F5 NETWORKS INC

FORM 10-Q

(Quarterly Report)

Filed 5/9/2002 For Period Ending 3/31/2002

Address 401 ELLIOT AVE WEST STE 500
SEATTLE, Washington 98119
Telephone 206-272-5555
CIK 0001048695
Industry Computer Networks
Sector Technology
Fiscal Year 09/30
e oo ecgaroning com EDGAR Customer Senice. 303.852-6665

Corporate Sales: 212-457-8200






Table of Contents

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended March 31, 2002

OR

[ ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the transition period from to

Commission File Number 000-26041

F5 NETWORKS, INC.

(Exact name of registrant as specified in its @rart

WASHINGTON 91-1714307
(State or other jurisdiction of (I.R.S. Employer Identification No.)

incorporation or organizatiol

401 Elliott Avenue West
Seattle, Washington 98119
(Address of principal executive offices and zip €pd

(206) 272-5555
(Registrant’s telephone number, including area rode

Indicate by check mark whether the registranth@s filed all reports required to be filed by Sewti3 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (orsiech shorter period that the registrant was reduodile such reports), and (2) has been
subject to such filing requirements for the pastléfds: Yes [X] No[ ].

Indicate the number of shares outstanding of e&dinearegistrant’s classes of common stock as®fdtest practicable date: 25,608,326
shares of common stock, no par value, as of M2p62.

Page 1 of 20 Pages




TABLE OF CONTENTS

PART | — FINANCIAL INFORMATION
Item 1. Financial Statemer
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIOM
CONDENSED CONSOLIDATED BALANCE SHEET
CONDENSED CONSOLIDATED STATEMENT OF CASH FLOW
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT
Item 2. Manageme’s Discussion and Analysis of Financial Conditiod &esults of Operation
Item 3. Quantitative and Qualitative DisclosuresoAbMarket Risk
PART Il — OTHER INFORMATION
Item 1. Legal Proceeding
Item 4. Submission of Matters to a vote of Secutiojders
Item 6. Exhibits and Reports on For-K




Table of Contents

F5 NETWORKS, INC.
FORM 10-Q FOR THE QUARTER ENDED MARCH 31, 2002

Table of Contents

Pagt
PART I. FINANCIAL INFORMATION
Item 1. Financial Statements (unaudite
Condensed Consolidated Statements of Opera 3
Condensed Consolidated Balance Sh 4
Condensed Consolidated Statements of Cash F 5
Notes to Condensed Consolidated Financial Statexr 6
Item 2. Managemer's Discussion and Analysis of Financial Conditiod &esults of Operatior 10
ltem 3. Quantitative and Qualitative Disclosures About MarRisk 17
PART Il. OTHER INFORMATION
ltem 1. Legal Proceeding 18
Item 4. Submission of Matters to a Vote of Security Holc 19
Item 6. Exhibits and Reports on Forn-K 19
Signature 20




Table of Contents

PART | — FINANCIAL INFORMATION

Item 1. Financial Statement

F5 NETWORKS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited, in thousands except per share data)

Three months ended

Six months ended

March 31, March 31,
2002 2001 2002 2001
Net revenues

Products $20,78: $ 19,77: $41,44( $ 37,49°
Services 6,31¢ 7,29t 12,68¢ 14,30:
Total net revenue 27,10: 27,06 54,12¢ 51,80(

Cost of net revenue
Products 5,151 12,66 11,11« 20,74¢
Services 2,68( 3,23¢ 5,37¢ 6,822
Total cost of net revenu 7,831 15,90: 16,48t¢ 27,57
Gross profit 19,27( 11,16¢ 37,63¢ 24,22¢

Operating expense
Sales and marketir 11,82 12,79: 24,26 26,24¢
Research and developmt 4,751 4,54¢ 8,88¢ 9,39:
General and administrati 4,524 4,194 8,56¢ 8,88:
Restructuring charg — (96) — 97t
Amortization of unearned compensat 114 1,59¢ 247 2,171
Total operating expens 21,21: 23,03¢ 41,96° 47,66¢
Loss from operation (1,947) (11,877 (4,329 (23,44()
Other income, ne 272 871 77¢ 1,07(
Loss before income taxi (1,669 (12,009 (3,55)) (22,37()
Provision for income taxe 101 (2,260 29C (4,697
Net loss $(,770 $ (8,742 $(3,84)) $(17,679)
| | | |
Net loss per sha— basic and dilute $ (0.09) $ (0.40 $ (0.19) $ (0.8))
Weighted average shar— basic and dilute 25,20t 21,91% 25,04: 21,79¢
| | | |

The accompanying notes are an integral part obtheadensed consolidated financial statements.
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F5 NETWORKS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands)

March 31, September 30,
2002 2001
(unaudited)
ASSETS
Current asset:
Cash and cash equivalel $ 28,40! $ 18,32:
Investment: 47,06: 51,46:
Accounts receivable, net of allowances of $6,339 $6,245 20,64¢ 22,62¢
Inventories 96C 2,60z
Other current asse 6,012 6,88t
Total current asse 103,08 101,89¢
Restricted cas 6,00( 6,00(
Investment: 1,56( —
Property and equipment, r 14,29: 15,49¢
Other assets, n 1,28¢ 1,26¢
Total asset $126,22¢ $124,66:
| |
LIABILITIES AND SHAREHOLDERS ' EQUITY
Current liabilities:
Accounts payabl $ 4,19 $ 4,46(
Accrued liabilities 12,60: 11,517
Deferred revenu 11,65( 11,03:
Total current liabilities 28,45: 27,00¢
Long-term liabilities 1,37: 1,167
Total liabilities 29,82t 28,17t
Commitments and contingencic
Shareholder equity:
Preferred stock, no par value; 10,000 shares amtithmo shares outstandi — —
Common stock, no par value; 100,000 shares autthg,381 and 24,764 shares issued and
outstanding 126,87 123,39:
Accumulated other comprehensive inca 59¢ 573
Unearned compensatit (289) (53€)
Accumulated defici (30,789 (26,947
Total shareholde’ equity 96,40: 96,48¢
Total liabilities and sharehold¢ equity $126,22¢ $124,66:
| |

The accompanying notes are an integral part obtheadensed consolidated financial statements.
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F5 NETWORKS, INC.

