trained sales force capable of selling current and future products, and the positive
reputation that IT Masters has in the market.

On February 2, 2004, the Company acquired the assets of Magic from Network Associates for
$49.3 million in cash plus the assumption of certain liabilities of Magic. The aggregate purchase price was
$49.5 million, including cash consideration of $49.3 million and direct costs of the transaction. The allocation
of the purchase price to specific assets and liabilities was based, in part, upon outside appraisals of the fair
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value of certain assets of Magic. The following table summarizes the estimated fair values of the assets
acquired and liabilities assumed at the date of acquisition.

February 2,
2004
(In millions)
CUITENt A8SES . . .\ ettt ittt et et e e e $ 97
Property and equipment and other long-term assets ...................c.vuun.... 0.7
Intangible assets. .. ... . e 22.0
Goodwill . ... e 27.5
Total assets acquired ... ...t 59.9
Current labilities . .. ... .o e (10.4)
Net assets acquired . ... ... o $ 495

The $22.0 million of acquired intangible assets includes $1.0 million of in-process research and
development discussed below and $21.0 million of amortizable intangible assets with an estimated weighted-
average useful life of three years, including $8.7 million of acquired technology with an estimated
weighted-average economic life of three years, $10.6 million of customer relationships with an estimated
weighted-average useful life of three years and $1.7 million of tradenames with a weighted average useful life
of three years. Acquired technology, which consists of products that have reached technological feasibility,
primarily relates to Magic’s Service Desk and Help Desk 1Q products. Customer relationships represent the
benefit to be derived from Magic’s existing license and maintenance customer base. The amount allocated to
tradenames consists primarily of the estimated fair value of the Magic name.

The $27.5 million of goodwill was assigned to the Service Management segment and all of that amount is
expected to be deductible for tax purposes. The goodwill is recorded in international locations and the
deduction will not be material because of low tax rates in these jurisdictions. Factors that contributed to a
purchase price that results in goodwill include, but are not limited to, the retention of research and
development personnel with the skills to develop future technology, support personnel to provide the
maintenance services related to Magic products and a trained sales force capable of selling current and future
products, the opportunity to leverage Remedy’s leadership position in the IT service management market and
the positive reputation that Magic has in the market.

The Company allocated $1.0 million (2% of the purchase price) to in-process research and development
projects. The amount allocated represents the estimated fair value, based on risk-adjusted cash flows and
historical costs expended, related to Magic’s incomplete research and development projects. At the date of
acquisition, the development of these projects had not yet reached technological feasibility, and the research
and development in progress had no alternative future uses. Accordingly, these costs were expensed as of the
acquisition date and are reflected as acquired research and development in the consolidated statement of
operations and comprehensive income (loss) for the year ended March 31, 2004. At the acquisition date,
Magic was conducting design, development, engineering and testing activities associated with the completion
of its Service Desk version 8.

On July 15, 2004, the Company acquired all of the outstanding shares of Marimba, Inc. (Marimba) for
cash of $230.3 million and exchanged 2.3 million BMC Software common stock options with a fair value of
$20.9 million for all of Marimba’s outstanding options. Marimba focuses on IT asset discovery and asset,
change and configuration management, which are intended to strengthen the Company’s Business Service
Management (BSM) related offerings. The fair value of the options issued is included in the aggregate
purchase price for the acquisition and was determined using the Black-Scholes option pricing model and the
average market price of the Company’s common shares over the five-day period up to and including the
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closing date of the acquisition. The $8.0 million portion of the intrinsic value of unvested options issued that
will be earned over the remaining vesting periods of those options has been allocated to unearned
compensation cost and will be recognized as compensation expense over the remaining vesting periods of the
options for those options that ultimately vest. During the year ended March 31, 2005, tax benefits of
$1.7 million related to the exercise of vested options exchanged at the acquisition date have been recorded as a
reduction of the aggregate purchase price for the acquisition.

The aggregate purchase price was $255.3 million, including direct costs of the transaction. The allocation
of the purchase price to specific assets and liabilities was based, in part, upon outside appraisals of the fair
value of certain assets and liabilities of Marimba. This allocation is preliminary and is subject to refinement.
The following table summarizes the estimated fair values of the assets acquired and liabilities assumed at the
date of acquisition.

July 15,
2004
(In millions)

Cash and short-term marketable securities. ... ...... ... . .. .. ..o i $ 38.1
Other Current asSetS. . .. ..o\ttt et e e 133
Long-term marketable securities ............. ... . i 15.2
Property and equipment and other long-term assets ............................ 19.4
Intangible asSetS. . ... . 40.2
Goodwill ... .. 147.4
Total assets acquired ... ...ttt 273.6
Current Habilities . . ... ... i (14.0)
Long-term liabilities .. ... ... . (12.3)
Total liabilities . .. ... (26.3)
Unearned compensation COSt ... ...ttt ittt i 8.0
Net assets acquired . . ... oottt e $255.3

Of the $40.2 million of acquired intangible assets, $38.4 million of those assets have an estimated
weighted-average useful life of three and one half years, and include $20.0 million of acquired technology with
an estimated weighted-average economic life of three years and $18.4 million of customer relationships with
an estimated weighted-average useful life of four years. The estimated fair value of acquired technology, which
consists of products that have reached technological feasibility, primarily relates to Marimba’s Report Center
and Application Management products and the infrastructure over which all Marimba products are developed.
Customer relationships represent the benefit to be derived from Marimba’s existing license, maintenance and
professional services customer base. In addition, $1.8 million was assigned to tradenames that are not subject
to amortization, primarily related to the estimated fair value of the Marimba name. Tradenames will not be
amortized because the assets have indefinite remaining useful lives but will be reviewed periodically for
impairment. At the acquisition date, there were no projects that had progressed to a degree that would enable
the fair value of the in-process research and development to be estimated with reasonable reliability, and
therefore, no value was allocated to in-process research and development.

The $147.4 million of goodwill was assigned to the Service Management segment and none of that
amount is expected to be deductible for tax purposes. Factors that contributed to a purchase price that results
in goodwill include, but are not limited to, the retention of research and development personnel with the skills
to develop future Marimba technology, support personnel to provide the maintenance services related to
Marimba products and a trained sales force capable of selling current and future Marimba products, the
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opportunity to cross-sell Marimba and BMC Software products to existing customers and the positive
reputation that Marimba has in the market.

The following unaudited pro forma results of operations for the years ended March 31, 2004 and 2005 are
as if the acquisition of Marimba had occurred at the beginning of each period presented. The unaudited pro
forma financial information for the year ended March 31, 2004, includes material non-recurring charges of
$124.2 million related to severance, facilities and depreciation expenses as a result of exit activities during that
year. The pro forma consolidated results do not purport to be indicative of results that would have occurred
had the acquisition been in effect for the periods presented, nor do they purport to be indicative of the results
that will be obtained in the future.

