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Financial Highlights

Financial Highlights

During fiscal year 2004, webMethods
documented more than 497 customer
implementations — more than one per day.

We ended fiscal year 2004 with

three quarters of sequential license

and total revenue growth.
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Asia Pacific  |  14,597

Total Revenue by Global Region
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55,813

21,802 22,025 25,037 28,418 License Revenue
FY | 04 Total = 97,282

Total Revenue
FY | 04 Total = 194,525

Total Revenue
($ In Thousands)

FY | 04 Total = 220+

Customer Success

Dean Foods leverages the EDIINT solution from webMethods to facilitate seamless communication
with partners and customers such as Wal-Mart. By employing webMethods EDIINT, Dean Foods
is able to realize benefits from a standards-based solution using the secure AS2 standard while
achieving significant cost savings by transitioning away from traditional EDI translators and
Value-Added Networks (VAN).

Fairfax County Public Schools (FCPS) relies on webMethods for streamlining many key processes
including student information management. By leveraging webMethods’ Service-Orientated
Architecture, FCPS automatically propagates student information across many systems, improving
accuracy and productivity of the student information processes by reducing data entry requirements,
and allowing seamless management of information for over 166,000 students.

Eastman Chemical Company employs webMethods’ Service-Orientated Architecture to enhance
and integrate many key processes including its Annual Business Planning process, by rapidly
retrieving cost planning information from and posting updated cost planning information to SAP.
By leveraging webMethods, Eastman Chemical now has a user-friendly, streamlined and time-saving
method for managers and cost accountants to collaborate and develop the annual business plan.

France Telecom uses webMethods in their Auto-activation of Tariff Options (AOT) initiative to
improve client service. By leveraging the webMethods Integration Platform, new client requests
are automatically updated in France Telecom’s middle-office and back-office systems. This
automated and synchronized information has enabled France Telecom to reduce activation time
from days down to a few minutes. This allows them to seamlessly process the increasing numbers
of orders due to new sales channels revving up and new offers being launched on the market.

Welch’s employs the webMethods UCCnet solution for connecting to UCCnet for item
synchronization. By leveraging webMethods and open standards such as EDIINT AS2, Welch’s
has rapidly registered items with UCCnet GLOBALRegistry and can now meet the retailers’ need
for accurate and timely item information. Additionally, by eliminating data errors, and accelerated
time-to-market, Welch’s is achieving direct cost savings.

Wells Fargo leverages webMethods to support payment processes by exchanging messages and
documents between their corporate customers and internal applications in a variety of standards-
based formats. Additionally, Wells Fargo uses webMethods to notify wholesale customers about
payments such as wire transfers by capturing information from internal systems and sending out
notifications via email, fax and other methods including Web services, thereby providing critical
information in a timely manner and enhancing the customer’s experience.
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Dear Stockholder,
For webMethods, fiscal year 2004 was one of substantial success. During fiscal

year 2004, we expanded our product portfolio with the introduction of new

solutions in service-oriented architecture, business activity monitoring and

composite application development. We ended fiscal year 2004 with three

quarters of sequential license and total revenue growth. During the last fiscal

year, webMethods experienced continued growth in customer success as we

documented more than 497 separate customer implementations — in which

customers successfully deployed our solutions — or more than one per day.

All of this success led to an exciting fiscal 2004 and leaves us optimistic as we

enter our next fiscal year with solutions that represent the next generation of

integration technology and provide our customers with a breadth of functionality

that we believe is compelling.

We had more than 1,100 customers at March 31, 2004, including many

companies included in the top 2,000 business enterprises worldwide and a

number of government organizations. It is very possible that you interact with

webMethods’ solutions every day but are not aware of it. If you are a customer

of OfficeMax, the products you order are being verified through real-time

inventory checks to multiple back-end systems made possible by webMethods’

integration technology. These checks provide OfficeMax customers with accurate

details about their orders, and by automating the process with webMethods,

OfficeMax has seen increased order volumes ranging from 20,000 to 50,000

transactions per day. For OfficeMax, an innovative leader in the office products

industry, this is just one of many key customer service initiatives that leverages

webMethods’ products.
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For webMethods, fiscal year 2004 was
one of substantial success.

Customer
Implementations
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Likewise, the next time you pick up milk, bread or snacks at the neighborhood

7-Eleven, those items were delivered through an automated supply chain linked

through webMethods’ integration software. 7-Eleven must coordinate orders

with close to 1,700 suppliers to deliver products to its stores on a daily basis.

That requires a much larger degree of coordination with suppliers than, say,

large grocery stores where products are delivered on a weekly basis. By auto-

mating its supply chain with webMethods, 7-Eleven can be more efficient and

effective with its suppliers, ensuring that fresh milk, bread and other items are

in stock when its customers need them.

Our customers are also reaping the benefits of the powerful combination of our

integration infrastructure and business activity monitoring solutions. National

City Bank, a regional bank with nearly $8 billion in revenue had previously

invested in webMethods’ business integration solutions to automate its mission-

critical banking functions. National City was looking to gain visibility into these

important functions by providing managers with timely information to monitor

exceptions that occur at various points of these business processes, such as loan

processing. By leveraging webMethods’ Business Activity Monitoring and Business

Process Management solutions, National City Bank was able to get event-level

visibility into its time-critical loan processing operations, including any manual

processes involved. With webMethods, National City now has the capability to

capture and diagnose exceptions in real-time, recognize patterns and track key

operational metrics to streamline their loan processing functions. This has

translated into improved turnaround on loan applications, higher employee

productivity, increased revenue opportunities and enhanced customer satisfaction.

By deploying webMethods’ solutions, our customers can reduce costs, create

new revenue opportunities, strengthen relationships with their customers and

establish real-time visibility into and control of their business processes. Customer

success stories such as these are the reason webMethods has a customer base

including nine of the Fortune 20 and more than 20 percent of the Fortune

500. During our fiscal year 2004, webMethods added more than 220 new

customers, or an average of more than 50 a quarter, and we derived significant

revenue from our existing customers.

By deploying webMethods’ solutions, our customers can
reduce costs, create new revenue opportunities, strengthen
relationships with customers and establish real-time
visibility into and control of their business processes.

02 |
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During our fiscal year
2004, webMethods

added more than 220
new customers.
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During our fiscal year 2004,
we significantly expanded our
product line via acquisitions.
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During our fiscal year 2004, we significantly expanded our product line via

acquisitions. In October 2003, we added products enabling service-oriented

architecture, enhancing our business activity monitoring offering and providing

advanced portal capability to enable composite application development.

We also continued internal product development and entered into several key

partnerships so that we are able to offer customers solutions representing the

next generation of business integration technology. These include the

webMethods Enterprise Service Platform introduced in the first quarter of fiscal

year 2005, our Business Activity Monitoring solution and the webMethods

Composite Application Framework. While each of the technologies represented

in our solutions is, in and of itself, significant and important to our customers,

it is the combined breadth and strength of these technologies and the natural

synergies among them that drive further value and return on investment for

our customers. Our capabilities in business process management and business

activity monitoring help differentiate us, and provide us with important new

selling opportunities. Those capabilities also enable our existing customers to

extend the value of their existing integration investment with us, creating up

sell opportunities within our customer base.

It is the combined breadth and strength of
webMethods’ technologies and the natural synergies
among them that drive further value and return on
investment for our customers.

| 05
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webMethods’ successes during the past year were recognized by the analyst

community. A common theme throughout the analyst community is that

webMethods is able to execute on delivering superior technology while ensuring

the success of its customers. Gartner, Inc. recognized webMethods as a leader

in Gartner’s Magic Quadrant for Application Integration Vendors. Gartner also

ranked webMethods as the pure-play integration leader by market share in

the financial services, manufacturing and government markets. The META

Group placed webMethods in the leader category in its METAspectrumSM for

Enterprise Application Integration (EAI). webMethods’ Business Process

Management solution received an “outperform” ranking from the Butler

Group, Europe’s leading information technology analyst company.

We make it our mission to understand our customers’
business so we can provide solutions to meet their
business needs and enhance their ability to more
rapidly deploy information technology.

06 |
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At webMethods, we make it our mission to understand our customers’ business

so we can provide solutions to meet their business needs and enhance their

ability to more rapidly deploy information technology capabilities and take

advantage of standards-based technologies in their information technology

infrastructure. webMethods has introduced tailored solution frameworks for

the financial services and communications industries and, most recently, the

high-tech industry. Solution frameworks are designed to address specific

challenges faced by various industry vertical markets by providing a roadmap

of products and services to gain better visibility and control of people, information

systems and business processes.

webMethods has achieved a leadership position providing business integration

within the radio frequency identification (RFID) market as organizations realize

that RFID enables management of one’s supply chain and optimizing business

processes. We have catered our solutions to allow our customers to expand

the benefits of RFID, which is expected to revolutionize the consumer packaged

goods industry. To help ensure our success and take advantage of the vast

growth potential within the RFID market, webMethods introduced an RFID

Starter Pack to enable faster implementations for RFID initiatives, formed

partnerships with various hardware and software companies, and is collaborating

with EPC Solutions International to introduce RFID initiatives into the Chinese

market. Although RFID implementation is in its early days, customers are

realizing that an integration infrastructure linking back-office systems, together

with business activity monitoring and business process management capabilities,

are critical to the long-term success of their RFID programs.

908100 DP_N R_r1  6/30/04  12:46 PM  Page 7



Financially, webMethods was able to show continued strength in the market

last year. We ended fiscal year 2004 by posting three consecutive quarters of

growth in license and total revenue. Our sequential quarterly improvement in

license and total revenue together with disciplined control of our cost structure

led to a marked improvement in profitability.

webMethods’ success is driven by customer focus, technology innovation and

an understanding of how our technology can improve our customers’ business.