CONDENSED CONSOLIDATED STATEMENT OF CASH FLOWS

(unaudited, in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss

Adjustments to reconcile net loss to net cash piexviby (used in) operating

activities:
Restructuring charge
Provision for asset write dowi
Loss on sale of asse
Provisions for inventory write dowr
Realized loss on sale of investme
Amortization of unearned compensat
Provision for doubtful accounts and sales reti
Depreciation and amortizatic
Deferred income taxe
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Other asset
Accounts payable and accrued liabilit
Deferred revenu

Net cash provided by (used in) operating activi

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of investmer
Sale of investment
Proceeds from the sale of property and equipt
Purchases of property and equipm

Net cash provided by investing activiti
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from the exercise of stock options andamts

Repurchase of common sta

Net cash provided by financing activiti

Net increase (decrease) in cash and cash equis
Effect of exchange rate changes on cash and casvadnts

Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

Six months ended

March 31,

2002 2001
$ (3,84)) $(17,67%)
— 97t

551 37¢

— 12C
(13 4,91(

95 —

247 2,171
3,64¢ 8,90¢
2,82¢ 2,38¢
— (3,897
(1,679 4,24F
1,67( (6,637
72¢ (2,345
431 (6,700)
592 (2,537)
5,25¢ (15,689
(41,049 (27,639
43,98¢ 38,47¢
— a0
(1,525) (7,237)
1,41¢ 3,701
3,48t 1,18:
— (1,082)
3,48t 101
10,15¢ (11,887
77 (34)
18,32: 18,53¢
$ 28,40: $ 6,62(
—— —

The accompanying notes are an integral part oetbeadensed consolidated financial statements.
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F5 NETWORKS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

1. The Company and Basis of Presentation:

F5 Networks provides integrated products and sesvioc manage, control and optimize Internet traffid content. The Company'’s five core
products, the BIG-IP® IP Application Switch & Coolier, 3-DNS® Controller, GLOBAL-SITE™ ControlleEDGE-FX® Cache, and the
SEE-IT™ Network Manager, help manage traffic andtent to servers and network devices in a wayrtteatimizes availability and
throughput. F5’s unique iControl™ Architecture pidms integration and interoperability between nsdacts and also allows its customers to
develop integration and operability between the @any’s products and other third party products. Thenpany’s solutions address many
elements required for successful Internet and metrbusiness applications, including high availghihigh performance, intelligent load
balancing, fault tolerance, security, streamlinexhageability, and global data management and cooteitrol. By enhancing Internet
performance availability and content distributittile Company’s solutions enable its customers artdgra to maximize the use of the
Internet in their business.

The unaudited condensed consolidated financiamsiats included herein have been prepared by the@&uay, pursuant to the rules and
regulations of the Securities and Exchange ComonsS5EC”)for interim financial statements. Certain inforneatiand footnote disclosure
normally included in financial statements prepadredccordance with accounting principles generafigepted in the United States of Ame
have been condensed or omitted pursuant to sues anid regulations. In the opinion of managembatuhaudited condensed consolidated
financial statements reflect all adjustments, cstirgj only of normal recurring adjustments, necasia a fair presentation of our financial
position as of March 31, 2002, our operating resfdat the three and six months ended March 31, 20022001, and our cash flows for the
six months ended March 31, 2002 and 2001. The cmatkeconsolidated balance sheet as of Septemb2030 has been derived from the
audited consolidated balance sheet as of that Ghése unaudited condensed consolidated finartei@sents should be read in conjunction
with the financial statements and the notes theénsioded in the Company’s Annual Report on ForreKlLfor the fiscal year ended
September 30, 2001, filed with the SEC on DeceraBeR001.

The results of operations for the interim periodsspnted are not necessarily indicative of theatpey results to be expected for any
subsequent interim period or for the full fiscahyer any future periods.

2. Summary of Significant Accounting Policies:
Principles of Consolidation

The consolidated financial statements and acconipgmptes are prepared in accordance with accayptimciples generally accepted in the
United Sates of America. The consolidated finansgialements include the accounts of the Companybunahjority owned subsidiaries.
Significant intercompany accounts and transactian been eliminated in consolidation.

Reclassifications

Certain reclassifications have been made to pear alances to conform to the current year prasent These reclassifications had no
impact on previously reported net loss, sharehsldsyuity, or total assets. The Company had presloreported cash equivalents and
investments on a combined basis, as they are yeaativertible to cash without penalty and subjednsignificant risk of change in value.
The Company has presented investments separatbiyn wurrent assets and long-term assets basedmpturities and managements’ intent
with regard to those securities.
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F5 NETWORKS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

Use of Estimates

The preparation of financial statements is in comfty with accounting principles generally accepiedhe United States of America and
requires management to make estimates and assas it affect the reported amounts of assetsiabitities and disclosures of contingent
assets and liabilities as of the date of the fir@rstatements and the reported amounts of reveamgxpenses during the reporting period.
Actual results could differ from those estimates.

Estimates that are particularly susceptible to gkarnn the near term are the adequacy of allowaocssles returns and bad debt, inventory
obsolescence, warranty costs, useful lives of asset deferred taxes.

Revenue Recognition

The Company recognizes revenue in accordance kgtiyuidance provided under Statement of FinanaabAnting Standards

(SFAS) No. 48, “Revenue Recognition When Right eftRn Exists,” SEC Staff Accounting Bulleting (SARD. 101, “Revenue Recognition
in Financial Statements,” Statement of PositiorJP3) No. 97-2, “Software Revenue Recognition,” 8@P No. 98-9 “Modification of SOP
No. 9%-2, Software Revenue Recognition, with Respectdddn Transactions.”