Years Ended March 31,
2004 2005

(In millions, except
per share data)

ReVENUES . . .o e e $1,457.7 $1,4748
Net earnings (108S) .. oottt e e $ (38.9) § 725
Basic EPS ... . e $ (017) $ 033
Diluted EPS ... .. $ (0.17) § 0.32

On July 6, 2004, the Company acquired all the outstanding shares of Viadyne Corporation. The aggregate
purchase price was $5.9 million in cash, including direct deal costs, and was allocated as follows: $2.7 million
to acquired technology with a weighted average estimated life of three years, $1.1 million to other intangibles
with a weighted average estimated life of 2.75 years, $0.8 million to goodwill, $0.2 million to in-process
research and development and $1.1 million to tangible assets acquired, net of liabilities assumed.

On January 21, 2005, the Company acquired all the outstanding shares of Calendra, SA. The aggregate
purchase price was $34.0 million in cash, including direct deal costs, and was allocated as follows: $5.3 million
to acquired technology with a weighted average estimated life of three years, $2.4 million to customer
relationships with a weighted average estimated life of three years, $23.2 million to goodwill, $3.0 million to
in-process research and development and $0.1 million to tangible assets acquired, net of liabilities assumed.

On March 21, 2005, the Company acquired certain assets and assumed certain liabilities of Open-
Network Technologies, Inc. The aggregate purchase price was $18.4 million in cash, including direct deal
costs, and was allocated as follows: $5.7 million to acquired technology with a weighted average estimated life
of three years, $2.9 million to customer relationships with a weighted average estimated life of three years,
$8.4 million to goodwill, $0.8 million to in-process research and development and $0.6 million to tangible
assets acquired, net of liabilities assumed.

The Company completed other immaterial acquisitions during the years ended March 31, 2004 and 2005,
which were accounted for under the purchase method. The aggregate purchase prices for these transactions
totaled $2.8 million and $3.0 million in cash, respectively, and were allocated to acquired technology.

In making its purchase price allocations to in-process research and development for all acquisitions
accounted for under the purchase method, the Company considered present value calculations of income,
analyses of project accomplishments and remaining outstanding items, assessments of overall contributions, as
well as project risks. The values assigned to purchased in-process technology were determined by estimating
the costs to develop the acquired technology into commercially viable products, estimating the resulting net
cash flows from the projects and discounting the net cash flows to their present value. The revenue projections
used to value the in-process research and development were based on estimates of relevant market sizes and
growth factors, expected trends in technology and the nature and expected timing of new product introductions
by BMC Software and its competitors. The resulting net cash flows from such projects are based on the
Company’s estimates of cost of sales, operating expenses and income taxes from such projects.
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In making its purchase price allocations to assumed maintenance obligations at the acquisition dates, the
Company estimated the fair values of these obligations to be the cost expected to be incurred to perform the
obligations under the maintenance contracts, plus a reasonable profit associated with the performance effort.
The projected costs were estimated based on historical costs of the acquired companies for providing software
support and problem resolution services, patches and bug fixes. The reasonable profit was estimated based on
profit percentages excluding selling costs for comparable companies in the IT service industry. The fair value
of these obligations was recorded as deferred maintenance revenue and is recognized as maintenance revenues
from the acquisition date over the terms of the assumed maintenance agreements.

The estimates used in valuing all acquired intangible assets, including in-process research and develop-
ment, and assumed maintenance obligations were based upon assumptions believed to be reasonable but
which are inherently uncertain and unpredictable. Assumptions may be incomplete or inaccurate, and
unanticipated events and circumstances may occur. Accordingly, actual results may differ from the projected
results used to determine fair value.

The results of the acquired companies above have been included in the Company’s consolidated financial
statements since each of the companies’ respective acquisition dates.

(3) Marketable Securities

Management determines the appropriate classification of investments in marketable debt and equity
securities at the time of purchase and re-evaluates such designation as of each subsequent balance sheet date.
Prior to December 31, 2002, the Company had the ability and positive intent to hold most of its debt securities
to maturity and, thus, had classified these securities as “held to maturity” pursuant to SFAS No. 115,
“Accounting for Certain Investments in Debt and Equity Securities.” On December 31, 2002, the Company
reclassified its held-to-maturity portfolio to the available-for-sale portfolio. The amortized cost of the
transferred securities was $396.1 million at the date of the reclassification. When the securities were
transferred to the available-for-sale portfolio, a net unrealized gain of $15.8 million was recorded as a
component of accumulated other comprehensive income (loss). The transfer of securities from the
held-to-maturity portfolio was made to increase the Company’s flexibility to react to the unprecedented
volatility in the debt securities markets that developed over the quarters preceding the date of the transfer.
Securities classified as “‘available for sale” are carried at estimated fair value with unrealized gains and losses,
net of tax, recorded as a component of accumulated other comprehensive income (loss). As of March 31,
2004 and 2005, the Company held no securities classified as “held to maturity” or “trading” securities.
Realized and unrealized gains and losses are calculated using the specific identification method.
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The tables below summarize the Company’s total marketable securities portfolio as of March 31, 2004
and 2005.

Available-for-Sale Securities

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

(In millions)

2004
Maturities within 1 year:
Municipal bonds ........... .. ... . 0o $ 514 $ 0.7 $ — $ 52.1
Corporate bonds .............. ... ... ... . ... 58.7 1.2 — 59.9
Eurobonds........... .. ... .. ... .. ... 242 0.6 — 24.8
Mortgage securities . .. ..., 50.0 1.0 — 51.0
Mutual funds and other ...................... 110.3 — (1.5) 108.8
Total maturities within 1 year ............... $294.6 $ 3.5 $(1.5)  $296.6
Maturities from 1-5 years:
Municipal bonds .......... ... .. ... L $ 27 $ 0.1 $ — $ 2.8
Corporate bonds ............ ... ... ... ..., 191.8 10.0 — 201.8
Eurobonds............ ..o, 72.9 4.3 — 77.2
Mutual funds and other ...................... 19.7 2.6 — 22.3
Total maturities from 1-5years.............. $287.1 $17.0 $ — $304.1

Available-for-Sale Securities

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

(In millions)

2005
Maturities within 1 year:
Municipalbonds ................... .. ... .... $ 27 $— $ — $ 27
Agency bonds ........ ... ... .. . . 5.9 — — 5.9
Corporate bonds ................... ... ..... 36.8 0.3 — 37.1
Eurobonds........... ... ... ... ... ... ... 9.9 0.2 — 10.1
Mortgage securities ... ... ... 49.9 1.6 — 51.5
Other ........ ... il 1.4 = — 1.4
Total maturities within 1 year ............... $106.6 $2.1 $ — $108.7
Maturities from 1-5 years:
Agency bonds .......... .. ... i $ 58.7 $— $(1.3) $ 574
Corporate bonds ............................ 205.6 1.6 (3.3) 203.9
Eurobonds............ ... ... ... ... ... ... ... 69.6 0.9 (0.8) 69.7
Mutual funds and other ...................... 20.9 24 — 233
Total maturities from 1-Syears.............. $354.8 $4.9 $(5.4) $354.3
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The Company’s mortgage securities and certain mutual funds are classified according to the stated
maturities of the underlying securities.