We believe we are in a market with great opportunity, and we have expanded

our product portfolio to best capitalize on that opportunity. Furthermore, we

believe that with the global economy and information technology spending

improving slightly, customers are showing renewed interest in business integration

projects. Now we need to continue executing on what is in front of us. Given

the breadth and strength of our product portfolio, leadership position in the

market, traction with application vendor and systems integrator partners, and

track record in making our customers successful, we are confident we will

continue to succeed in our market and grow our business. Thank you once

again for your continued support.

Phillip Merrick
Chairman and CEO

webMethods’ success is driven by customer focus,
technology innovation and an understanding of how
our technology can improve our customers’ business.

08 |
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PART I

Item 1. BUSINESS

This annual report on Form 10-K contains 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. Examples of forward-looking statements include, but are not limited to,
(i) projections of revenue, costs or expense, margins, income or loss, earnings or loss per share, capital
expenditures, cash requirements or other Ñnancial items, suÇciency of working capital and projections
regarding the market for webMethods' software and services, (ii) statements of the plans, objectives or
expectations of webMethods, Inc. or its management, including the development or enhancement of
software, development and continuation of strategic partnerships and alliances, contributions to
webMethods' revenue by its business partners, implementation and eÅect of sales and marketing initiatives
by webMethods, Ñnancial results of webMethods, Inc. and its subsidiaries, Ñnancial results within
geographic or speciÑc vertical markets and the allocation of resources to those markets, predictions of the
timing and type of customer or market reaction to sales and marketing initiatives, the ability to control
expenses, future hiring, webMethods' business strategy and the execution on it and actions by customers
and competitors, (iii) statements of future economic performance, economic conditions or the impact of
recent or anticipated changes in accounting standards and (iv) assumptions underlying any of the
foregoing. In some instances, forward-looking statements can be identiÑed by the use of the words
""believes,'' ""anticipates,'' ""plans,'' ""expects,'' ""intends,'' ""may,'' ""will,'' ""should,'' ""estimates,'' ""predicts,''
""continue,'' the negative thereof or similar expressions. Although we believe that the expectations reÖected
in the forward-looking statements are reasonable, our expectations or the forward-looking statements could
prove to be incorrect, and actual results could diÅer materially from those indicated by the forward-looking
statements. Our future Ñnancial condition and results of operations, as well as any forward-looking
statements, are subject to risks and uncertainties, including (but not limited to) those discussed in this
Item 1 under the caption ""Factors That May AÅect Future Operating Results.'' Achieving the future
results or accomplishments described or projected in forward-looking statements depends upon events or
developments that are often beyond our ability to control. All forward-looking statements and all reasons
why actual results may diÅer that are included in this report are made as of the date of this report, and
webMethods disclaims any obligation to publicly update or revise such forward-looking statements or
reasons why actual results may diÅer.

OVERVIEW

We are a leading provider of software and services for end-to-end business integration solutions. We
oÅer a set of software products that enable organizations to run, manage and optimize their business. Our
software products and related services give organizations the ability, seamlessly and in real-time, to
integrate disparate information resources, to connect customers, vendors and business partners with the
organization and its employees, to view and manage the connected information resources, data, business
processes and human workÖows and to provide Web services at the enterprise level.

webMethods» completed three acquisitions in October 2003 to signiÑcantly expand our portfolio of
products in the Service Oriented Architecture (SOA), Business Activity Monitoring (BAM) and portal
spaces. Taken individually, the acquisitions were:

‚ The Mind Electric. webMethods acquired The Mind Electric, Inc., a privately-held provider of
Web services and Service Oriented Architecture software that enables enterprise Service Oriented
Architectures. The software products oÅered by webMethods that are derived from this acquisition
are webMethods FabricTM and webMethods Glue».

‚ The Dante Group. webMethods acquired The Dante Group, Inc., a privately-held provider of
Business Activity Monitoring software. The software product oÅered by webMethods that is derived
from this acquisition is webMethods OptimizeTM.

1



‚ DataChannel Portal. webMethods acquired certain assets of DataChannel (recently marketed as
PortalMinder by Netegrity), a portal platform for creating secure, identity-driven portals within a
scalable architecture. The software product oÅered by webMethods that is derived from this
acquisition is webMethods PortalTM.

With the addition of the products from these acquisitions, continued organic development from our
product development team, and several key partnerships, webMethods oÅers a solution that represents the
next generation of integration technology and provides our customers with a breadth of functionality that
we believe is compelling. And while each one of the technologies represented in our solution is, in and of
itself, signiÑcant and important to our customers, it is the combined breadth and strength of these
technologies and the natural synergies among them that drive further value and return on investment for
our customers.

The webMethods solution starts with the strength of our foundational integration capabilities.
Introduced in the Ñrst quarter of webMethods' Ñscal year 2005, the webMethods Enterprise Services
PlatformTM combines proven, mature enterprise application integration technology Ì incorporating the
oÅering formerly known as the webMethods Integration PlatformTM Ì with the Service Oriented
Architecture capabilities of webMethods FabricTM and webMethods' highly-scalable and event-driven
messaging capabilities. The result is an integration solution for linking business processes, enterprise and
legacy application software products, databases, and Web services, both within and across business
enterprises and government organizations. Further, the Service Oriented Architecture capabilities provided
by webMethods Fabric enable customers to implement Web services-based integration on an enterprise
scale. The webMethods Integration Platform now incorporated into the webMethods Enterprise Services
Platform has enabled customers to achieve quantiÑable return on their investment within a comparably
brief timeframe by linking business processes and seamlessly integrating enterprise and legacy applications
and databases.

To this strong foundation, webMethods brings value-added functions for end-to-end Business Process
Management, integrated Business Activity Monitoring and greatly simpliÑed Composite Application
creation. These functions both complement and extend the functionality of the webMethods Enterprise
Services Platform, allowing customers to leverage their integration eÅorts to realize broader value for their
enterprise. It is the sum of these functions that enable customers to create an integrated, real-time view of
their enterprise, establish real-time visibility into business processes and optimize existing business
processes or create entirely new business processes as the pressures of competitive business dictate. We
believe these capabilities result in enhanced adaptability and agility for our customers.

By deploying webMethods' solutions, customers can reduce costs, create new revenue opportunities,
strengthen relationships with their customers, vendors and business partners and establish real-time
visibility and control of their business processes. webMethods' solutions enable our customers to rapidly
and cost-eÅectively meet the full range of their business integration requirements with a single, highly-
scalable infrastructure. webMethods' solutions enable our customers to create an integrated, real-time view
of their customers, vendors and business partners, projects, orders, assets, business processes, human
workÖows, information system resources and data.

We had more than 1,100 customers as of March 31, 2004, including many major business enterprises
included in the top 2,000 business enterprises worldwide (the ""Global 2000'') and government
organizations. Our customers include leaders in manufacturing, process industries (such as chemicals, oil
and gas, life sciences, metals, paper and plastics), Ñnancial services, telecommunications, consumer goods
manufacturing and retail, utilities and transportation and logistics. We license our software primarily
through our direct sales force. In Japan and the Asia PaciÑc region and, to a lesser extent, in Europe, we
also license our software through resellers. We pursue joint promotional and selling eÅorts with strategic
partners who provide enterprise application software products, many of whom embed our software directly
into their application products. We also pursue joint promotional and selling eÅorts through strategic
alliances with major systems integrators. Through these joint eÅorts with our strategic partners, we
leverage our direct sales force, and, indirectly, the sales forces of our partners, to reach a broader range of
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prospective customers and create opportunities to upsell our products to customers already using limited-
use implementations of our software embedded in their enterprise application products.

Our goal is to continue extending our technology and product leadership in business integration and
Service Oriented Architecture solutions. Our strategy is based on driving the success of our customers and
partners, making our software ubiquitous among the Global 2000 and government organizations by
expanding and maximizing our strategic software vendor partnerships, leveraging our sales force and
technical services team by expanding our strategic alliances with major systems integrators and providing a
compelling business integration and Service Oriented Architecture solution.

INDUSTRY BACKGROUND

We believe that there are three major trends shaping our industry, and those trends are the basis for
our strategy.

First, there is the continued demand for business integration software.

Integration is routinely rated as the top strategic priority for most Global 2000 companies and
government organizations due to the beneÑts available from the integration of information resources. The
reason is clear. Computers are being applied to ever more aspects of customers' businesses. But with the
widespread proliferation of packaged application software, custom applications, databases, Web services,
and various other computing technologies, as well as proliferation of these same information resources and
technologies throughout an organization's chain of vendors, customers, aÇliates and business partners, the
ability to integrate these disparate systems and applications has become a strategic part of an
organization's information systems infrastructure. In addition, the need for integration software is driven by
the widespread adoption of enterprise resource planning (ERP), supply chain management (SCM),
Ñnancial management, and customer relationship management (CRM) software application products,
whose strategic value to the customer is largely dependent on integration with other information systems
and software products within the organization. Organizations that have purchased such software or systems
often seek to streamline internal processes and enable communication and collaboration internally and with
their customers, vendors and partners to increase productivity, create new revenue opportunities, reduce
costs and strengthen relationships with their customers, vendors and business partners.

Second, in parallel with the continued demand for integration software, there has been an increase in
the need for more sophisticated integration technology.

Integration systems today require the ability not only to integrate the numerous disparate information
resource types (databases, legacy mainframe applications, packaged application software, custom
applications, trading partners, people and Web services), but also to manage the business processes that
govern the interactions between these resources. This Business Process Management capability is the
foundation that allows an organization or enterprise to manage its business with its information systems. In
many cases, the deployment of Business Process Management capability has revealed that many critical
business processes involve activities that people must perform manually. Consequently, customers are
pressuring integration vendors to provide fully-integrated manual workÖow capabilities that allow users to
deÑne business processes that include manual steps and to manage the complete business process with
their integration technology. Customers are also increasingly demanding software toolsets that allow for the
rapid creation of user interfaces to support these human workÖow steps.