The Company sells products through resellers, malggquipment manufacturers and other channel grartas well as directly to end users,
under similar terms. Typically a software licensatdware, installation and customer support elesnarg combined into a package with a
single “bundled” price. A portion of the sales pris allocated to each element of the bundled gpckased on their respective fair values
when the individual elements are sold separatetyeRues from the license of software are recognidezh the product has been shipped
the customer is obligated to pay for the produdteWrights of return are present and the Compangateestimate returns, the Company
recognizes revenue when such rights lapse. Installeevenue is recognized when the product has restalled at the customer’s site.
Revenues for customer support are recognized tmaigltg-line basis over the service contract teBales returns are estimated based on
historical experience by type of product and acerged at the time revenues are recognized.

Cash Equivalents and Investments

Cash equivalents and short term investments ardyhliquid investments, consisting of investmemtsrioney market funds and short-term
investments, which are readily convertible to caghout penalty and subject to insignificant riskchanges in value. The Company’s cash
and cash equivalents and investments balance top$ithe following:

March 31, September 30,
2002 2001

(in thousands)

Cash and cash equivalel $28,40: $18,32:
Shor-term investment 47,06 51,46:
Long-term investment 1,56( —
$77,02¢ $69,78:

I |

In December of 2001, the Company purchased, frainiré party, approximately 16 million shares of aoon stock of Artel Solutions Group
Holdings Limited (“Artel”), which represents an apgimate 1% ownership percentage. Artel is ondnef@Gompany’s primary partners in the
Asia Pacific Region. The Company paid approxima$dly3 million for the shares, which representedtties fair value of Artel's common
stock as traded on the Hong Kong Stock Exchange Gdmpany intends to hold the investment for aggein excess of one year. The
investment is considered “Available for Sale” asdhicluded in the investments in the balance sig&#isequent changes in the fair value of
the common stock will be reflected as a componénbmprehensive income on the balance sheet.
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F5 NETWORKS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

Concentration of Credit Risk
The Company places its temporary cash investmeithisfiwe major financial institutions.

The Company’s customers are from diverse indusatesgeographic locations. The majority of net neases from international customers are
denominated in U.S. dollars. These internationaémees were approximately $9.5 million for the éhneonths ended March 31, 2002, and
$8.9 million for the three months ended March 3I02and $18.3 million and $16.4 million for the sionths ended March 31, 2002 and
March 31, 2001, respectively. One customer accauiiaie9.2% and 4.8% of the Company’s accounts vat#é balance at March 31, 2002
and 2001, respectively.

Inventories

Inventories consist of hardware, software and eel@omponent parts and are recorded at the lowegstfor market (as determined by the
first-in, first-out method).

Inventories are comprised of the following:

March 31, September 30,
2002 2001

(in thousands)

Finished good $1,18: $ 3,28¢
Raw material 73t 1,34
Less: Provision for excess inventc (95¢) (2,029)
$ 96C $ 2,60z

I |

The Company established an estimated reserve teisexnventory based upon the Company’s forecasted projections. Adjustments to
this reserve are reflected as a component of ¢astles.

Comprehensive Loss

The following table sets forth a reconciliationrat loss to comprehensive loss, net of tax:

Three months ended Six months ended
March 31, March 31,
2002 2001 2002 2001
(in thousands) (in thousands)
Net loss $(1,770) $(8,7472) $(3,84)) $(17,677)
Unrealized gain (loss) on investme 14t 564 19¢€ (18€)
Foreign currency translation adjustm 13 (48) (177 (162)
Comprehensive los $(1,617) $(8,22¢) $(3,81¢) $(18,02))
| L] | L]

Net Loss Per Share

Basic net loss per share has been computed byirtiMide net loss by the weighted average numbeowimon shares outstanding during the
period. Diluted net loss per share is computedibigithg net loss by the weighted average numbeamoofimon and dilutive common stock
equivalent shares outstanding during the perioé. Gbmpany excludes the impact of dilutive commaulsequivalent shares from the
calculation of diluted net loss per share whenirtbision of such elements would be anti-dilutive.
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F5 NETWORKS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

The following sets forth the computation of bagid ailuted net loss per share for the three andnsimths ended March 31, 2002 and 2001
(in thousands, except per share data):

Three month ended Six month ended
March 31, March 31,
2002 2001 2002 2001
Numerator:
Net loss $(1,770  $(8,74)  $(3,84)  $(17,679)
— — — ——

Denominator:
Weighted average shares outstan— basic 25,20: 21,915 25,04 21,79¢
Dilutive effect of common shares from stock optir
Dilutive effect of common shares from warra

Weighted average shares outstan— diluted 25,20: 21,915 25,04: 21,79¢
| |

| I

Net loss per sha— basic and dilute $ (0.09) $ (0.40 $ (0.1f $ (0.8))
| | | I

Antidilutive securities not included in net loss gbare calculatio 2,26¢ 88¢ 2,232 1,43
| | | I

Recent Accounting Pronouncements

In July of 2001, the Financial Accounting StandaéBdsird (“FASB”) issued Statement of Financial Acating Standard (“SFAS”) No. 141
“Business Combinations” which is effective for bilsiness combinations initiated after July 1, 2HAS No. 141, supersedes APB Opinion
No. 16, Business Combinations, and FASB StatemenB8R, Accounting for P-acquisition Contingencies of Purchased Enterprases
requires that all business combinations be accdubteusing the purchase method of accounting.HeuyiSFAS No. 141 requires certain
intangibles to be recognized as assets apart foodwill if they meet certain criteria and also rizgs expanded disclosures regarding the
primary reasons for consummation of the combinadiot the allocation of the purchase price paidhéoassets acquired and liabilities
assumed by major balance sheet caption. We doetieb the standard will have a significant impactour financial position.