The following table shows the gross unrealized losses and fair value of the Company’s marketable
securities with unrealized losses as of March 31, 2004 and 2005 that are not deemed to be other-than-
temporarily impaired. All marketable securities with unrealized losses as of March 31, 2004 and 2005 had
been in a continuous unrealized loss position for less than 12 months as of those dates.

Gross
Fair Unrealized
Value Losses

(In millions)

2004
Mutual funds and other. . ... ... ... $108.8 $(1.5)

2005
Agency bonds . ... $ 633 $(1.3)
Corporate bonds .. ... ... .. 119.1 (3.3)
Eurobonds ... ... e 30.3 (0.8)
Total ... $212.7 $(5.4)

BMC Software reviews its marketable securities routinely for other-than-temporary impairment. The
primary factors used to determine if an impairment charge must be recorded because a decline in the fair
value of a marketable security is other than temporary include whether: (1) the fair value of the investment is
significantly below the Company’s cost basis; (ii) the financial condition of the issuer of the security has
deteriorated; (iii) if a debt security, it is probable that the Company will be unable to collect all amounts due
according to the contractual terms of the security; (iv) the decline in fair value has existed for an extended
period of time; (v) if a debt security, such security has been downgraded by a rating agency; and (vi) the
Company has the intent and ability to retain the investment for a period of time sufficient to allow for any
anticipated recovery in market value.

At March 31, 2005, all marketable securities with unrealized losses were debt securities. The contractual
terms of these investments do not permit the issuer to settle them at a price less than the amortized cost of the
investments. Because the Company has the ability and intent to hold these investments until a recovery of fair
value, which may be maturity, the Company does not consider these investments to be other-than-temporarily
impaired.

Sales of available-for-sale securities for the years ended March 31, 2003, 2004 and 2005 were as follows:
Years Ended March 31,

2003 2004 2005
(In millions)
Proceeds from sales ....... ... .. . ... $110.9 $48.8 §$151.5
Gross realized gains ... ...... ... 2.9 1.4 1.2
Gross realized 10SSES . .. ... .ottt e (1.9)  (0.3) (2.8)

Also during the year ended March 31, 2003, the Company determined that certain marketable securities
had experienced declines in their fair value below their cost that were other than temporary. These securities
were written down to fair value and the resulting loss of $13.4 million was included in gain (loss) on
marketable securities and other investments in the consolidated statements of operations and comprehensive
income (loss) for the year ended March 31, 2003.
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During the year ended March 31, 2003, certain held-to-maturity securities were sold due to significant
deterioration in the issuers’ creditworthiness. The amortized cost of the securities at the time of sale was
$5.0 million, and the related realized losses of $0.3 million were included in gain (loss) on marketable
securities and other investments in the consolidated statements of operations and comprehensive income
(loss) for the year ended March 31, 2003.

(4) Trade Finance Receivables

Trade finance receivables arise in the ordinary course of business to accommodate customers’ cash flow
objectives. Most of the trade finance receivables entered into by the Company are transferred to financial
institutions. Such transfers are executed on a non-recourse basis through individual transfers. BMC Software
utilizes a financial subsidiary and various wholly owned special purpose entities in these transfers. These
entities are fully consolidated in the Company’s financial position and results of operations. The Company
records such transfers as sales of the related accounts receivable when the Company is considered to have
surrendered control of such receivables under the provisions of SFAS No. 140, “Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities.” During the years ended March 31, 2003,
2004 and 2005, the Company transferred finance receivables of $376.8 million, $288.7 million and $247.4 mil-
lion, respectively, which approximated fair value, to financial institutions on a non-recourse basis.

During the year ended March 31, 2003, the Company securitized trade finance receivables from
customers with investment-grade credit ratings through two special purpose entities sponsored by third-party
financial institutions. The entities are multi-seller conduits (the “conduit entities””) with access to commercial
paper markets that purchase interests in similar receivables from numerous other unrelated companies, as well
as BMC Software. In a securitization transaction, the Company sold a pool of financed receivables to a wholly
owned special purpose entity. This- special purpose entity then sold a senior interest in the receivables at a
discount to a conduit entity in exchange for cash. Though wholly owned and consolidated by BMC Software,
the special purpose entity’s assets are legally isolated from the Company’s general creditors, and the conduit
entities’ investors have no recourse to the Company’s other assets for the failure of the Company’s customers
to pay when due. BMC Software has no ownership in either of the conduit entities, has no voting influence
over the conduit entities’ operating and financial decisions and has no involvement in the management of the
conduit entities. Additionally none of BMC Software’s officers or employees is in involved in the management
of the conduit entities. The securitization arrangements did not result in the Company having variable
interests in the conduit entities. As a result, BMC Software does not consolidate the conduit entities. Of the
finance receivables that the Company transferred during the year ended March 31, 2003, $97.9 million of
software installment contracts were sold in securitization transactions.

In April 2004, one of the conduit entities sold its interests in the Company’s outstanding securitized
finance receivables to the other conduit entity, such that the senior interests in all of the Company’s
outstanding securitized finance receivables were held by one conduit entity. In December 2004, the Company
purchased the senior interests from the conduit entity at fair value, effectively terminating its securitization
arrangements. The Company simultaneously transferred the outstanding finance receivables that had
previously been securitized to an unaffiliated financial institution on a non-recourse basis through its existing
financial subsidiary. This transfer was recorded as a sale in accordance with SFAS No. 140, and the Company
realized a gain of $8.0 million representing the excess of the proceeds over the estimated fair value recorded
for the previously subordinated interests. The gain is included in interest and other income, net in the
consolidated statement of operations and comprehensive income (loss) for the year ended March 31, 2005.
The Company does not expect to securitize trade finance receivables in the future but will continue to transfer
such finance receivables on a non-recourse basis through individual transfers.

When the Company sold receivables in securitizations, it retained a beneficial interest in the securitized
receivables, which was subordinate to the interests of the investors in the conduit entities. The retained
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subordinate interests were measured and recorded at estimated fair value based on the present value of future
expected cash flows estimated using management’s best estimates of the key assumptions, including expected
credit losses and discount rates commensurate with the risks involved. The Company periodically reviewed the
key assumptions and estimates used in determining the fair value of the retained subordinate interests. The
value of the Company’s retained subordinate interests was subject to credit and interest rate risks on the
transferred financial assets. As of March 31, 2004, the Company had retained subordinate interests with a fair
value of $5.6 million, which was determined utilizing the following assumptions: no prepayments, expected
credit losses of 2.9%, weighted average life of 1.2 years and an average discount rate of 7.3%. The gain or loss
on sale of the receivables through securitization depended in part on the previous carrying amount of the
receivables involved in the transfer, allocated between the assets sold and the retained subordinate interests
based on their relative fair values at the date of transfer. In the year ended March 31, 2003, the Company
recognized pretax gains of $2.3 million on such securitizations and received $99.2 million in proceeds from the
conduit entities. As of March 31, 2004, the total principal amount outstanding for all securitized receivables
was $154.3 million.