More recently, integration technology has further evolved to include technologies that enable
enterprises to access and analyze real-time data Öowing through the integrated information systems
associated with business transactions and to govern the interactions between the many information
resources that comprise the enterprise information technology environment. This Business Activity
Monitoring capability enables enterprises to realize real-time visibility into their business operations and
provides them with the ability to eÅect more timely changes to their business operations resulting in the
ability to optimize those operations to best meet the needs of the enterprise.
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The ability of integration technology solutions to deÑne business processes and Business Activity
Monitoring schemas in a minimal amount of time and with a minimum of custom software coding is
increasingly becoming an expectation of prospective customers. This demand for ease-of-use has caused a
fundamental shift in demand for integration technology away from complex software programming
techniques to a more intuitive, highly-graphical conÑguration approach. It has also driven the demand for
integrated software tools that allow users to solve a wide variety of integration requirements without having
to learn multiple software products or writing custom software code. A natural extension of this
expectation is the ability to deliver personalized Composite Applications Ì applications that integrate
functionality from multiple related, but stove-pipe, information systems Ì using a common presentation,
delivery and collaboration framework.

The third signiÑcant trend in our industry is the growing acceptance among customers and prospects
of Service Oriented Architecture and Web services as the preferred basis for implementing business
integration, business process optimization and Composite Application functionality.

Service Oriented Architecture is an approach to software architecture and deployment that allows
enterprises to more easily assemble, integrate, and modify software applications and business processes in
response to market requirements. Service Oriented Architecture oÅers Öexibility in the way information
systems can be conÑgured, and has the potential to lower implementation costs of multiple new software
applications by increasing reusability. While not a novel concept in itself, Service Oriented Architecture is
becoming more broadly accepted among customers and prospects given the growing acceptance and
adoption of Web services methodology and is now generally viewed among customers and prospects as the
best-practice approach for integration infrastructure software.

Complementing Service Oriented Architecture is the expanding interest in Web services. The appeal
of Web services is the prospect of enforcing cross-platform standardization of the low-level integration
points across a wide range of computing resources, thereby allowing a user or computing resource to
seamlessly access functionality or business processes provided by other software products operating within
the enterprise. The expected beneÑt is lower services costs associated with integration. Although a number
of companies outside the integration software industry promote their oÅerings as a solution for Web
services-based integration, many industry analysts agree that this functionality will be most capably
delivered by established integration software companies, given their experience in seamlessly and securely
linking enterprise and legacy applications and databases using standards-based technologies and protocols,
and managing the operation of that infrastructure.

THE WEBMETHODS SOLUTION

We believe that the webMethods solution oÅers a compelling suite of capabilities to integrate
information resources and provide Web services at the enterprise level to make Global 2000 companies
and government organizations more agile. With webMethods' solution, customers are able to more rapidly
deploy information technology capabilities as they pursue competitive advantages, seek to secure more
value from their existing information technology resources and strive to take advantage of standards-based
technologies in their information technology infrastructure.

The strength of the webMethods solution derives from both the strength of our individual solutions
and the synergies enabled by our combination of Service Oriented Architecture, business integration,
Business Process Management, Business Activity Monitoring and Composite Application Framework
functionality. Historically, companies may have selected diÅerent products from diÅerent vendors to
achieve these various capabilities, only to suÅer from lack of integration between the diÅerent selected
products. By combining these best-of-breed capabilities into one infrastructure, we oÅer customers the
ability to lower their total cost of ownership and to streamline the overall implementation process.

The following are the core elements of webMethods' solution:

webMethods Enterprise Services Platform

At the foundation of webMethods' solution is the webMethods Enterprise Services Platform, a set of
software capabilities that enable customers to implement a powerful, reliable Service Oriented
Architecture. webMethods calls this an Enterprise Service Oriented Architecture (ESOA). ESOA goes
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beyond simple Web services standards with features that enable the widespread deployment of Web
services in a mission-critical business setting.

The webMethods Enterprise Services Platform includes the following features:

‚ Proven business integration functionality Ì inherited from our previous Öagship oÅering, the
webMethods Integration Platform Ì which allows companies to not only integrate existing
applications and establish electronic communications with trading partners, but to incorporate these
resources seamlessly into the Enterprise Service Oriented Architecture. The webMethods
Integration Server, which unites enterprise application integration and business-to-business
functionality under a common architecture, is the basis for this capability. As a foundation for
business integration and Composite Application development, the webMethods Integration Server
allows the customer's information technology resources to be published, managed and orchestrated
as Web services in a Service Oriented Architecture. With so much investment tied up in existing
information technology systems, this is the most expedient and cost-eÅective path to populating a
Service Oriented Architecture with the Web services that higher-level software tools, portals, and
other service-based applications can leverage. The move to Web services also beneÑts downstream
business integration initiatives through reusability and the reduced cost and complexity resulting
from standardization.

‚ A robust, scalable, high performance event-driven messaging capability that allows the
webMethods Enterprise Services Platform to support real-time, message-oriented interactions in
addition to the Web services request/reply style of interaction. Enabled by the webMethods Broker,
event-driven processing naturally complements Web services by providing the real-time capabilities
that are needed for Business Activity Monitoring and other applications. The webMethods BrokerTM

oÅers reliable message delivery and a scalable publish/subscribe architecture that is capable of
processing thousands of messages per second. The webMethods Broker is also the basis of
webMethods JMS°TM, a Java Message Service-compliant messaging solution that is oÅered as a
standalone product.

‚ Enables implementation of an enterprise-caliber service-oriented infrastructure. Delivered by
webMethods Fabric, the webMethods Enterprise Services Platform enables enterprises to go from
small, static, brittle, ad hoc networks of unmanaged Web services to larger, dynamic, robust,
coordinated networks of managed Web services. webMethods Fabric can be deployed as an
intermediary or in conjunction with either the Web service producer or Web service consumer or
both. webMethods Fabric coordinates the use of Web services in a Service Oriented Architecture
regardless of what technology was used to create those services including, but not limited to,
webMethods software, J2EE application servers, .NET-based applications, other packaged
applications or mainframe environments. With this Öexible deployment architecture, customers can
reduce network latency and create a more secure and robust environment for deploying a Service
Oriented Architecture. These include capabilities such as Web services monitoring and manage-
ment, service discovery, dynamic binding, failover and load-balancing, and intelligent message
processing.

‚ An extensive library of adapters so that the webMethods Enterprise Services Platform can integrate
the numerous proprietary interfaces presented by a broad variety of enterprise applications (e.g.,
supply chain management software from i2 Technologies, inter-enterprise software solutions from
SAP AG, sales, marketing and customer relationship management software from Siebel Systems,
customer relationship management and enterprise management software from PeopleSoft). The
webMethods Enterprise Services Platform can also be extended by customers and partners through
the use of webMethods software toolkits that allow them to develop interfaces to integrate custom
applications or other software with the webMethods Enterprise Services Platform.

‚ Support for a wide range of electronic commerce protocols that enable our customers to automate
and integrate their commercial transactions generated by their information technology resources
with the information systems of their customers and business partners. Examples of these types of
transactions include purchasing and procurement, supply chain management, collaborative product
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design and vendor-managed inventory. Our software supports a broad range of capabilities to
support these and other initiatives of an enterprise to integrate its information resources with those
of its customers and business partners. These protocols include XML, traditional and Internet EDI,
Commerce One's xCBL, RosettaNet, Chem eStandards and ebXML.

‚ A high-performance Java Web services platform with webMethods Glue. webMethods Glue
eliminates the traditional complexity of Web services development. Targeted at the Java developer,
webMethods Glue provides the fastest and easiest way to turn ordinary Java objects into Web
services with very little incremental eÅort. By using webMethods Glue, developers can publish any
Java object as a Web service using just a few lines of code, while remote Web services can be
invoked as if they were local Java objects.

‚ Capabilities targeted at J2EE and .NET developers to make it easier for users of those technologies
to connect their application into the Enterprise Service Oriented Architecture.

Business Process Management (BPM)

webMethods' Business Process Management solution facilitates business process management, Ñrst, by
providing capabilities for orchestrating both automated and manual processes; second, by promoting the
creation of business-oriented services that can be reused across diÅerent processes; and, third, by providing
a level of abstraction from the underlying systems that makes the task of orchestrating business processes
accessible to the non-technical user. The webMethods Business Process Management tools also provide an
intuitive design and development environment for incorporating manual workÖows and custom user-
interfaces into business process Öows, allowing the webMethods solution to manage automated and manual
tasks. The webMethods Business Process Management solution provides two core capabilities: an easy-to-
use graphical tool for modeling business processes and orchestrating services, and a codeless design
environment that allows organizations to create workÖow solutions, including associated user interfaces, to
monitor and manage manual processes.

Business Activity Monitoring (BAM)

webMethods' Business Activity Monitoring solution enables customers to achieve new levels of agility
by monitoring their business operations on their information systems in real-time, identifying opportunities
and diagnosing problems as they occur, and responding instantly to changes in business activity. The
webMethods Business Activity Monitoring solution, webMethods Optimize, combines real-time awareness
about business events with the ability to correlate information surrounding these events into meaningful
feedback along the decision chain. This solution provides further value when the customer extends this
correlation capability to the point of recommending responses or even predicting failures before they occur.
With webMethods Optimize, companies are able to improve the speed and eÅectiveness of their decision-
making by gaining complete real-time visibility into their business processes. webMethods oÅers a set of
service oÅerings to support our customers' implementation of our Business Activity Monitoring solution.
These include the webMethods BAM Workshop, a facilitated on-site session which helps companies
identify the business processes most appropriate for an initial Business Activity Monitoring implementa-
tion; a Business Process Report Card detailing the ""as is'' state of a business process with regard to its
ability to meet its business commitments and identiÑed Key Performance Indicators (KPI's); and a BAM
Assessment providing an in-depth analysis of a company's key business processes with regard to their
applicability and associated return on investment for Business Activity Monitoring.