In July of 2001, the FASB issued SFAS No. 142 “Gueitichnd Other Intangible Assets” which is effedifor fiscal years beginning after
December 15, 2001. SFAS No. 142 supercedes APBi@phD. 17, Intangible Assets, and addresses finhaccounting and reporting for
intangible assets acquired individually or withrawugp of other assets and the accounting and regdidr goodwill and other intangible assets
subsequent to their acquisition. Under the modeiasth in SFAS No. 142, goodwill is no longer artiped to earnings, but instead be subject
to periodic testing for impairment. We do not bediehe standard will have a significant impact an financial position.

In July 2001, the FASB issued SFAS No. 143, “Acammfor Asset Retirement Obligations.” FASB 143leekses financial accounting and
reporting for obligations associated with the egtient of tangible long-lived assets and the aswmtisset retirement costs. It applies to legal
obligations associated with the retirement of Idinge assets that result from the acquisition, tmesion, development, and (or) the normal
operation of a long-lived asset, except for certditigations of lessees. The provisions of FAS W4lBbe effective for fiscal years beginning
after June 15, 2002, however early applicatioreisnitted. We do not believe the standard will hawgnificant impact on our financial
statements.
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F5 NETWORKS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(unaudited)

In August 2001, the FASB issued SFAS No. 144 “Acting for the Impairment or Disposal of Long-LivAdsets. This Statement addres:
financial accounting and reporting for the impainner disposal of long-lived assets. This Statensepersedes FASB Statement No. 121,
Accounting for the Impairment of Long-Lived Assatsd for Long-Lived Assets to Be Disposed Of, aredabcounting and reporting
provisions of APB Opinion No. 30, Reporting the Resof Operations — Reporting the Effects of Disploof a Segment of a Business, and
Extraordinary, Unusual and Infrequently OccurringeBts and Transactions, for the disposal of a sagofea business. The provisions of
FAS 144 will be effective for fiscal years begingiafter December 15, 2001. We are currently evialgahe implications of adoption of the
standard and anticipate adopting its provisiorfsstal year 2002.

Item 2Managemen’s Discussion and Analysis of Financial Conditionnal Results of Operations

The following Management'’s Discussion and AnalgéBinancial Condition and Results of Operationsdd be read in conjunction with
our consolidated financial statements and notesetisecontained in the Company’s annual report omrd.0K filed with the Securities and
Exchange Commission on December 28, 2001. Our ghigmu contains forwarlooking statements, within the meaning of the &ev
Securities Litigation Reform Act of 1995, basedruparrent expectations. These forward-looking stegets include, but are not limited to,
statements about our plans, objectives, expecta@ma intentions and other statements that aréhistbrical facts. Because these forward-
looking statements involve risks and uncertainties,actual results and the timing of certain eweruld differ materially from those
anticipated in these forward-looking statementaassult of certain factors, including those setlfainder “Risk Factors” and “Businessin
the Company’s Form 10-K for the fiscal year endedt&mber 30, 2001, and elsewhere in this report.

Overview

F5 Networks, Inc. (“F5") is a leading provider atégrated Internet traffic and content managemantiens designed to improve the
availability and performance of Internet-based senand applications. Our Internet traffic produntmitor and manage local and
geographically dispersed servers and intelligeditigct traffic to the server best able to handiser’s request. Our content management
products enable network managers to increase atxesstent by capturing and storing it at poirgsaeen production servers and end-users
and ensure that newly published or updated filesagplications are replicated uniformly acrossaijet servers. When combined with our
network management tools, these products help @a@ms optimize their network server availabilityd performance and cost-effectively
manage their Internet infrastructure.

Currently, we derive approximately 65% of our retenues from sales of the BIG-IP product line, wadexpect to derive a significant
portion of our net revenues from sales of the BRgstoduct line in the future. For the three momthded March 31, 2002, no individual
customer represented more than 10% of our totalevenues.

Net revenues derived from customers located outsfitlee United States were $9.5 million and $9.0iom for the three months end

March 31, 2002 and 2001, respectively. We plarotttinue to make significant investments in ourring&ional operations, particularly in the
European markets. International revenues are exgéctcontinue to represent a significant portibow net revenues, although we canno
assured that these revenues as a percentageref/apties will remain at their current levels.

We have recorded a total of $8.3 million of stocknpensation costs since our inception through Madc2002. These charges represent the
difference between the exercise price and the dédaievalue of certain stock options granted to @mployees and outside directors. These
options generally vest ratably over a four-yeaiquerWe are amortizing these costs using an aatel@imethod as prescribed by FASB
interpretation No. 28 (“FIN No. 28'and have recorded stock compensation amortizafi®@.6 million, $2.1 million, and $2.5 million fahe
years ended September 30, 2001, 2000, and 199@ctesly and $114,000 and $1.6 million for thesthmonths ended March 31, 2002
2001 respectively.

10
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We expect to recognize amortization expense retatetiearned compensation of approximately $443,888,000 and $10,000 during the
years ended September 30, 2002, 2003, and 20@éctesly. We cannot guarantee, however, that Wenet accrue additional stoc
compensation costs in the future.

Critical Accounting Policies and Estimates

F5 Networks’ discussion and analysis of its finahcbndition and results of operations are baseuh t{b> Networks’ consolidated financial
statements, which have been prepared in accordgititaccounting principles generally accepted m thmited States of America. The
preparation of these financial statements requiresCompany to make estimates and judgments tfeat afie reported amounts of assets,
liabilities, revenues and expenses, and relatazlodigre of contingent assets and liabilities. Omsgoing basis, we evaluate our estimates,
including those related to product returns, badsjeébventories, investments, intangible asset®rire taxes, financing operations, warranty
obligations, contingencies and litigation. We baseestimates on historical experience and on uarather assumptions that are believed to
be reasonable under the circumstances. This asahei forms the basis for making judgments abdmitarrying values of assets and
liabilities that are not readily apparent from atheurces. Actual results may differ from thesénesties under different assumptions or
conditions.