Prior to the purchase of previously securitized finance receivables discussed above, the Company utilized
interest rate swaps with the objective of minimizing its interest rate exposure on the retained subordinate
interests to immaterial levels. Upon the purchase of the previously securitized receivables, the Company
settled its outstanding interest rate swaps.

(5) Goodwill and Intangible Assets

Intangible assets as of March 31, 2004 and 2005 were as follows:

As of March 31,
2004 2005

Gross Gross
Carrying  Accumulated Carrying Accumulated
Amount Amortization Amount Amortization

(In millions)

Amortized intangible assets:

Customer relationships. .. .................. $ 82,0 $(51.1) $106.6 $(70.7)
Tradenames........ ..o, 1.7 — 1.7 0.7)
Other ....... ... . i 0.4 (0.1) 0.7 (0.5)
Total amortized intangible assets ........ 84.1 (51.2) 109.0 (71.9)
Unamortized intangible assets:
Tradenames.............................. 233 _25.2
Total intangible assets ....................... $107.4 $(51.2) $134.2 $(71.9)
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Aggregate amortization expense for intangible assets for the years ended March 31, 2004 and 2005 was

$13.3 million and $20.7 million, respectively. Estimated amortization expense for the next five years, for
acquisitions completed through March 31, 2005, is as follows:

Years
Ending
March 31,
(In millions)
2006 . . . e e $19.3
2007 . o e e 10.1
2008 . . 6.3
20000 . . e e 1.4

Changes in the carrying amount of goodwill for the years ended March 31, 2004 and 2005 by operating
segment were as follows:
Distributed

Mainframe Systems Service Identity Professional
Management Management Management Management Services Total
(In millions)
Balance as of March 31, 2003....... $— $123.7 $199.0 $27.0 $ 37 $353.4
Goodwill acquired during the year ... — — 27.5 — — 27.5
Effect of exchange rate changes and
other................ .. .. ...... — 2.3 0.4 — — 2.7
Balance as of March 31, 2004....... — 126.0 226.9 27.0 3.7 383.6
Goodwill acquired during the year . .. — — 149.2 31.5 — 180.7
Effect of exchange rate changes and
other.............. ... .. .. ..., — 0.6 (1.3) (0.2) — (0.9)
Impairment ...................... = — — — (3.7) (3.7)
Balance as of March 31, 2005....... $— $126.6 $374.8 $58.3 $ —  $559.7

The Company’s goodwill is tested for impairment during the fourth quarter of each fiscal year, after the
annual planning process is complete. In the impairment test performed for the year ended March 31, 2003, the
projected profitability and cash flows of the professional services segment were reduced. This was primarily as
a result of recent operating results for the segment, including the increased use of third-party implementation
services. As a result, the goodwill of $3.7 million assigned to the professional services segment was considered
totally impaired and the resulting impairment loss is reflected as impairment of goodwill in the consolidated
statement of operations and comprehensive income (loss) for the year ended March 31, 2005. The fair value
of the professional services reporting unit was estimated using the expected present value of future cash flows
method of applying the income approach.

(6) Income Taxes

Income tax expense is based on the Company’s earnings (loss) before income taxes determined for
financial reporting purposes. Deferred income taxes are recognized for the temporary differences between the
recorded amounts of assets and liabilities for financial reporting purposes and such amounts for income tax
purposes. A valuation allowance is recorded when management determines that it is more likely than not that
a net deferred tax asset is not realizable. The tax effects of unrealized gains and losses on available-for-sale
securities and derivative financial instruments are recorded through accumulated other comprehensive income
(loss) within stockholders’ equity. Tax benefits from nonqualified stock options exercised, wherein the tax
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deduction realized is greater than the compensation expense recorded for financial reporting purposes, are

credited to additional paid-in capital within stockholders’ equity.

The income tax provision (benefit) for the years ended March 31, 2003, 2004 and 2005, consisted of the

following:

Current:

Total current
Deferred:

Years Ended March 31,

2003 2004 2005
(In millions)
$(0.3) § — §$ 365
6.0 4.0 4.6
4.8 29.3 15.2
10.5 33.3 56.3
182 (252) (40.7)
(9.0)  (55)  (6.7)
1.6 (52) 140
108 (35.9) (334)
$213  $ (26) $ 229

The foreign income tax provision (benefit) is based on foreign pre-tax earnings of $184.6 million,
$185.7 million and $167.4 million for the years ended March 31, 2003, 2004 and 20035, respectively.

The income tax provisions (benefits) for the years ended March 31, 2003, 2004 and 2005 differ from the
amounts computed by applying the statutory federal income tax rate of 35% to consolidated earnings (loss)

before income taxes as follows:

Expense (benefit) computed at statutoryrate . ...................
Increase (reduction) resulting from:
Foreign tax effect, net

State tax effect, net

Income not subject to tax

Non-recurring adjustment to net tax liabilities

Valuation allowance ............ ..ot iiinnenn..
Meals & entertainment. . ... ... ... . ... i i
. Excessive employee remuneration............... ... . .......

Extraterritorial income exclusion. . ........ ... ... .. ... ......
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Years Ended March 31,

2003 2004 2005
(In millions)

$ 243  $(10.3) $ 344
(13.9)  (6.3) 45
(2.0)  (1.0)  (1.4)
2.1)  (1.5) —
— — 11.1
4.2 152 (26.7)
1.1 1.0 1.2
0.7 0.7 0.5
0.5)  (12)  (2.0)
(0.3) 1.0 1.0
1.5 (2.4) 22,6
9.8 (0.2) 0.3
$213 $(26) $ 229
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The Company’s effective tax rate is impacted primarily by the tax effect attributable to foreign earnings
(net of U.S. tax consequences), changes in the valuation allowance recorded against deferred tax assets as
discussed below, benefits attributable to the extraterritorial income exclusion and non-recurring adjustments
to the Company’s aggregate net liabilities for income taxes. During the year ended March 31, 2005, the
Company recorded a non-recurring income tax expense of $11.1 million to adjust its aggregate net liabilities
for income taxes, withholding taxes and income tax exposures that were found to be understated after a
thorough analysis of all of its income tax accounts in the first quarter of that year.