Composite Application Framework

From the services and resources that are made available through the webMethods infrastructure, the
webMethods Composite Application Framework enables customers to assemble a new breed of application.
With minimal development, these composite business applications are able to deliver personalized access
to other application software, data and business processes from across the enterprise. Instead of developing
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traditional client/server or Web applications using monolithic (and sometimes proprietary) technologies,
the webMethods Composite Application Framework enables a process of assembly, using the inventory of
Web services available within the webMethods-enabled Enterprise Service Oriented Architecture. As the
key component of the webMethods Composite Application Framework, webMethods PortalTM provides the
primary delivery mechanism for user interaction with these composite applications. webMethods Portal
allows people Ì both inside and outside the customer Ì to be provided with personalized access to the
information, business processes, and applications that are relevant to their job function or relationship to
the organization. By promoting contextual views of business situations, the webMethods Composite
Application Framework can enable webMethods' customers to achieve signiÑcant gains in business
eÇciency, customer satisfaction, and decision-making capabilities.

WEBMETHODS' STRATEGY

We believe our focused business strategy enables us to be a leading provider of business integration
and Service Oriented Architecture solutions. Our strategy is based on investing our eÅorts in our
customers and business partners to ensure their success with our solutions, developing and delivering what
we believe to be the next generation of integration technology, and then extending our customers'
investments in business integration and Web services enablement with business-focused, value-added
capabilities for Business Process Management, Business Activity Monitoring and Composite Application
construction. By executing on our strategy, we believe we are helping to ensure the success of our
customers and business partners with our solutions. The key elements of our strategy include the following:

Focus on Customer Success. A core part of our strategy is a tremendous focus on customers to
ensure their success with our solutions and referenceability. We invest in resources and programs to
improve our customers' success rates with our solutions by reducing their time to deploy our software,
minimizing their runtime costs and assisting them in maximizing their return on investment for their
integration projects. We attempt to accomplish this by working closely with customers to understand their
business needs, timelines and associated project risks, and then supporting them to ensure they achieve
their goals. Our satisÑed customers often assist with references and site visits for prospective customers.

Expand and Maximize Our Strategic Software Vendor Partnerships. We have relationships with
enterprise application software vendors, including American Management Systems (AMS), Hewlett-
Packard Company, Informatica, i2 Technologies, Microsoft, PeopleSoft and Siebel Systems, some of
whom embed a limited-use implementation of webMethods software into their solution and may then sell
both the integrated solution as well as other webMethods products. As a result, any customer of our
partner who licenses its product in which our software is embedded receives a license-limited version of
webMethods software. We believe these customers will be good candidates to purchase additional
webMethods integration software.

We believe these relationships distinguish us from other integration software providers and provide a
competitive advantage for webMethods. These relationships leverage our direct sales force and, we believe,
provide us with an incumbency advantage that positions webMethods as the lowest risk option for
customers of these software products.

Concentrate on Major Systems Integrators. We continue to expand and strengthen our alliances with
major system integrators to provide services and sales leverage to our software product-based business
model. We have established a series of formal alliance relationships with major system integrators, such as
Accenture, American Management Systems (AMS), Atos Origin, BearingPoint, Cap Gemini Ernst &
Young Group (CGE&Y), Computer Sciences Corporation (CSC), Deloitte, Electronic Data Systems
Corporation (EDS) and Tata Consulting Services (TCS). Many of these partners have established a
formal webMethods practice, thus increasing dramatically the number of webMethods-trained resources
available through our system integrator partners.

As a result of this expanded knowledge-base, as well as implementation successes on which the
systems integrator partner and webMethods have worked jointly, these alliances have resulted in a virtual
extension of our direct sales force. This results in the third-party introduction and subsequent endorsement
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of webMethods' solutions in opportunities of which we may not otherwise be aware, or with customers or
prospects of the partner with which we may not otherwise already be engaged.

Extend Technology and Product Leadership to Provide the Most Compelling Integration Solution.
We believe that we have developed one of the broadest and most comprehensive business integration
solutions currently available, supporting more application-to-application, business-to-business, mainframe
integration and Web services protocols and data format standards than any competing product. We have
integrated workÖow technology to allow our customers and their business partners to automate not only the
unattended business process but also those critical business functions where a person plays a key role. The
products we introduced in the December 2003 quarter further extended our portfolio to include innovative
Service Oriented Architecture technology, business activity monitoring technology and a portal capability.
We believe that while each one of our products individually brings value and shows technical leadership, it
is the combination of these capabilities in one solution that diÅerentiates us from our competition.

Continue to Demonstrate Leadership in Web Services and Service Oriented Architecture.
webMethods was an early pioneer in Web services, demonstrated by our role in the application of
extensible markup language (XML), Web Interface DeÑnition Language (WIDL) and Java technologies
for all areas of integration and e-commerce. We believe that we have successfully built upon our heritage
and positioned webMethods as a leader in Web services and Service Oriented Architecture. The
webMethods Enterprise Services Platform combines the extensive integration capabilities of the
webMethods Integration Platform with the Service Oriented Architecture capabilities of webMethods
Fabric, resulting in a platform for delivering Web services technology which we believe is unparalleled in
the industry. This solution is standards-based and vendor neutral, and bridges J2EE and .NET
technologies. The webMethods Enterprise Services Platform uniÑes proven integration technology with
innovative Web services and Service Oriented Architecture capabilities to help our customers apply Web
services to solving integration problems throughout their enterprise. As further validation of our leadership
in Web services, webMethods currently serves on the Board of Directors of the Web Services
Interoperability organization (WS-I).

Extend the Value of Integration to the Business Users at Our Customers and Prospects. Integration
solves very important problems for our customers, but the role of integration has historically been viewed
as technical in nature and the principal domain of information technology personnel. Through our solutions
for Business Process Management and Business Activity Monitoring, webMethods can demonstrate and
deliver value that directly touches the business users within the enterprise. BPM provides businesses the
ability to capture business processes and integrate necessary human interaction directly into those
processes. BAM provides real-time visibility into those processes, providing business users with the ability
to not only track key performance indicators (KPIs), but actually predict when those KPIs might trend
out of the range for acceptable values. Taken together, BPM and BAM create a continuous cycle of
visibility and control, with BAM providing the feedback necessary to tune these processes through the
integrated BPM functions to maximize process eÇciencies.

We believe that our capabilities in BPM and BAM help to diÅerentiate webMethods, and provide us
with important new selling opportunities. These capabilities elevate the value of webMethods into the heart
of the processes critical to the health of our customers' enterprises, and give the webMethods sales force
the opportunity to help our customers and prospects address speciÑc business issues that help them create
diÅerentiation in their respective markets. We expect that our sales force will be able to leverage this
message to generate new customers, including those prospects that may be using a competitive product.
Our BPM and BAM capabilities also enable our existing customers to extend the value of their existing
integration investment with webMethods, creating upsell opportunities within our customer base.

CUSTOMERS

As of March 31, 2004, we had more than 1,100 customers. Many of our customers are Global
2000 companies and represent a broad spectrum of vertical markets. We also have a number of
government organizations as customers. Our customers include leaders in manufacturing, process industries
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(such as chemicals, oil and gas, life sciences, metals, paper and plastics), Ñnancial services,
telecommunications, consumer goods manufacturing and retail, utilities and transportation and logistics.

In each of the Ñscal years ended March 31, 2004, 2003 and 2002, no individual customer accounted
for more than 10% of our total revenue.

SALES AND MARKETING

We license our software and sell our services primarily through our direct sales organization
augmented by other sales channels, including our strategic software vendor partners, major systems
integrators with whom we have strategic alliances, other partners and distributors and, to a lesser extent,
resellers. Our strategic software vendor partners and system integrator partners actively assist us in selling
the full webMethods product line to their customers, often giving us an incumbency advantage when the
customer implements an enterprise-wide integration initiative. Information on our strategic partners is
included in this section under the captions ""webMethods' Strategy'' and ""Partners and Strategic
Relationships.''

Our direct sales organization consists of sales representatives and pre-sales consultants supported by
personnel with experience within the industries we serve. At March 31, 2004, our sales and marketing
personnel serving North America were located in our headquarters in Fairfax, Virginia, and in
approximately 25 other oÇces in the United States and Canada. At that date, our sales and marketing
personnel in Europe were located in nine countries, and our sales and marketing personnel in Asia PaciÑc
were located in Australia, Japan and six other countries. Information on revenue we derived from our
Americas, Europe, Japan and Asia PaciÑc operations, as well as long lived assets located in those
geographic areas, is included in Note 18 of the Notes to Consolidated Financial Statements of
webMethods, Inc. included elsewhere in this report. We expect to continue expanding our sales and
marketing group through targeted recruitment of qualiÑed individuals.

We continued to focus on key vertical markets with specialized teams during our Ñscal year ended
March 31, 2004. Those teams focus on customers, prospective customers and business partners in vertical
markets such as manufacturing, process industries (such as chemicals, oil and gas, life sciences, metals,
paper and plastics), Ñnancial services, telecommunications, government, consumer goods manufacturing
and retail, utilities and transportation and logistics.

We license our software primarily on a perpetual basis and, to a lesser extent, on a renewable term
basis. At the end of the renewable license term, customers can either pay a new license fee or their license
will terminate.