We have identified the following as critical accting policies to our company: revenue recogniticaluation allowances, warranties, and
impairment of long-lived assets and valuation deded tax assets.

Revenue RecognitioWe recognize product revenue upon shipment, nestirhated returns, provided that collection is deteed to be
probable and no significant obligations remainsdéme instances, product revenue from distributssibject to agreements allowing limited
rights of return, rebates, and price protectioncagkdingly, we reduce revenue recognized for estchdture returns, price protection, and
rebates, at the time the related revenue is redoiidee estimates for returns are adjusted perifigibased upon changes in historical rates of
returns, inventory levels in the distribution chahmnd other related factors. The estimates asetves for rebates and price protection are
based on historical rates. Accordingly, it is pbksthat these estimates will change in the futuréhat the actual amounts could vary from
estimates and that the amounts of such changed seribusly harm our business.

We license products with post-contract customepsu(“PCS”). PCS includes rights to upgrades, waed if available, a limited period of
telephone support, updates, and bug fixes. Statenfi€tosition 97-2 (“SOP 97-2"), “Software ReverRecognition,” as amended, generally
requires revenue earned on software arrangemertlvimg multiple elements to be allocated to ealement based on the relative fair value
of the elements. Typically a software license, e, installation and customer support elememsambined into a package with a single
“bundled” price. A portion of the sales price itahted to each element of the bundled packagallmséheir respective fair values when the
individual elements are sold separately. Revenues the license of software, net of an allowaneeskiimated returns, are recognized when
the product has been shipped and the customeligmtdul to pay for the product. When rights of retare present and the Company cannot
estimate returns, the Company recognizes revenee wich rights lapse. Installation revenue is reizegl when the product has been
installed at the customer’s site. Revenues foratust support are recognized on a straight-linesb@gér the service contract term.

Revenues for customer support are recognized tmaiglg-line basis over the service contract tdbonsulting services are customarily billed
at fixed rates, plus out-of-pocket expenses, andmges are recognized when the consulting hasdmepleted. Training revenue is
recognized when the training has been completed.

Our ordinary payment terms to our domestic custsraez net 30 days. Our ordinary payment terms ténbernational customers are net
60 days. We have offered extended payment termsnioegrdinary terms to some customers. For thesmgements, revenue is recognized
when payments become due.

We perform ongoing credit evaluations of our custshfinancial condition and generally do not reguany collateral. We maintain
allowances for potential credit losses and sucbdefave been within our expectations.

11
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Valuation of Accounts Receivable and Inventories.

Reserve for Doubtful AccounEstimates are used in determining our allowanc®d#or debts and are based on our historical cadlecti
experience, current trends, credit policy, spedifentification and a percentage of our accounteiv@ble by aging category. In determining
these percentages, we evaluate historical write-affbur receivables, current trends in the crgdatlity of our customer base as well as
changes in the credit policies.

Reserve for Obsolete/Excess InventWe currently reduce the carrying value of inventfmyestimated obsolescence or unmarketable
inventory equal to the difference between the obgtventory and the estimated market value bageth mssumptions about future demand
and market conditions. If actual market conditians less favorable than those projected by managerdditional inventory write-downs
may be required.

Warranties.The Company generally offers warranties for 90 days one year depending on whether it relatesrwaae or software.
Estimated future warranty obligations related toducts are provided by charges to operations ipénied in which the related revenue is
recognized. These estimates are based on histergcehnty experience and other relevant informatibwhich the Company is aware. Our
standard warranties require us to repair or replieéective product returned to us during such wayraeriod at no cost to the customer. We
record that estimate at the time of sale. Whilewsairanty costs have historically been within oxpectations and the provisions established,
we cannot guarantee that we will continue to exguexé the same warranty return rates or repair tustsve have in the past. A significant
increase in product return rates, or a significactease in the costs to repair our products, cbaigk a material adverse impact on our
operating results for the period.

Impairment of lon-lived assets and valuation of deferred tax asséte Company’s long-lived assets include long-tamestments and
other intangible assets. At March 31, 2002, the ganmy had $1.6 million of long-term investments. Téie value of the long-term
investments is dependant on the performance afdhgany in which we have invested, as well as ilityeinherent in the external markets
for this investment.

As of September 30, 2001, our deferred tax asse2@® million was offset by a full valuation allance. Management evaluates the
realizability of the deferred tax assets quartang assesses the need for valuation allowancetedyawWe intend to maintain a full valuation
allowance until we reach sustainable profitabitihd it is “more likely that not” that the companysferred tax asset will be realized.

Results of Operations (in thousands, except perceades):

Three months ended Six months ended
March 31, March 31,
2002 2001 2002 2001
(unaudited) (unaudited)
Statement of Operations Data
Net revenues
Product revenu $20,78: $19,77: $41,44( $37,49°
Service revenu 6,31¢ 7,29t 12,68¢ 14,30:
Total net revenue $27,101 $27,06% $54,12¢ $51,80(
Percent of net revenue
Product revenu 76.7% 73.(% 76.€% 72.28%
Service revenu 23.z 27.C 23.4 27.€
Total net revenue 100.(% 100.(% 100.(% 100.(%

Net revenue. Net revenues consist of sales of our productgwinclude software licenses, appliances, andsesyService revenues
include revenue from installation services, sergnd support agreements provided as part of thaliproduct sale, sales of extended and
renewed service and support contracts, consuléngces, and training.
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International net revenues totaled $9.5 milliontfer three months ended March 31, 2002 and $9l®mibr the three months ended
March 31, 2001. International revenues represebit&d3 million for the six months ended March 3102@nd $16.4 million for the six
months ended March 31, 2001. We expect interndtealas will continue to represent a significanttjpm of net revenues, although we
cannot assure you that international sales ascepige of net revenues will remain at currentlfeve

In the future, our average selling prices may deseeas we leverage our channel model with a grpateentage of sales through resellers
distributors and, to a lesser extent, due to irs@daompetition. This decrease in average selliicg pnay have a negative impact on our ¢
margin.