Deferred income taxes reflect the net impact of temporary differences between the amounts of assets and
liabilities recognized for financial reporting purposes and such amounts recognized for income tax purposes.
The tax effects of the temporary differences as of March 31, 2004 and 2005 are as follows:

March 31,
2004 2005
(In millions)

Deferred tax assets:

Net operating loss carryforwards ............. ... ... ... .. oL $338 $ —
Deferred revenue . ........ ... it 74.1 83.5
Acquired research and development .......... ... ... ... .. i 121.3 109.4
Deferred compensation plan .. ......... ... ... . o 8.6 9.1
Stock compensation plans.............. i i i 0.6 1.3
Tax credit carryforwards . ... ... ... .. .. .. . . 27.9 29.8
Capital transactions ... .....u et e — 7.4
Foreign earnings and other ......... ... ... .. ... . . .., 8.8 0.1
SHALE TAXES .« ..ttt 8.0 13.8
O her . oo 15 133
Total gross deferred tax asset .......... ..ottt 2846 2677
Valuation allowance . ......... ... i _(43.1)  (54)
Total deferred tax asset................................ . ... 2415 2623
Deferred tax liabilities:
Software development cost capitalization, net .......................... (49.6) (44.0)
Book/tax difference on assets. ........ ... .. ... .. i (24.5)  (22.5)
Other . . e e (1.7)
Total deferred tax liability............ .. ... ... ... .. . . i, _(74.1)  (68.2)
Net deferred tax asset .. ... $167.4  $194.1
As reported:
Other current assets. . ...ttt $102.7 § 86.8
Other long-term assets ............ooiiieiiiniiinetiine .., $ 647 $107.3

In evaluating the realizability of the Company’s net deferred tax asset, it considered all available
evidence, both positive and negative, including its past operating results, the existence of cumulative losses in
the most recent fiscal years, tax planning strategies and its forecast of future taxable income. In considering
these sources of taxable income, the Company must make certain assumptions and judgments that are based
on the plans and estimates used to manage its underlying business. Changes in the Company’s assumptions
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and estimates may materially impact its income tax expense. During the year ended March 31, 2005, the
Company evaluated all available positive and negative evidence and concluded that a valuation allowance was
no longer necessary, except for the specific items totaling $5.4 million discussed below. The following evidence
influenced the change in assessment from March 31, 2004 to March 31, 2005. The Company generated
positive earnings before taxes in the year ended March 31, 2005 and is no longer in a cumulative loss position
when aggregating the years ended March 31, 2003, 2004 and 2005 consolidated results of operations. In the
year ended March 31, 2004, the Company generated losses before taxes and was in a cumulative loss position.
In addition, the Company can support a large portion of its net deferred tax asset through the evaluation of
prudent and feasible tax planning strategies that is required by SFAS No. 109. SFAS No. 109 defines tax
planning strategies as actions that would result in realization of deferred tax assets. The Company’s tax
planning strategies primarily involve the acceleration of royalty and cost-sharing payments under agreements
that are currently in place between the Company and its foreign affiliates. Under these agreements, the
acceleration of such payments is at the Company’s sole discretion. Each year the Company must evaluate the
amount of domestic deferred tax assets that could be supported by the acceleration of these taxable income
streams. Based on the assumptions and estimates that were determined in conjunction with the preparation of
the Company’s operating results for the year ended March 31, 2003, the Company believes that these tax
planning strategies support more deferred tax assets than they supported at March 31, 2004. In the Company’s
evaluation it also considered negative evidence such as its inability to carryback losses to earlier tax years.
After a thorough evaluation of both the positive and negative evidence, the Company concluded that a
valuation allowance is no longer necessary beyond the items discussed below and that its net deferred tax asset
as of March 31, 2005 is supportable. Consistent with this judgment, the Company recorded a $26.7 million tax
benefit as part of the total income tax expense for the year ended March 31, 2005, for the reversal of the
valuation allowance previously recorded against its net deferred tax asset. The Company also reduced its
valuation allowance and recorded an increase to additional paid-in capital of $13.8 million for tax benefits
attributable to non-qualified stock-option exercises in prior years that resided in the net operating loss
carryforwards that were utilized in the year ended March 31. 2005.

SFAS No. 109 also requires the evaluation of the character of income that generated the Company’s
deferred tax assets. The Company’s deferred tax assets include losses that are attributable to capital
transactions that require future taxable income of a specific character in order to utilize. The Company has
maintained a valuation allowance against this specific asset as it does not have positive evidence that supports
the utilization of the capital loss. The Company has also maintained a valuation allowance against a research
and development credit acquired as part of the Marimba acquisition due to various uncertainties regarding the
utilization of this specific asset. The Company increased its valuation allowance and recorded an increase to
goodwill of $2.7 million related to this acquired asset. If this valuation allowance is reduced in a future year, a
related reduction to goodwill would be recognized. The combined valuation allowance attributable to these
two specific items is $5.4 million. The Company will continue to evaluate the realizability of its net deferred
tax asset on a quarterly basis.

Aggregate unremitted earnings of certain foreign subsidiaries for which U.S. federal income taxes have
not been provided, totaled approximately $778 million and $770 million at March 31, 2004 and 20085,
respectively. Deferred income taxes have not been provided on these earnings because the Company
considered them to be indefinitely re-invested. If these earnings were repatriated to the United States or they
were no longer determined to be indefinitely re-invested under APB Opinion No. 23, the potential deferred tax
liability for these earnings without the special one-time deduction discussed below is approximately
$252 million and $249 million, respectively, assuming full utilization of the foreign tax credits associated with
these earnings. At March 31, 2005, the Company recorded a deferred tax asset of $3.8 million related to
excess foreign tax credits that are available to offset its U.S. income taxes on the earnings it does not consider
indefinitely re-invested under APB Opinion No. 23.
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On October 22, 2004, President Bush signed the American Jobs Creation Act of 2004, which provides for
a special one-time tax deduction of 85% of certain foreign earnings that are repatriated. As of March 31, 2005,
the Company had not decided on whether, and to what extent, it might repatriate foreign earnings under the
Act, and accordingly, the consolidated financial statements do not reflect any provision for taxes on
unremitted foreign earnings available under the Act. Since that time, however, the U.S. Treasury Department
issued additional guidance interpreting the Act and the Company has completed its analysis of the Act. In
June 2005, the Company’s Board of Directors approved a plan to repatriate approximately $717 million, and,
accordingly, the Company will record a tax liability and associated tax expense of approximately $36 million
during the quarter ending June 30, 2005 related to the planned repatriation.

As of March 31, 2005, the Company has foreign tax credit carryforwards of $17.3 million that will expire
between 2012 and 2014 and research and development tax credit carryforwards of $4.5 million (net of a
$2.7 million valuation allowance) that will expire in 2021. The Company also has alternative minimum tax
credit carryforwards of $5.3 million that are not subject to expiration.

The Company carries out its business operations through legal entities in the U.S. and multiple foreign
jurisdictions. These jurisdictions require that the Company file corporate income tax returns that are subject to
U.S., state and foreign tax laws. The Company is subject to routine corporate income tax audits in these
multiple jurisdictions. The Company’s provision for income taxes includes amounts intended to satisfy income
tax assessments that may result from the examination of the Company’s corporate tax returns that have been
filed in these jurisdictions when the Company determines that the related tax contingency meets the probable
and estimable criteria of SFAS No. 5, “Accounting for Contingencies.” The Company also faces other general
income tax exposures related to foreign and state income tax issues that do not meet the probable and/or
estimable criteria of SFAS No. 5, and therefore, no accrual has been made for these items in the provision for
income taxes. The amounts ultimately paid upon resolution of these contingencies or general exposures could
be materially different from the amounts included in the provision for income taxes and result in additional tax
benefit or expense depending on the ultimate outcome.