The sales cycle for our software typically ranges from 90 to 270 days. A prospective customer's
decision to use our products may involve a substantial Ñnancial commitment, which may require a
signiÑcant evaluation period and approval of the customer's senior management. A customer's decision to
license certain of our products may also involve signiÑcant user education and deployment costs, as well as
substantial involvement of the customer's personnel. Due to the nature of our business, we have no
inventory.

We have experienced quarterly Öuctuations in our operating results and anticipate Öuctuations in the
future. We experience certain general seasonal factors, such as: revenue in our second Ñscal quarter
(ending September 30) can be positively impacted by budgeting cycles of the US Government, and can be
negatively impacted because businesses often defer purchase decisions during summer months. In addition,
revenue in our third Ñscal quarter (ending December 31) can be positively impacted by the end-of-year
budgeting cycles of many Global 2000 companies, and revenue in our fourth Ñscal quarter (ending
March 31) can be positively impacted, as revenue in our Ñrst Ñscal quarter (ending June 30) can be
negatively impacted, by the annual nature of our sales compensation plans. Quarterly revenue and
operating results depend on the volume and timing of orders received, which may be aÅected by large
individual transactions that sometimes are diÇcult to predict.
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PARTNERS AND STRATEGIC RELATIONSHIPS

We believe that our strategic relationships represent a signiÑcant advantage over our competition. As
described above in ""webMethods' Strategy,'' we utilize our strategic partnerships with enterprise
application software vendors, such as American Management Systems (AMS), Hewlett-Packard
Company, Informatica, i2 Technologies, Microsoft, PeopleSoft and Siebel Systems, to provide a
diÅerentiator when selling to a prospective customer that owns or plans to purchase one or more products
from these companies in which a license-limited version of our software is embedded or utilized. We
believe that this provides us with an incumbency advantage for many of the new business opportunities in
which we compete. We also utilize our strategic partnerships with software vendors, such as Informatica,
JBoss Group and Defywire Inc., to provide real-time visibility, analytic and reporting capabilities to data
Öowing through the webMethods Integration Platform, a J2EE-based application server and the capability
of delivering real-time information over wireless networks to cellular phones, PDA's and laptops. We also
expect to continue to beneÑt from these relationships through their promotion of our products. We are also
building a base of independent software vendors, original manufacturers and device manufacturers
embedding webMethods Glue to provide Web services-enabled solutions.

We believe that our multiple strategic alliances with major systems integrators also constitute a
signiÑcant advantage over some competitors. As described above in ""webMethods' Strategy,'' we work very
closely with many major systems integrators, including Accenture, AMS, Atos Origin, Bearing Point,
CGE&Y, CSC, Deloitte, EDS and TCS, to support our customers' integration needs. We invest in partner
education to assist our partners in staying knowledgeable of the latest integration technology and proÑcient
with webMethods' product functionality. We believe that our investment in these relationships is important
because they augment our direct sales force by promoting our products as the most appropriate solution for
their clients and increase our implementation capabilities.

In Japan and the Asia PaciÑc region and, to a lesser extend in Europe, we license our software
through resellers and distributors, who may also sell our consulting and implementation services. We have
relationships with a number of resellers or distributors with expertise in certain industry sectors or
countries in which we do not currently have a signiÑcant number of direct sales personnel.

We believe our partners inÖuenced, directly or indirectly, a signiÑcant portion of our license revenue
during Ñscal years ended March 31, 2004 and March 31, 2003, and we expect this to continue in future
periods. During our Ñscal year 2004, we expanded our relationship with PeopleSoft as its partner for
certain embedded integration technology, and we implemented joint selling and integrated global customer
support. In April 2004, we formed a partnership with Microsoft Corporation based upon the availability of
the webMethods for Microsoft PackageTM that enables enterprise customers to beneÑt from the integration
of webMethods and Microsoft Video Studio .NET technologies.

As part of the eÅort to expand support for customers in Asia PaciÑc, webMethods partnered with
Hewlett-Packard Company and established an integration competency center in Hong Kong to oÅer
resources and expertise that enable customers to develop and test applications before deploying them in
production environments.

Under certain partnerships with our enterprise application software vendor partners, the partner may
embed or otherwise utilize our software with their applications under limited use licenses for a license fee
or royalty fee. Under certain partnership arrangements, we may share license fees derived from joint selling
opportunities with our partner. In systems integrator and other partnership arrangements, we may pay a
sales assistance fee to a partner who performs or assists in certain sales activities, and that fee usually is
paid once payment from the joint customer of license fees is received.

GLOBAL CUSTOMER SERVICES

We oÅer our customers a variety of software support and maintenance options designed to meet their
varied needs. Our most sophisticated enterprise customers may choose options that include 24-hour
coverage, seven days per week. We have established a ""follow-the sun'' support model with integrated,
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major support centers in Virginia and California in the United States and in Australia, Japan and the
Netherlands. Our resellers and distributors generally provide initial software support to their customers,
and we provide support on more complicated support issues. Our customers and business partners can also
receive support from our webMethods AdvantageTM support limited access extranet, which includes
extensive discussion groups and technical advisory papers and provides online access to our customer
service management system so that our customers and business partners can submit and monitor the status
of any technical issues.

Many of our customers purchase consulting services from us to support their full range of integration
initiatives. We may provide all of these services directly or we may augment the eÅorts of a systems
integration partner in performing these services. We oÅer these professional services both during the initial
deployment of our products and thereafter to address our customers' needs through the entire project
lifecycle. We provide professional services ranging from initial software infrastructure architectural planning
to the complete deployment of our products. We also oÅer training courses and other education products
at our facilities, as well as on-site at our customers' and partners' facilities. All of these oÅerings have been
expanded to include the products and capabilities derived from the acquisitions we completed in
October 2003 and the new products delivered by our product development staÅ in Ñscal year 2004.

We believe our strong focus and track record of ensuring that our software is successfully put into
production (""production event'') is a strong competitive advantage and diÅerentiator. During Ñscal year
2004, our global customer services group reported and documented more than 497 separate production
events as compared to 340 such events in Ñscal year 2003 and 178 such events in Ñscal year 2002.
Ensuring that our customers successfully implement our software in a timely manner enables them to
achieve a greater return on their investment and, in many cases, encourages them to purchase additional
software for other business integration projects and serve as a reference customer for us in our future sales efforts.

PRODUCT DEVELOPMENT

We pursue a judicious mix of building, acquiring and partnering to allow us to oÅer an optimal mix of
strategic technologies to meet the needs of our market. This has allowed us to bring a business integration
solution to market more quickly than our competitors.

We focus our ongoing product development eÅorts on a combination of enhancing, broadening and
deepening the functionality of our core products and services to address new software alliances, industries,
marketplaces and geographic markets as well as new product development to meet emerging opportunities
based on new technologies. During our Ñscal year ended March 31, 2004, we released the latest version of
our Öagship integration platform, webMethods 6.1, and a new product, webMethods JMS° for event-
driven, high speed JMS messaging. During the period between the acquisitions in October 2003 and the
end of Ñscal year 2004, we also released new production versions of all of the products derived from the
three acquisitions: webMethods Fabric, webMethods Glue, webMethods Portal and webMethods Optimize.
SigniÑcant work to integrate and unify the acquired products with our core integration platform was either
completed or was well underway at the completion of Ñscal year 2004.

Our product development staÅ has developed our products utilizing project teams focused on
independent components of the software under development. We maintain product release planning
procedures to ensure integration, testing and version control among the diÅerent project development
teams. We maintain our primary development centers in Fairfax, Virginia and Sunnyvale, California and
have special development teams in Denver, Colorado, Seattle, Washington and Westborough, Massachu-
setts. The development teams represented by the acquisitions in October 2003 have been integrated into
the development methodology and product lifecycle management process used by webMethods.

COMPETITION

The market for our software and services is extremely competitive and subject to rapid change. We
oÅer a suite of capabilities for business integration, Business Process Management, Business Activity
Monitoring, Composite Application delivery, and Service Oriented Architecture infrastructure that 
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represents the next generation of integration technology and provides our customers with a breadth of
functionality that we believe is compelling. We are not aware of any competitor that can demonstrate the
breadth of capabilities that we can with our in-depth expertise in trading partner integration and
management, our long history of Web services experience, our deep knowledge of legacy IBM mainframe
integration and our broad expertise in Enterprise Application Integration (EAI). We compete primarily
with providers of integration software products, including International Business Machines Corporation
(IBM) and TIBCO Software, Inc. We also compete with BEA Systems, Inc., Microsoft Corporation,
SeeBeyond Technology Corporation, SAP AG, Sterling Commerce Inc. and a wide-range of companies
that are emerging in this category. We expect additional competition primarily from other emerging
companies. In addition, we may face pricing pressures from our current competitors and new market
entrants in the future. We believe that the competitive factors aÅecting the market for our software and
services are numerous and the speciÑc importance of any one of these factors varies signiÑcantly for each
speciÑc customer environment. These competitive factors include product functionality and features;
performance and price; ease and cost of product implementation; vendor and product reputation; quality of
customer support services; Ñnancial strength; customer training and documentation; and quality of
professional services oÅerings. Although we believe that our software and services currently compete
favorably with respect to such factors, we may not be able to maintain our competitive position against
current and potential competitors.

Some of our current and potential competitors have longer operating histories, signiÑcantly greater
Ñnancial, technical, product development and marketing resources, greater brand recognition and larger
installed customer bases than we do. Our present or future competitors may be able to develop software
similar to or even superior in functionality to what we oÅer, some may be able to adapt more quickly than
we do to new technologies, evolving industry trends or new customer requirements, or devote greater
resources to the marketing, design and development, and sale of their products than we do. Accordingly, it
is possible that we may not be able to compete eÅectively in our markets, which may harm our business
and operating results. If we are not successful in developing new software and enhancements to our
existing software or in achieving customer acceptance, our gross margins may decline, and our business
and operating results may suÅer.