Product revenue. Product revenues increased by 5.1% to $20.8aniftir the three months ended March 31, 2002 frag&million for the
same period in the prior year. Product revenuethosix months ended March 31, 2002 increasedtBp4 to $41.4 million from

$37.5 million for the six months ended March 31020These increases in revenues were primariljta@adarger quantity of our products
sold through our international indirect sales cte@sand additional software revenue. These incse@skect new customers, as well as repeat
sales to existing customers.

Service revenuesService revenues decreased by 13.4% to $6.3millir the three months ended March 31, 2002 fr@r8 #illion for the
three months ended March 31, 2001. Service revefoudise six months ended March 31, 2002 decrebgeld..3% to $12.7 million from
$14.3 million for the six months ended March 31020This decrease was a result of a reduction inter@ance revenue due to a larger
percentage of our international resellers, rathen t=5, providing service and installation to esd+s.

Gross Margin (in thousands, except percentages):

Three months ended Six months ended
March 31, March 31,
2002 2001 2002 2001
(unaudited) (unaudited)
Cost of net revenue
Products $ 5,151 $12,66: $11,11¢ $20,74¢
Services 2,68( 3,23¢ 5,37¢ 6,822
Total cost of net revenut $ 7,831 $15,90: $16,48¢ $27,57:
Products gross marg $15,63: $ 7,10¢ $30,32¢ $16,74¢
Services gross marg $ 3,63¢ $ 4,057 $ 7,312 $ 7,481
Cost of revenues as a percentage of type of rew
Products 24.8% 64.(% 26.8% 55.2%
Services 42.4 44.4 42.¢ 47.7
Total cost of net revenu 28.¢ 58.7 30.t 53.2
Products gross marg 75.2 36.C 73.2 44
Services gross marg 57.€% 55.6% 57.6% 52.2%

Cost of net revenue€ost of net revenues consists primarily of hardvearaponents and outsourced and internal manufagtensts, fees fi
third-party software products integrated into oroducts, service and support personnel and anagitocof our facilities and depreciation
expenses.
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Cost of product revenueost of product revenues decreased by 59.3%.®rfilion for the three months ended March 31,260m

$12.7 million for the three months ended MarchZ101 and decreased as a percentage of productues/&m24.8% from 64.0% for the sa
periods. For the six months ended March 31, 200&, af product revenues decreased by 46.4% to $dillién from $20.7 million for the si
months ended March 31, 2001 and decreased asenfage of product revenues to 26.8% from 55.3%eisame periods. This decrease for
the three and six months ended March 31, 200Zrsapity due to a $4.9 million charge related to escinventory recorded in the quarter
ended March 31, 2001 in addition to a decline imponent costs and a decrease in headcount frornM8rah 31, 2001 to 12 at March 31,
2002 due to manufacturing efficiencies. Certaiowf components are subject to significant pricetflations based on market supply and
demand. In the future component pricing may inaesgnificantly due to limited supply and may haveegative impact on our gross mar

Cost of service revenueg£ost of service revenues decreased by 17.2%.7or#lion for the three months ended March 31,260m

$3.2 million for the same period in the prior ye@ost of service revenues decreased as a percasftagerice revenues to 42.4% from 44.4%
for the same periods. For the six months ended IMat¢ 2002, cost of service revenues decreased.B¢@to $5.4 million from $6.8 million
for the six months ended March 31, 2001 and as@eptage of service revenues to 42.4% from 47.#%hsame periods. This decrease for
the three and six months ended March 31, 2002nsapily the result of a decrease in headcount tat8@arch 31, 2002 from 95 at March 31,
2001 due to a larger percentage of our internati@sallers, rather than F5, providing service msthllation to endisers as well as improv
efficiency.

Operating expenses (in thousands, except percentaje

Three months ended Six months ended
March 31, March 31,
2002 2001 2002 2001
(unaudited) (unaudited)
Operating expense
Sales and marketir $11,82: $12,79; $24,26: $26,24¢
Research and developmt 4,751 4,54¢ 8,88¢ 9,39:
General and administratiy 4,52¢ 4,194 8,56¢ 8,88
Restructuring charge — (96) — 97t
Amortization of unearned compensat 114 1,59¢ 247 2,171
Total operating expens $21,21: $23,03¢ $41,967 $47,66¢
Operating expenses as a percentage of rev
Sales and marketir 43.€% 47.2% 44.8% 50.7%
Research and developmt 17.t 16.¢ 16.4 18.1
General and administratiy 16.7 15.5 15.¢ 17.1
Restructuring charge — (0.9 — 1.6
Amortization of unearned compensat 0.4 5.8 0.t 4.2
Total operating expens 78.2% 85.1% 77.5% 92.(%