During the year ended March 31, 2005, the Company and the Internal Revenue Service Appeals Division
(IRS Appeals) resolved the Company’s income tax audits for the fiscal years ended March 31, 1998 and 1999.
Accordingly, the Company has now closed all federal corporate income tax audit issues for years prior to
fiscal 2000. The settlement with IRS Appeals did not have a material impact on the Company’s consolidated
financial position or results of operations.

The IRS issued a Revenue Agent’s Report (RAR) to the Company on March 2, 2004, for the fiscal years
ended March 31, 2000 and 2001. The changes proposed by the RAR are primarily related to the Company’s
intercompany pricing with one of its foreign affiliates. The Company has filed a formal protest and is currently
working to resolve these examination issues with the Office of Appeals. Although the outcome of tax audits is
always uncertain, the Company believes that the ultimate resolution of these audits will not have a material
adverse effect on the Company’s consolidated financial position, cash flows or results of operations.

During the quarter ended September 30, 2004, the IRS commenced the examination of the Company’s
fiscal 2002 and 2003 federal income tax returns. The Company believes that its income tax provisions
adequately reflect the proper amount of income tax associated with these arrangements.

(7) Stock Incentive Plans

The Company has numerous stock plans that provide for the grant of options and restricted stock to
employees and directors of the Company. Under the option plans, all options granted during the years ended
March 31, 2003, 2004 and 2005 have been granted at fair market value as of the date of grant and have a
ten-year term, except for the 2.1 million replacement stock options issued below fair market value and
0.2 million replacement stock options issued above fair market value during the year ended March 31, 2005 as
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consideration in the Marimba acquisition. The purchase price for this acquisition includes $20.9 million
related to the replacement options issued, of which $8.0 million was allocated to uncarned portion of stock-
based compensation, reflecting the portion of the intrinsic value of the 1.2 million unvested options issued that
will be earned over the remaining vesting periods of those options. This amount will be recognized as
compensation expense over the remaining vesting periods of the options for those options that ultimately vest.
The restricted stock is subject to transfer restrictions that lapse over one to four years. Under these plans, the
Company was authorized to grant an additional 14.1 million shares as of March 31, 2005.

On September 10, 2002, pursuant to an Offer to Exchange, the Company offered to certain
U.S. employees the right to exchange outstanding stock options with an exercise price of $30.00 or more per
share granted under certain of the Company’s stock incentive plans for new options that cover a lesser number
of shares to be granted under those stock incentive plans at least six months and one day following the
cancellation of the options. The Company’s senior officers and board of directors were ineligible to participate
in the exchange offer. Amendments to the stock incentive plans to permit the offer were approved by the
Company’s stockholders at the Company’s Annual Meeting held on August 29, 2002. The offer expired on
October 9, 2002. The Company accepted for exchange options to purchase an aggregate of 6.5 million shares
of Company common stock, representing approximately 88% of the options that were eligible for the
exchange. These options have been cancelled and are no longer outstanding. On April 10, 2003, subject to the
terms and conditions of the Offer to Exchange, the Company issued new options at fair market value as of
such date to purchase an aggregate of 2.4 million shares of Company common stock in exchange for such
exchanged options.

The following is a summary of the stock option activity for the years ended March 31, 2003, 2004 and
2005 (shares in millions):

2003 2004 2005
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Options outstanding, beginning of
VEAT ..ottt 424 326 335 $22 36.6  $20
Options granted ................ 4.9 17 9.5 14 8.8 14
Options exercised . .............. 2.7) 6 (1.8) 12 2.1) 10
Options forfeited or canceled ... .. (11.1) 39 (4.6) 21 (4.2) 20
Options outstanding, end of year .. 33.5 22 36.6 20 39.1 19
Option price range per share.... .. $0.30-79.06 $0.30-68.59 $1.97-81.44
Options exercisable.............. 17.1 23 219 22 26.1 21
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The Company’s outstanding options as of March 31, 2005, are as follows (shares in millions):

Outstanding Options Exercisable Options
Weighted
Average
Weighted Average Remaining Weighted Average

Range of Exercise Prices Shares Exercise Price Contractual Life  Shares Exercise Price
$197-1471 ... 8.5 $13 7 4.8 $13
$1473-17.06 ... 8.2 $16 8 2.7 $16
$17.10-17.52 ... 8.2 $17 7 5.5 $18
$17.70- 2084 ... 8.9 $20 6 7.8 $20
$21.02-81.44 .. ...l 53 $37 4 5.3 $38

The following is a summary of the restricted stock activity for the years ended March 31, 2003, 2004 and
2005:

2003 2004 2005
(In thousands)

Shares granted and unearned, beginning of year ................. ... ... 320 241 256
Shares granted ... ...t e — 42 208
Shares eamned ........ ... e (66) (12) (225)
Shares forfeited .. ... ... (13) (15) (15)
Shares granted and unearned, end of year . .......... ... ... ... .. ..... 241 256 224

In fiscal 1997, the Company adopted the BMC Software, Inc. 1996 Employee Stock Purchase Plan (the
Purchase Plan). A total of 6.0 million shares of common stock may be issued under the Purchase Plan to
participating employees, including 2.0 million additional shares approved by the stockholders during the year
ended March 31, 2001 and 3.0 million additional shares approved by the stockholders during the year ended
March 31, 2003. Purchase rights under the Purchase Plan are granted at 85% of the lesser of the market value
of the common stock at the offering date or on the exercise date. During the years ended March 31, 2003,
2004 and 2005, approximately 721,200, 743,500 and 576,400 shares of common stock, respectively, were
purchased pursuant to this plan. The Purchase Plan terminates July 1, 2006.

(8) Retirement Plans

The Company maintains a salary reduction profit sharing plan, or 401 (k) plan, available to all domestic
employees. The 401 (k) plan is based on a calendar year and allows employees to contribute up to 35% of their
annual compensation with a maximum contribution of $12,000 for 2003 and $13,000 for 2004. In each of
calendar years 2002, 2003 and 2004, the board of directors authorized contributions to the 401 (k) plan that
would match each employee’s contributions up to a maximum of $4,000. The costs of these contributions
amounted to $12.2 million, $11.0 million and $11.8 million for the years ended March 31, 2003, 2004 and
2005, respectively. The Company contributions vest to the employee in increments of 25% per year beginning
with the second year of employment and ending with the fifth.

In addition to the Company’s 401 (k) plan, the Company maintains a deferred compensation plan for
certain employees. At March 31, 2004 and 2005, a total of approximately $21.3 million and $22.5 million,
respectively, is included in long-term marketable securities, with a corresponding amount included in accrued
liabilities for the obligations under this plan. Employees participating in this plan receive their respective
balances based on predetermined payout schedules or upon termination of employment or death.
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(9) Commitments and Contingencies
Guarantees —

FASB Interpretation No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others,” (FIN 45) requires certain guarantees to be
recorded at fair value and requires a guarantor to make disclosures, even when the likelihood of making any
payments under the guarantee is remote. For those guarantees and indemnifications that do not fall within the
initial recognition and measurement requirements of FIN 45, the Company must continue to monitor the
conditions that are subject to the guarantees and indemnifications, as required under existing generally
accepted accounting principles, to identify if a loss has been incurred. 1f the Company determines that it is
probable that a loss has been incurred, any such estimable loss would be recognized. The initial recognition
and measurement requirements do not apply to the Company’s product warranties or to the provisions
contained in the majority of the Company’s software license agreements that indemnify licensees of the
Company’s software from damages and costs resulting from claims alleging that the Company’s software
infringes the intellectual property rights of a third party. The Company has historically received only a limited
number of requests for payment under these provisions and has not been required to make material payments
pursuant to these provisions. The Company has not identified any losses that are probable under these
provisions and, accordingly, the Company has not recorded a liability related to these indemnification
provisions.