INTELLECTUAL PROPERTY AND OTHER PROPRIETARY RIGHTS

Our success is heavily dependent upon the technological and creative skills of our personnel and how
successfully we can safeguard their eÅorts in developing and enhancing our software and related
technology through the protection of our intellectual property rights, brand name, and associated goodwill.
We depend upon our ability to develop and protect our proprietary technology and intellectual property
rights to distinguish our software from our competitors' products. We rely on a combination of
conÑdentiality agreements, conÑdentiality procedures and contractual provisions, as well as trade secret,
copyright, trademark and patent laws, to establish and protect our proprietary rights and accomplish these
goals.

For example, we take measures to avoid disclosure of our trade secrets, including, but not limited to,
requiring all employees and certain consultants, customers, prospective customers, and others with which
we have business relationships to execute conÑdentiality agreements that prohibit the unauthorized use and
disclosure of our trade secrets and other proprietary materials and information. Further, we enter into
license agreements with our customers, business partners, resellers and distributors that limit the
unauthorized access to, use and distribution of our software, documentation and other proprietary
information. Our license agreements with our customers, business partners, resellers and distributors
impose restrictions on the use of our technology, including prohibiting the reverse engineering or de-
compiling of our software, impose restrictions on the licensee's ability to utilize the software and provide
for speciÑc remedies in the event of a breach of these restrictions. We also restrict access to our source
code. While some of our license agreements require us to place the source code for our software in escrow
for the beneÑt of the licensee, these agreements generally provide these licensees with a limited, non-
exclusive license to use this code in the event we cease to do business without a successor or there is a
bankruptcy proceeding by or against webMethods; certain agreements may provide that the licensee can
use the escrowed source code if we fail to provide the necessary software maintenance and support.
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We also seek to protect our technology, software, documentation and other proprietary information
under the copyright, trademark and patent laws. We assert copyright in our software, documentation and
other works of authorship, and periodically register copyrights with the U.S. Copyright OÇce in qualifying
works of authorship. We assert trademark rights in and to our name, product names, logos and other
markings that are designed to permit consumers to identify our goods and services. We routinely Ñle for
and have been granted trademark protection from the U.S. Patent and Trademark OÇce for qualifying
marks. We currently hold a trademark registration in the United States for the ""webMethods'' and ""B2B
Integration Server'' marks, a trademark registration in certain other countries and the European Union for
the ""webMethods'' mark, a trademark registration in the United States for the ""Glueware'' and
""Glueprints'' marks and a pending application for the registration of the ""Glue'' mark in the United
States. We have a patent issued in the United States and several patent applications pending for
technology related to our software. We may Ñle additional patent applications in the United States or other
countries in the future.

Despite our eÅorts to protect our proprietary rights, contractual provisions, licensing restrictions and
existing laws and remedies aÅord us only limited protection. The steps we have taken to protect our
proprietary rights and intellectual property may not be adequate to deter misappropriation of our
technology, and the protections we have may not prevent our competitors from developing products with
functionality or features similar to our software. The use by others of our proprietary rights could
materially harm our business.

It is possible that the copyrights, trademarks or patent held by us could be challenged and invalidated.
For example, we cannot be certain that the patent we hold, those that we have applied for, if issued, or
our potential future patents will not be successfully challenged. Further, we cannot be certain that we will
be able to develop proprietary products or technologies that are patentable, that any patent issued to us
will provide us with any competitive advantage or that the patents of others will not seriously limit or harm
our ability to do business.

We may not be able to detect unauthorized use of our proprietary information or take appropriate
steps to enforce our intellectual property rights eÅectively, and the use by others of our proprietary rights
could materially harm our business. Policing the unauthorized use of our products and other proprietary
rights is diÇcult and expensive, particularly given the global nature and reach of the Internet. In the event
we increase our international operations in the future, eÅective protection of intellectual property rights
may be unavailable or limited in certain countries because the laws of some foreign countries do not
protect proprietary rights to the same extent as do the laws of the United States. For more information
regarding our proprietary rights, see ""Factors That May AÅect Future Operating Results Ì If we are
unable to protect our intellectual property, we may lose a valuable asset, experience reduced market share,
or incur costly litigation to protect our rights.''

Despite our eÅorts to protect our proprietary rights, parties may breach conÑdentiality agreements or
other protective licenses and contracts into which we have entered, and we may not be able to enforce our
rights eÅectively in the event of these breaches. There can be no assurance that we will be able to prevent
unauthorized attempts to copy or reverse engineer aspects of our software or to obtain and use information
that we regard as proprietary. Further, unauthorized parties may attempt to copy or otherwise obtain and
use software or technology that we consider proprietary, and third parties may attempt to develop similar
technology independently. It is possible that our competitors will adopt similar product or service names,
impeding our ability to protect our intellectual property and possibly leading to customer confusion. The
unauthorized reproduction or other misappropriation of our proprietary technology could enable third
parties to beneÑt from the technology developed by us without paying for it.

The software industry is characterized by the existence of a large number of patents and frequent
litigation based on allegations of patent infringement and the violation of other intellectual property rights.
We believe that software developers in our market will increasingly be subject to infringement claims as
the number of products in diÅerent software industry segments overlap. Although we attempt to avoid
infringing known proprietary rights of third parties in our product development eÅorts, a third party has
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claimed that the use of our software in certain situations infringed on its intellectual property rights. Third
parties may in the future claim that we have infringed on their intellectual property rights (including those
intellectual property rights currently existing or developed in the future) or the use our software in certain
situations infringes on their intellectual property rights. We may increasingly be subject to infringement
claims as the number of products and competitors in our industry grows and functionalities of products
overlap. Furthermore, former employers of our current and future employees may assert that their
employees have improperly disclosed conÑdential or proprietary information to us.

Expensive litigation may be necessary in the future to enforce our intellectual property rights. We
have been, and may in the future be, subject to legal proceedings and claims for alleged infringement by
us or our licensees of third-party proprietary rights, such as copyrights, trademarks, patents or trade
secrets, from time to time in the ordinary course of our business. While we do not currently believe that
any of our software, documentation, copyrights, trademarks, patents, or other proprietary rights infringe the
proprietary rights of third parties, third parties have claimed, and may in the future claim, that we have
infringed their current or future products, technology or intellectual property rights or that use of our
software in certain situations may infringe on their intellectual property rights. Any infringement claims,
with or without merit, brought by such third parties may be time-consuming, result in costly litigation,
prevent product shipment, cause delays, distract us from managing our business or require us to enter into
royalty or licensing agreements which are not advantageous to us, any of which could materially harm our
business. Patent litigation in particular has complex technical issues and inherent uncertainties, and is
commonly quite expensive.

Parties making claims against us could secure substantial damages, as well as injunctive or other
equitable relief that could eÅectively block our ability to license our software in the United States or
abroad. Such a judgment could materially harm our business. In the event an infringement claim against
us was successful and we could not obtain a license on acceptable terms, license a substitute technology or
redesign to avoid infringement, our business would be harmed materially. In addition, parties making these
claims may be able to obtain an injunction, which could prevent us from selling our software in the United
States or abroad. Any of these results could harm our business materially.

For more information regarding our proprietary rights, see ""Factors That May AÅect Future
Operating Results Ì Third-party claims that we infringe upon their intellectual property rights may be
costly to defend or settle and could damage our business.''

In addition, we license technology from third parties that is incorporated into our software, and we
bundle technology from third parties with our software. We also incorporate into our software certain
""open source'' software code or software tools, the use of which in commercial software products, such as
ours, may be prohibited or restricted now or in the future. Any signiÑcant interruption in the supply or
support of any technology we license from third parties, or our inability to continue to use ""open source''
software in our products, could adversely aÅect our business, unless and until we can replace the
functionality provided by the licensed technology or ""open source'' software. Our use of licensed
technology or ""open source'' software could cause our products to infringe the intellectual property rights
of others, causing costly litigation and the loss of signiÑcant rights.

CORPORATE INFORMATION

webMethods, Inc. was organized in Delaware in 1996. We completed our initial public oÅering in
February 2000. In August 2000, webMethods, Inc. acquired Active Software, Inc., a publicly-held software
company that developed and delivered enterprise application integration software. In February 2001, we
acquired IntelliFrame Corporation, its workÖow technology and its research and development team. In
October 2003, we acquired The Mind Electric, Inc., The Dante Group, Inc. and certain assets of
Datachannel. References to ""webMethods,'' ""we,'' ""us'' or ""our'' include webMethods, Inc. and its
subsidiaries unless a statement speciÑcally refers to webMethods, Inc. Our executive oÇces are located at
3930 Pender Drive, Fairfax, Virginia 22030, and our main telephone number is (703) 460-2500. We
operate in a single segment of software and related services.
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AVAILABLE INFORMATION

Our internet address is www.webMethods.com. Our Investor Relations page of our web site provides a
link to a service giving access to our securities Ñlings as soon as reasonably practical after we electronically
Ñle with the Securities and Exchange Commission (SEC) our annual reports, quarterly reports, current
reports and any amendments to those reports Ñled or furnished pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934, and as soon as reasonably practical after any of our directors or
executive oÇcers electronically Ñle with the Securities and Exchange Commission any reports pursuant to
Section 16 of the Securities Exchange Act of 1934. We do not charge for access to and viewing of those
Ñlings. Other information on our Investor Relations page and our web site is not part of this Form 10-K or
any other webMethods securities Ñling unless speciÑcally incorporated. In addition, our reports, proxy
statements and other information are Ñled with the SEC through the SEC's Electronic Data Gathering,
Analysis and Retrieval system and are publicly available through the SEC's site on the World Wide Web,
at www.sec.gov. All statements made in any of our securities Ñlings, including all forward-looking
statements or information, are made as of the date of that document in which the statement is included,
and we do not assume or undertake any obligation to update any of those statements or documents unless
we are required to do so by law.