Sales and marketingOur sales and marketing expenses consist prynardalaries, commissions and related benefitauofsales and
marketing staff, costs of our marketing programsluding public relations, advertising and tradevet and an allocation of our facilities and
depreciation expenses. Sales and marketing expdasesased by 7.6% to $11.8 million for the thremths ended March 31, 2002 from
$12.8 million for the same period in the prior ydaor the six months ended March 31, 2002, saldsrarketing expenses decreased by 7.6%
to $24.3 million from $26.2 million for the six mtrs ended March 31, 2001. This decrease was doraply to a decrease in marketing co-
op and trade show activities. We have also impleateoost control measures in travel, advertisiegegal marketing, and allocated facilities
expenses, as well as other discretionary spendessa
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Research and developme¢ Our research and development expenses consistnilsi of salaries and related benefits for ourduet
development personnel and an allocation of outifiesi and depreciation expenses. Research andogenent expenses increased by 4.4% to
$4.8 million for the three months ended March 3102from $4.5 million for the three months endeddfia31, 2001. This increase was
primarily due to an increase in headcount to 142aftch 31, 2002 from 115 at March 31, 2001 reldtethe development of new software
products. For the six months ended March 31, 2@&&arch and development expenses decreased byG$88 million from $9.4 million

for the six months ended March 31, 2001. This desravas primarily due to a reduction in facilittest based on occupation of a smaller
space in the quarter ended March 31, 2002 thameisame quarter of the prior year. These decreemesoffset by an increase in salaries and
benefits expenses related to the increase in haatldOur future success is dependent in a largeopathe continued enhancement of our
current products and our ability to develop newht®logically advanced products that meet the stighted needs of our customers. We
expect research and development expenses to reomsistent as a percentage of net revenue in tesdeable future.

General and administrativeOur general and administrative expenses consiagply of salaries, benefits and related costewnfexecutive,
finance, information technology, human resourcelagdl personnel, third-party professional serf@as, and an allocation of our facilities
and depreciation expenses. General and adminigrakipenses increased by 7.9% to $4.5 millionHerthree months ended March 31, 2002
from $4.2 million for the three months ended MaBdh 2001. This increase is primarily due to prafasal fees related to defending patents.
For the six months ended March 31, 2002, genedhbdministrative expenses decreased by 3.5% torfi#lién from $8.9 million for the six
months ended March 31, 2001. This decrease waprituarily to a decrease in facilities expense dughé sublease of one of our buildings
and a decrease in executive salaries.

Other Income and Taxes (in thousands, except percemyes):

Three months ended

Six months ended

March 31, March 31,
2002 2001 2002 2001
(unaudited) (unaudited)
Other Income and Taxe:
Loss from operation $(1,947) $(11,879) $(4,329) (23,440
Other income, ne 273 871 7€ 1,07(
Loss before income tax (1,669 (11,009 (3,557) (22,370)
Provision for income taxe 101 (2,260 29C (4,699
Net loss $(1,770) $ (8,747 $(3,84)) $(17,679)
| | | |
Other Income and Taxes as a percentage of netuey
Loss from operation (7.2)% (43.9% (8.0% (45.9%
Other income, ne 1.C 3.2 14 2.1
Loss before income tax (6.2 (40.7) (6.€) (43.2)
Provision for income taxe 0.4 (8.3 0.5 9.
Net loss (6.6)% (32.9% (7.)% (34.1)%
| | | |

Other income, neDther income, net, consists primarily of inter@stome, interest expense, and foreign currency exgghgains and losses.
Other income, net was $273,000 for the three maerided March 31, 2002 and $871,000 for the thregtimeended March 31, 2001. This
decrease is primarily due to declining interestgatnd investment income. For the six months eitirdh 31, 2002 other income, net totaled
$778,000 as compared to $1.1 million for the sixnthe ended March 31, 2001. This decrease in otieenie, net, is primarily due to a
decrease in interest income related to a decredsgerest rates and a foreign currency gain fersiti months ended March 31, 2002 of
$218,000 compared to a foreign currency loss ofi100 for the six months ended March 31, 2001.
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Income taxe. Income tax expense of $101,000 and $290,00héothree and six months ended March 31, 2002 pitinratates to foreign
income taxes associated with our international atans.

The income tax benefits of $2.3 million and $4.Tion for the three and six months ended MarchZ01 reflected the then expected annual
effective income tax rate for the year ended Sepe&sr0, 2001.

In the fourth quarter of fiscal 2001, however, thanges in the economic environment caused usdweal@ate whether it is “more likely than
not” that the Company’s deferred tax asset wiltdrdized. Based upon the weight of all of the al#dé positive and negative evidence, we
recorded a full valuation allowance to completeffiget our deferred tax assets.

Liquidity and Capital Resources (in thousands):

Six months ended

March 31,
2002 2001
Working capital $74,63¢ $ 45,30¢
Cash and cash equivalel 28,40: 6,62(
Cash provided by (used in) operating activi 5,25¢ (15,689
Cash provided by investing activiti 1,41¢ 3,701
Cash provided by financing activiti 3,48¢ 101

Cash and cash equivalents increased to $28.4 mélidlarch 31, 2002 from $6.6 million at March 2001, an increase of $21.8 million.
Cash provided by operating activities was $5.3iamilfor the six months ended March 31, 2002 conpéweash used in operating activities
of $15.7 million for the six months ended March 3@Q1. This increase is primarily the result ofueed operating loss and accounts
receivable and inventory management. Inventory mament remains an area of focus as we balancestiteto maintain strategic inventory
levels with the need to ensure competitive lea@s$inWe expect our cash provided by operating diesvinay fluctuate in future periods as a
result of fluctuations in our operating results;@mts receivable collections, inventory managerraerd the timing of payments, among ot
causes.

Cash provided by investing activities was $1.4iomllfor the three months ended March 31, 2002 coetptn $3.7 million for the same
period in the prior year. The decrease in cashigeavby investing activities was primarily due e tresult of cash investment purchases,
including the $1.3 million investment in Artel dng December 2001. Cash provided by financing a#a/for the three months ended
March 31, 2002 was $3.5 million due to stock op#ocercises as compared to cash provided by fingragitivities of $101,000 for the same
period last year.

We expect that our existing cash balances andfoaishoperations will be sufficient to meet our aigated working capital and capital
expenditures for the foreseeable future.