Leases —

The Company is a party to non-cancelable operating leases for office space, computer equipment and
software. Rent is recognized equally over the lease term. Total expenses incurred under these leases during the
years ended March 31, 2003, 2004 and 2005, were $63.1 million, $131.1 million and $46.5 million,
respectively. Lease expense for the year ended March 31, 2004 included $75.9 million related to exited leases,
as discussed in Note 11 — Exit Activities and Related Costs.

Future minimum lease payments to be made under non-cancelable operating leases and minimum
sublease payments to be received under non-cancelable subleases as of March 31, 2005 are as follows,
including those amounts accrued for exited leases discussed in Note 11 — Exit Activities and Related Costs:

Years Ending

March 31,
(In millions)
2006 .. $ 61.6
2007 . e e 51.1
2008 . 37.4
2000 e e 31.3
2000 L 18.2
2011 and thereafter . ... ... . _ 540
Total minimum lease payments ... ...ttt 253.6
Total minimum sublease payments ............. i _(23.0)
$230.6

During the year ended March 31, 2004, the Company entered into a 48-month capital lease for computer
hardware. During the year ended March 31, 2005, additional computer hardware was incorporated into this
capital lease. The $5.8 million current portion of the obligation for the capital lease is reflected in the
consolidated balance sheet as of March 31, 2005 as an accrued liability, and the $7.3 million long-term portion
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of the obligation is reflected as an other long-term liability. Depreciation of the computer hardware under the
capital lease is included in depreciation expense in the consolidated statements of operations and comprehen-
sive income (loss) for the years ended March 31, 2004 and 2005. Future minimum lease payments to be made
under capital leases as of March 31, 2005 are $6.6 million in fiscal 2006, $6.5 million in fiscal 2007,
$1.1 million in fiscal 2008 and $0 thereafter.

Litigation —

In January 2003, the Company filed a complaint against NetlQ Corporation (NetlQ) in the
United States District Court of the Southern District of Texas, Houston Division, alleging that one or more of
NetlQ’s software products and their use infringe a valid U.S. patent held by the Company and one or more of
its trademarks. In August 2003, the Court ordered the case stayed pending arbitration. On September 18,
2003, the Company filed a Statement of Claim with the American Arbitration Association asserting its claims
of patent infringement, subject to the Company’s objections to the arbitration proceeding. The Company is
seeking to enjoin NetlQ’s current and future infringement of its patent and to recover compensatory damages
and enhanced damages, interest, costs and fees. In November 2003, NetIQ filed a counterclaim with the
American Arbitration Association against the Company alleging patent infringement. The Company has
denied that it infringed any valid claim of the NetlQ patent, which forms the basis of NetlQ’s counterclaim.
In November 2004, the Company was awarded an interim ruling from the arbitration panel that eliminates
several of Netl(QQ’s asserted defenses in this case. In April 2005, the Company amended its Statement of
Claim to allege that one or more of NetlQ’s software products infringe a second valid U.S. patent held by the
Company. Discovery is in the early stages, and a final hearing in the case is not expected before calendar year
2006.

During the year ended March 31, 2005, the Company paid a settlement of $11.3 million in the previously
disclosed case with Nastel Technologies, Inc.

The Company is subject to various other legal proceedings and claims, either asserted or unasserted,
which arise in the ordinary course of business. The Company does not believe that the outcome of any of these
legal matters will have a material adverse effect on its consolidated financial position or results of operations.

(10) Segment Reporting

Effective April 1, 2004, BMC Software’s management reviews the results of the Company’s software
business by the following product categories: Mainframe Management, including the Mainframe Data
Management and MAINVIEW product lines; Distributed Systems Management, which includes the
PATROL, Distributed Systems Data Management and Scheduling & Output Management product lines;
Service Management; and Identity Management. In addition to these software segments, Professional
Services is also considered a separate segment. The software segments above reflect management’s recat-
egorization of certain products during fiscal 2005 to clarify accountability and increase organizational
effectiveness. The amounts reported below for the years ended March 31, 2003, 2004 and 2005, reflect these
changes in the composition of the Company’s business segments.

For the Mainframe Management, Distributed Systems Management and Professional Services segments,
segment performance is measured based on contribution margin, reflecting only the direct controllable
expenses of the segments. Segment performance for the Service Management segment is measured based on
its direct controllable research and development, marketing and professional services costs and the costs of the
acquired Marimba sales force. Segment performance for the Identity Management segment is measured based
on its direct controllable research and development and marketing costs and the costs of the dedicated 1dentity
Management sales and services team in the United States. As such, management’s measure of profitability for
these segments does not include allocation of indirect research and development expenses and certain support
costs, the effect of software development cost capitalization and amortization, other selling and marketing
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expenses, general and administrative expenses, amortization of acquired technology and intangibles, one-time
charges, other income, net, and income taxes. The indirect expenses for the years ended March 31, 2004 and
2005 below include costs associated with the exit activities described in Note 11 — Exit Activities and Related
Costs, as these exit costs are not included in the measurement of segment performance. Assets and liabilities
are not accounted for by segment.

Software
Distributed
Mainframe Systems Service Identity Professional
2003 Management Management Management Management Other  Services  Consolidated
(In millions)

Revenues:

License .................. $273.7 $273.7 $37.5 $203 %05 § — $ 605.7

Maintenance .............. 319.5 267.7 331 13.9 1.6 — 635.8

Professional services........ — — 3.6 _ 54— 76.2 85.2
Total revenues. .............. 593.2 541.4 74.2 39.6 2.1 76.2 1,326.7
Direct segment expenses . ... .. 102.5 228.2 19.6 274 — 77.9 455.6

Segment contribution margin ~ $490.7 $313.2 $54.6 $122  $2.1  $(1.7) 871.1
Indirect expenses . .. .. e e e e e e 349.9
Other INCOME, MBT . ..ottt it et e e et e et e e e e e e 48.1
Consolidated earnings (loss) before inCome taxes .. ...ttt $ 693

Software
Distributed
Mainframe Systems Service Identity Professional
2004 Management Management Management Management Other  Services  Consolidated
(In millions)

Revenues:

License .................. $218.3 $236.3 $109.8 $130 $— §$ — $ 5774

Maintenance .............. 306.5 290.4 142.9 15.5 1.1 — 756.4

Professional services........ — — 14.9 Ly — 68.1 84.9
Total revenues............... 524.8 526.7 267.6 304 1.1 68.1 1,418.7
Direct segment expenses ... ... 95.0 183.2 61.5 283 = 64.5 432.5