EMPLOYEES

As of March 31, 2004, we employed approximately 860 full-time employees. These included
approximately 300 in sales and marketing, 200 in professional services and technical support,
approximately 240 in research and development and approximately 120 in other administrative areas,
including accounting, Ñnance, human resources, facilities and information technology. Our future success
will depend in part on our ability to attract, retain and motivate highly qualiÑed technical and management
personnel, for whom competition is intense. From time to time, we have employed, and will continue to
employ, independent contractors and consultants to support research and development, marketing and
sales, and business development. Our employees are not represented by a collective bargaining agreement
and we have never experienced a strike or similar work stoppage. We consider relations with our
employees to be good.

EXECUTIVE OFFICERS OF WEBMETHODS

Our executive oÇcers and their ages and positions as of May 31, 2004 are as follows:

Name Age Position

Phillip Merrick ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 41 Chairman of the Board and Chief Executive OÇcer

David Mitchell ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 39 President and Chief Operating OÇcer

Richard Chiarello ÏÏÏÏÏÏÏÏÏÏÏÏÏ 51 Executive Vice President, Worldwide Operations

Mary Dridi ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 43 Chief Financial OÇcer, Executive Vice President and Treasurer

Douglas W. McNitt ÏÏÏÏÏÏÏÏÏÏÏ 39 General Counsel, Executive Vice President and Secretary

Kristin A. Weller ÏÏÏÏÏÏÏÏÏÏÏÏÏ 33 Executive Vice President, Product Development

Phillip Merrick the founder of webMethods, has served as Chairman of the Board and Chief
Executive OÇcer since its inception in June 1996; he served as President of webMethods from inception in
June 1996 to August 2000. Before founding webMethods, he served from December 1994 to February
1996 as Vice President of Engineering at Open Software Associates, an Internet and graphic user interface
tools company. From 1990 to 1994, Mr. Merrick was Director of Development at Magna Software
Corporation. Mr. Merrick holds a B.S. in Computer Science from the University of Melbourne in
Australia.

David Mitchell joined webMethods in December 1997 as Vice President, Sales, became Chief
Operating OÇcer in January 2000 and became President in January 2001. Mr. Mitchell served as Vice
President of Worldwide Sales from September 1999 to December 1999. From 1995 to 1997, Mr. Mitchell
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served as Director of Worldwide Sales for the help desk and network management group at McAfee
Software, now Network Associates, Inc. From 1993 to 1995, Mr. Mitchell was President and Chief
Executive OÇcer of VYCOR Corporation, a vendor of help desk and customer interactivity software,
which was acquired in 1995 by McAfee Software. Mr. Mitchell served as Vice President of Sales of
VYCOR from 1989 to 1993. Mr. Mitchell holds a B.S. in Marketing from Virginia Commonwealth
University.

Richard Chiarello joined webMethods in April 2004 as Executive Vice President, Worldwide
Operations. From October 2002 to 2004, he served as Senior Vice President, Worldwide Sales, of Siebel
Systems, Inc., where he managed all aspects of the company's worldwide sales operations. From December
1998 to September 2002, he served as President of ATL LLC Consulting, a private sales consulting
company founded by Mr. Chiarello to serve clients in the information technology industry. He also served
as President and Chief Operating OÇcer of AMC Computer Corporation, a hardware and professional
services company, from October 2000 to June 2001. From December 1985 to December 1998,
Mr. Chiarello held several sales, marketing and executive management positions at Computer Associates
International, Inc., the most recent of which was Executive Vice President and General Manager,
Worldwide Sales and Channels. Prior to joining Computer Associates International, Inc., Mr. Chiarello
served in a variety of sales positions with IBM Corporation from 1977 to 1985. Mr. Chiarello holds a B.A.
from Queens College in New York and has completed executive management training in the IBM
Management Training program and with Babson Business School, Boston, Massachusetts.

Mary Dridi joined webMethods in May 1998 as Chief Financial OÇcer and Treasurer. She became
an Executive Vice President in January 2002. From July 1991 to April 1998, she served as the Controller
and Vice President of Finance for SRA International, Inc., an information technology company. From
1987 to 1991, Ms. Dridi served as the Director of Finance at Geostar Corporation, a mobile satellite
communications company. From 1983 to 1987, Ms. Dridi provided audit and other business services with
the accounting Ñrm of Peat Marwick. Ms. Dridi holds a B.S. in Commerce and Accounting from the
University of Virginia.

Douglas W. McNitt joined webMethods in October 2000 as General Counsel, became an Executive
Vice President in January 2002, and became Secretary in May 2003. Mr. McNitt served in various
capacities, including Senior Counsel and Assistant General Counsel for America Online, Inc. during his
service there from December 1997 to September 2000. From May 1996 to December 1997, he was an
associate with the law Ñrm of Tucker, Flyer & Lewis, a professional corporation, and was an associate with
the law Ñrm of McDermott, Will & Emery from April 1994 to May 1996. Mr. McNitt holds a B.A. from
Stanford University and a J.D. from Notre Dame Law School.

Kristin A. Weller joined webMethods as Vice President of Professional Services and Customer Care in
September 1998. She became Vice President of Product Development in January 2000, Senior Vice
President of Product Development in October 2001 and Executive Vice President of Product Development
in March 2003. From 1994 to September 1998, Ms. Weller served as Senior Manager for Deloitte &
Touche Consulting Group, where she participated in the development of their enterprise resource planning
(ERP) implementation methodology. Ms. Weller holds a B.A. in Economics from Rhodes College.

FACTORS THAT MAY AFFECT FUTURE OPERATING RESULTS

You should consider the following factors when evaluating our statements in this report and
elsewhere. webMethods is subject to risks in addition to those described below, which, at the date of this
report, we may not be aware of or which we may not consider signiÑcant. Those risks may adversely aÅect
our business, Ñnancial condition, results of operations or the market price of webMethods' common stock.

Unanticipated Öuctuations in our quarterly revenue or operating results, or failure to return to and
maintain proÑtability, could signiÑcantly aÅect the price of webMethods common stock.

We believe that quarter-to-quarter or year-to-year comparisons of our Ñnancial results are not
necessarily meaningful indicators of our future revenue or operating results and should not be relied on as
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an indication of our future performance. If our quarterly or annual revenue or operating results fail to meet
the guidance we provide publicly or the expectations of investors or analysts, that could have a material
adverse eÅect on the market price of webMethods common stock. Our quarterly operating results have
varied substantially in the past and may vary substantially in the future depending upon a number of
factors, including the changes in demand for our products and services, the timing and terms of large
transactions with customers, competitive pressures, our ability to execute on our business plans, the
amount and timing of operating costs, the timing and amount of revenue from acquired technology and
businesses, delays in the availability of new products or new releases of existing products and changes that
we may make in our business, operations and infrastructure. In addition, economic conditions and other
events beyond our control, such as economic uncertainties, geopolitical developments or uncertainties,
travel limitations, infectious outbreaks like SARS, terrorist acts and other major, unanticipated events may
have signiÑcant negative impact on our quarterly operating results and delay our ability to return to and
maintain proÑtability on a basis determined in accordance with accounting principles generally accepted in
the United States (GAAP). Further, the expensing of stock options in the future, the costs of compliance
with the Sarbanes-Oxley Act and other legal and compliance requirements could add signiÑcant costs that
may impede or delay our ability to return to and maintain proÑtability on a GAAP basis. If our quarterly
revenue or operating results are adversely impacted, that could have a material adverse eÅect on the
market price of webMethods common stock.

We generally close a substantial number of license transactions in the last month of each quarter,
which makes it more diÇcult to gauge the level of license revenue we will have in any quarter until near
to, or after, its conclusion. We expect to continue devoting resources to our sales and marketing operations
and our research and development activities. Our operating expenses, which include sales and marketing,
research and development and general and administrative expenses, are based on our expectations of future
revenue and are relatively Ñxed in the short term. If revenue falls below our expectations in a quarter or
our operating costs increase in a quarter and we are not able to quickly reduce our spending in response,
our operating results for that quarter could be signiÑcantly below the guidance we provide publicly or
expectations of investors or analysts. It is possible that our revenue or operating results in the future may
be below the guidance we provide publicly and the expectations of investors or analysts and, as a result,
the market price of webMethods common stock may fall signiÑcantly. In addition, the stock market,
particularly the stock prices of independent infrastructure software companies, has been very volatile. This
volatility is often not related to the operating performance of the companies. From our initial public
oÅering in February 2000 until June 1, 2004, the closing price of webMethods' stock on the Nasdaq
National Market has ranged from a high of $336.25 to a low of $4.32.

Growth of our sales may slow from time to time, causing our quarterly operating results to Öuctuate and
possibly resulting in signiÑcant volatility in the market price of webMethods common stock.

Due to customer demand, economic conditions, the timing and terms of large transactions with
customers, competitive pressures, our ability to execute on our business plan, seasonal factors or major,
unanticipated events, we may experience a lower growth rate for, no growth in, or a decline in quarterly or
annual revenue from sales of our software and services in some or all of the geographic regions in which
we operate. For example, the growth rate for revenue from sales of our software and services during
summer months may be lower than at other times during the year, particularly in European markets, and
may be impacted by the annual nature of our sales compensation plans.