As of March 31, 2002, our principal commitments sisted of obligations outstanding under operatiagés. In April 2000, we entered into a
lease agreement on two buildings for a new corpdratidquarters. The lease commenced in July 20@gedirst building; and the lease on
the second building commenced in October 2000.18&se for both buildings expires in 2012 with ati@pfor renewal. We established a
restricted escrow account in connection with thask agreement. Under the term of the lease, ax$iffidh irrevocable standby letter of

credit is required through November 2012, unlesdédhse is terminated before then. This amounb&es included on our balance sheet as of
March 31, 2002 as a component of restricted caghh&ve surplus office space of approximately 14gifitare feet, which is subleased until
2003 and approximately 110,000 square feet, wiicubleased until 2012.
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Payments Due by Period (in thousands):

Contractual Less than 1-3 4-5 After 5

Obligations Total 1 year Years Years years

Operating Lease $23,44¢ $3,64¢ $4,67: $3,54: $11,58¢
— — — — —

Payments Due by Period (in thousands):

Other Commercial Less thar 1-3 4-5 After 5

Commitments Total 1 year Years Years years
Standby Letter of Credit (through November 20 $6,00( — — — —
— - - - -

ltem 3. Quantitative and Qualitative Disclosures @it Market Risk.

Interest Rate RislWe do not hold derivative financial instrument®oirr investment portfolio. The Board of Directorgtarized one
transaction to purchase and sell publicly tradedmany options in fiscal 2001. Our cash equivalentssist of high-quality securities, as
specified in our investment policy guidelines. Hadicy limits the amount of credit exposure to @me issue or issuer to a maximum of 20%
of the total portfolio with the exception of treagsecurities, commercial paper and money marked$uwhich are exempt from size
limitation. The policy limits all short-term inveaents to mature in two years or less, with the ayematurity being one year or less. These
securities are subject to interest rate risk addaease in interest rates could have an advepsctron earnings for our investment portfolio.
We do not currently hedge against these interéstengposures.

As of March 31, 2002, our cash equivalents matuteimnvthree months and our short-term investmerdatune, on average, within one year.
Therefore, as of March 31, 2002, we believe themepn amounts of cash equivalents and investmeriis teasonable approximations of fair
value and the market risk arising from our holditgbe minimal. We maintain investment portfoliddings of various issuers, types, and
maturities, the majority of which are corporate ®@and government securities. These securitiegearerally classified as available for sale
and, consequently, are recorded on the balancé ahisdr value with unrealized gains or losserégd as a separate component of
accumulated other comprehensive income.

17




Table of Contents

Maturing in

Three months or Three months to Greater than
March 31, 2002: less one year one year Total Fair value

(in thousands)

Included in cash and cash equivale $13,19: — — $13,19¢ $13,19:
Weighted average interest ri 1.82(% — —
Included in investment — $18,35( $28,71: $47,06¢ $47,06!
Weighted average interest ra — 2.065% 3.301% —

The following sensitivity analysis presents hypditted changes of our investment in Artel Soluti@®up Holdings Limited (“Artel”),
classified as “Available for Sale” as of March 2002. This modeling technique measures the hygdodiehange in fair values arising from
selected hypothetical changes in the stock pridrel. We selected stock price fluctuations ofgplr minus 15%, 35%, and 50% based on
the historical fluctuation of the common stock.

Valuation of Security Give X% Increase Valuation of Security Give X% Decrease in
in Securities Price Securities Price
Fair Value at (in thousands) (in thousands)
3/31/2002
Security (in thousands) 15% 35% 50% 15% 35% 50%
Artel $1,56( $1,79¢ $2,10¢ $2,34( $1,32¢ $1,01¢ $78C

Foreign Currency RiskThe majority of our sales and expenses are dendediria U.S. dollars and as a result, we have np¢ésnced
significant foreign exchange gains and losses te. d&hile we have conducted some transactionsrgidgo currencies during the fiscal year
ended September 31, 2001 and the three months &ftatett 31,2002 and expect to continue to do sogdeveot anticipate that foreign
exchange gains and losses will be significant. \Bieemot engaged in foreign currency hedging to, deteever we may do so in the future.

The Artel investment is considered “Available fal& and is included in investments on the balastm®et. Subsequent changes in the fair
value of the common stock will be reflected as mpgonent of comprehensive income in the balancetshkis investment is subject to
foreign currency exchange rate risk.

PART Il — OTHER INFORMATION
Item 1. Legal Proceeding

The Company is subject to legal proceedings, claamd litigation arising in the ordinary courseboiiness. While the outcome of these
matters is currently not determinable, managemees ot expect that the ultimate costs to restlese matters will have a material adverse
effect on the Company’s consolidated financial fiosj results of operations, or cash flows.

Reference is made to Item 3, Legal Proceedingsiirhanual Report on Form 10-K for the year endept&aber 30, 2001, filed
December 28, 2001 for descriptions of our legatpealings. We continue to believe that the resaluticthese legal proceedings will not
have a material, adverse effect on us and there Ib@@n no material developments since our 10-Kdfili
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Item 4. Submission of Matters to a vote of Secutitglders

The Company held its Annual Meeting of Shareholderd/arch 7, 2002 to elect two class Il directgksthe Annual Meeting, the following
nominees were elected as follows:

Votes

For Withheld
Jeffrey S. Husse 19,409,46. 1,789,96!
Kenny Frerichs 20,871,16 328,26°
Item 6. Exhibits and Reports on Form-K
(a) Exhibits:
3.1 — Second Amended and Restated Articles of Incorpmaidf the Registration (:
3.2 — Amended and Restated Bylaws of the Registrar

(1) Incorporated by reference from Registratstatement on Form S-1, File No. 333-75817.
(b) Reports on Form 8-K:

No reports on Form 8-K were filed during teesnd quarter of fiscal 2002.
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Pursuant to the requirements of the Securities &xgh Act of 1934, the Registrant has duly causeddiport to be signed on its behalf by
undersigned, thereunto duly authorized on thisd&ghof May, 2002.

F5 Networks, Inc.
(Registrant

By

/s/ STEVEN COBURNM

Steven Coburn
Chief Financial Officer

(Duly Authorized Officer and
Principal Financial and Accounting Office
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