Segment contribution margin ~ $429.8 $343.5 $206.1 $21 $1.1 § 36 986.2
INdirect EXPenSeS . . . oottt et e e e e 1,085.1
Other INCOME, NET . ..ttt ittt e et et e e e e e e e et et e 69.5
Consolidated earnings (loss) before income taxes . .......... ... . ... . . i, $ (294)
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Software
Distributed
Mainframe Systems Service Identity Professional
2005 Management Management Management Management Other  Services Consoclidated
(In millions)

Revenues:

License .................. $187.1 $199.8 $149.5 $93 $08 §$ — $ 546.5

Maintenance ............. 302.0 306.6 200.8 15.1 (0.2) — 824.3

Professional services ....... — — 29.6 1.7 — 60.9 92.2
Total revenues . ............. 489.1 506.4 379.9 26.1 0.6 60.9 1,463.0
Direct segment expenses . .... 95.3 161.4 136.3 28.3 — 58.1 479.4

Segment contribution margin ~ $393.8 $345.0 $243.6 $(22) $06 $28 983.6
Indirect @XPEMSES . . .ottt e e e e e e e 960.4
Other INCOME, NET . ... e e e 75.0
Consolidated earnings (loss) before income taxes ........... e $ 982

Revenues from external customers and long-lived assets (excluding financial instruments and deferred
tax assets) attributed to the United States, the Company’s country of domicile, and all other countries are as
follows.

Years Ended March 31,
2003 2004 2005
(In millions)

Revenues:
United States . ... oottt $ 7095 $§ 7326 $ 759.0
International . ... ... .. .. 617.2 686.1 704.0

$1,326.7 $1,418.7  $1,463.0

Long-lived Assets:
United States . ..ot $ 9151 $1,058.7
International . ...... ... . ... . 146.1 171.9

$1,061.2  $1,230.6

(11) Exit Activities and Related Costs

During the year ended March 31, 2004, the Company implemented a plan that included the involuntary
termination of approximately 785 employees during that year. The workforce reduction was across all
functions and geographies and affected employees were provided cash separation packages. The Company also
exited leases in certain locations around the world, reduced the square footage required to operate certain
locations and relocated certain operations to lower cost facilities. These relocation efforts were completed as of
December 31, 2003. Charges for exit costs of $110.1 million were recorded for the year ended March 31, 2004,
for employee severance and related costs and exited leases. Additionally, $14.1 million of incremental
depreciation expense was recorded during the year ended March 31, 2004, related to changes in estimated
depreciable lives for leasehold improvements in locations exited and for certain information technology assets
that were eliminated as a result of the plan. These changes in estimated lives reduced basic and diluted
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earnings per share by $0.05 for the year ended March 31, 2004. The expenses related to the exit activities are
reflected in the consolidated statements of operations and comprehensive income (loss) as follows:

Severance

& Related Incremental
Year Ended March 31, 2004: Costs Facilities Depreciation Total
(In millions)

Cost of license revenues ........................ $22 $ 8.4 $1.6 $ 122
Cost of maintenance revenues ................... 35 14.2 2.8 20.5
Cost of professional services .................... 24 — — 24
Selling and marketing expenses.................. 17.5 34.0 5.0 56.5
Research and development expenses.............. 4.8 19.8 4.0 28.6
General and administrative expenses ............. _ 31 _ 02 0.7 4.0

Total included in operating expenses ........... $33.5 $76.6 $14.1 $124.2

As of March 31, 2005, $41.2 million of severance and facilities costs related to actions completed under
the plan remained accrued for payment in future periods, as follows:

Balance at Cash Payments, Balance at

March 31, Charged to Adjustments Net of Sublease March 31,
2003 Expense Accretion to Estimates Income 2004
(In millions)

Severance and related costs . . $— $ 335 $— $— $(29.6) $ 3.9

Facilities costs ............. — 75.6 0.7 0.3 {11.9) 64.7

Total accrual ............ $— $109.1 $0.7 $0.3 $(41.5) $68.6
Balance at Effect of Cash Payments, Balance at
March 31, Adjustments Exchange Rate Net of Sublease March 31,

2004 Accretion to Estimates Changes Income 2005

(In millions)

Severance and related

COSES. v vviee et $ 39 $— $(0.1) $0.2 $ (2.9) $ 1.1
Facilities costs .......... 64.7 1.8 (3.4) 0.2 (23.2) 40.1
Total accrual.......... $68.6 $1.8 $(3.5) $04 $(26.1) $41.2

The amounts accrued at March 31, 2005 related to facilities costs represent the remaining fair value of
lease obligations for exited locations, as determined at the cease-use dates of those facilities, net of estimated
sublease income that could be reasonably obtained in the future, and will be paid out over the remaining lease
terms, the last of which ends in fiscal 2011. The Company does not expect any significant additional severance
or facilities charges related to this plan subsequent to March 31, 2005 other than potential adjustments to
lease accruals based on actual subleases differing from estimates. Accretion (the increase in the present value
of facilities accruals over time) and adjustments to original estimates are included in operating expenses.
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(12) Subsequent Events (Unaudited)

The Company implemented a plan subsequent to March 31, 2005 that the Company expects will allow it
to meet its profitability goals by reducing costs and realigning resources to focus on growth areas. The plan
includes the elimination of 825 to 875 employee positions around the world. The Company will reduce its
investment in product areas that are not at acceptable profitability and growth levels and will reduce selling,
general and administrative expenses throughout the organization. The Company expects that the actions taken
will allow it to increase investment in its Service Management business, which it believes will provide future
revenue growth, maintain its strong profitability in its Mainframe Management business and improve its
profitability in its Distributed Systems Management business.

As discussed in Note 6 — Income Taxes, subsequent to March 31, 2005, the Company completed its
analysis of the American Jobs Creation Act of 2004. In June 2005, the Company’s Board of Directors
approved a plan to repatriate approximately $717 million of foreign earnings, and, accordingly, the Company
will record a tax liability and associated tax expense of approximately $36 million during the quarter ending
June 30, 2005 related to the planned repatriation.
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SCHEDULE I

BMC SOFTWARE, INC. AND SUBSIDIARIES

VALUATION ACCOUNTS
Years Ended March 31, 2003, 2004 and 2005

Year

Description

2003 Allowance for doubtful accounts
Allowance for doubtful finance receivables

2004 Allowance for doubtful accounts
Allowance for doubtful finance receivables

2005 Allowance for doubtful accounts
Allowance for doubtful finance receivables
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Balance at  Charged
Beginning (Credited)
of Year to Expenses Deduction

(In millions)

Acquisitions Balance at
and Other End of Year

$242 $07  $(73) $ 13 $18.9
— 33 — — 3.3
18.9 (5.3) (1.7 0.2 12.1
3.3 — (0.7) — 2.6
12.1 (37) (07)  (02) 7.5
2.6 (L7)  (0.4) — 0.5
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