We also may experience declines in expected revenue due to patterns in the capital budgeting and
purchasing cycles of our current and prospective customers, changes in demand for our software and
services, the timing and amount of revenue from acquired technology and business, economic uncertainties,
geopolitical developments or uncertainties, travel limitations, infectious outbreaks like SARS, terrorist acts
or other major unanticipated events. These periods of slower or no growth may lead to lower revenue,
which could cause Öuctuations in our quarterly operating results. In addition, variations in sales cycles may
have an impact on the timing of our revenue, which in turn could cause our quarterly operating results to
Öuctuate. To successfully sell our software and services, we generally must educate our potential customers
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regarding their use and beneÑts, which can require signiÑcant time and resources. Any misperception by us
in the needs of our customers and prospective customers, or any delay in sales of our software and services
could cause our revenue and operating results to vary signiÑcantly from quarter to quarter, which could
result in signiÑcant volatility in the market price of webMethods common stock.

We are a relatively young company and have a relatively limited operating history with which to evaluate
our business and the prospects of achieving our anticipated growth and our forecasts of operating results.

We commenced operations in September 1996. Active Software, with which we completed a merger
in August 2000, was incorporated in September 1995. We have been operating as a combined company
since August 2000. In addition, we have acquired several businesses and technologies with limited
operating histories. During much of our history, we have sustained losses from operations. For a number of
reasons described in other factors listed here, we may not be able to achieve our anticipated revenue
growth, and control costs of operations, to achieve our forecasts of operating results, including returning to
and maintaining proÑtability on a GAAP basis. That situation could have a material adverse eÅect on the
market price of webMethods common stock. If we do not generate suÇcient revenue to achieve and
maintain income from operations, our growth could be limited unless we are willing to incur operating
losses that may be substantial and are able to fund those operating losses from our available assets or, if
necessary, from the sale of additional capital through public or private equity or debt Ñnancings. If we are
unable to grow as planned, our chances of returning to and maintaining proÑtability and the anticipated or
forecasted results of operations could be reduced, which, in turn, could have a material adverse eÅect on
the market price of webMethods common stock.

Our target markets are highly competitive, and we may not be able to compete eÅectively.

The markets for business integration solutions, Service Oriented Architecture capabilities, Business
Activity Monitoring and Business Process Management solutions and Composite Application framework
capabilities are rapidly changing and intensely competitive. There are a variety of methods available to
integrate software applications, monitor and optimize business processes and workÖows, provide Service-
Oriented Architectures, enable Web services and provide customers the capabilities to run, manage and
optimize their enterprise. We expect that competition will remain intense as the number of entrants and
new technologies increases. We do not know if our target markets will widely adopt and deploy our Service
Oriented Architecture technology, our Enterprise Services Platform solution, our Business Process
Management solution, our Business Activity Monitoring solution, our Composite Application Framework
or other solutions we oÅer or have announced. If our technology, software and solutions are not widely
adopted by our target markets or if we are not able to compete successfully against current or future
competitors, our business, operating results and Ñnancial condition may be harmed. Our current and
potential competitors include, among others, large software vendors; companies that develop their own
integration software or Web services technology; software vendors oÅering business integration software,
Service Oriented Architecture technology, Web services capabilities, Business Process Management
software and Business Activity Monitoring software; electronic data interchange vendors; vendors of
proprietary enterprise application integration; vendors of portal products; and application server vendors.
We also face competition from providers of various technologies to enable Web services. Further, we face
competition for some aspects of our software and service oÅerings from major system integrators, both
independently and in conjunction with corporate in-house information technology departments, which have
traditionally been the prevalent resource for application integration. In addition, application software
vendors with whom we currently have or have had strategic relationships sometimes oÅer competitive
solutions or may become or are competitors. Some of our competitors or potential competitors may have
more experience developing technologies or solutions competitive with ours, larger technical staÅs, larger
customer bases, more established distribution channels, greater brand recognition and greater Ñnancial,
marketing and other resources than we do. Our competitors may be able to develop products and services
that are superior to our solutions, that achieve greater customer acceptance or that have signiÑcantly
improved functionality or performance as compared to our existing solutions and future software and
services. In addition, negotiating and maintaining favorable customer and strategic relationships is critical
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to our business. Our competitors may be able to negotiate strategic relationships on more favorable terms
than we are able to negotiate. Many of our competitors may also have well-established relationships with
our existing and prospective customers. Increased competition may result in reduced margins, loss of sales,
decreased market share or longer sales cycles or sales processes involving more extensive demonstrations of
product capabilities, which in turn could harm our business, operating results and Ñnancial condition.

We rely on strategic partnerships with software vendors, alliances with major system integrators and other
similar relationships to promote and implement our software and, if these relationships diminish or
terminate, we may lose important deals and marketing opportunities.

We have established strategic relationships with enterprise application software vendors and system
integration partners. These strategic partners provide us with important sales and marketing opportunities,
create opportunities to license our solutions, upsell our products to customers already using license-limited
versions of our software embedded in their enterprise application products, and greatly increase our
implementation capabilities. We also have similar relationships with resellers, distributors and other
technology leaders. During Ñscal year 2004, our enterprise application and systems integrator partners
directly or indirectly inÖuenced a signiÑcant portion of our license revenue, and we expect that leverage to
continue in future periods. If our relationships with our strategic business partners diminished or
terminated or if we failed to work eÅectively with our partners or to grow our base of strategic partners,
resellers and distributors, we might lose important opportunities, including sales and marketing
opportunities, our business may suÅer and our Ñnancial results could be adversely impacted. In general,
our partners are not required to market or promote our software and generally are not restricted from
working with vendors of competing software or solutions or oÅering their own solutions providing similar
capabilities. Accordingly, our success will depend on their willingness and ability to devote suÇcient
resources and eÅorts to marketing our software and solutions rather than the products of competitors or
that they oÅer themselves. If these relationships are not successful or if they terminate, our revenue and
operating results could be materially adversely aÅected, our ability to increase our penetration of our target
markets could be impaired, we may have to devote substantially more resources to the distribution, sales
and marketing, implementation and support of our software than we would otherwise, and our eÅorts may
not be as eÅective as those of our partners, which could harm our business, our operating results and the
market price of webMethods common stock.

Recent and future acquisitions of companies or technologies may result in disruptions to our business,
dilution or other adverse eÅects on future Ñnancial results or the distraction of our management.

In October 2003, we acquired businesses and technologies, and we may acquire or make investments
in other complementary businesses and technologies in the future. Although the October 2003 acquisitions
produced results at or above our expectations through the end of Ñscal year 2004, we may not be able to
realize beneÑts or results in the future that we expect to achieve from those businesses and technologies.

We may make investments in, or acquisitions of, technology, products or companies in the future to
maintain or improve our competitive position. We may not be able to identify future suitable acquisition or
investment candidates, and even if we identify suitable candidates, may not be able to make these
acquisitions or investments on commercially acceptable terms, or at all. With respect to our potential
future acquisitions, we may not be able to realize future beneÑts we expected to achieve at the time of
entering into the transaction, or our recognition of those beneÑts may be delayed. In such acquisitions, we
will likely face many or all of the risks inherent in integrating corporate cultures, product lines, operations
and businesses. We will be required to train our sales, professional services and customer support staÅ with
respect to acquired software products, which can detract from executing against goals in the current period,
and we may be required to modify priorities of our product development, customer support, systems
engineering and sales organizations. Further, we may have to incur debt or issue equity securities to pay
for any future acquisitions or investments, the issuance of which could be dilutive to our stockholders.
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Treating stock options and employee stock purchase plan participation as a compensation expense could
signiÑcantly impair our ability to return to and maintain proÑtability.

The Financial Accounting Standards Board has proposed requiring companies to record compensation
expense regarding stock options and participation in employee stock purchase plans. We grant stock
options to our employees, oÇcers and directors and we administer an employee stock purchase plan
(ESPP). Information on our stock option plan and ESPP, including the shares reserved for issuance under
those plans, the terms of options granted, the terms of ESPP participation, and the shares subject to
outstanding stock options, is included in Note 14 of the Notes to Consolidated Financial Statements of
webMethods, Inc. included elsewhere later this report. If we choose, or are required, to record an expense
for our stock-based compensation plans, we could incur a signiÑcant compensation expense, and any such
expense could signiÑcantly impair our ability to return to and maintain proÑtability on a GAAP basis. That
impact on our ability to return to and maintain proÑtability on a GAAP basis could have a material
adverse eÅect on the market price of webMethods common stock.

Third-party claims that we infringe upon their intellectual property rights may be costly to defend or settle
or could damage our business.

We cannot be certain that our software and the services do not infringe issued patents, copyrights,
trademarks or other intellectual property rights of third parties. Litigation regarding intellectual property
rights is common in the software industry, and we have been subject to, and may be increasingly subject
to, legal proceedings and claims from time to time, including claims of alleged infringement of intellectual
property rights of third parties by us or our licensees concerning their use of our software products,
technologies and services. Although we believe that our intellectual property rights are suÇcient to allow
us to market our software without incurring liability to third parties, third parties have brought, and may
bring in the future, claims of infringement against us or our licensees. Because our software is integrated
with our customers' networks and business processes, as well as other software applications, third parties
may bring claims of infringement against us, as well as our customers and other software suppliers, if the
cause of the alleged infringement cannot easily be determined. We have agreed, and may agree in the
future, to indemnify certain of our customers against claims that our software infringes upon the
intellectual property rights of others. Furthermore, former employers of our current and future employees
may assert that our employees have improperly disclosed conÑdential or proprietary information to us.
Such claims may be with or without merit.

Claims of alleged infringement, regardless of merit, may have a material adverse eÅect on our
business in a number of ways. Claims may discourage potential customers from doing business with us on
acceptable terms, if at all. Litigation to defend against claims of infringement or contests of validity may
be very time-consuming and may result in substantial costs and diversion of resources, including our
management's attention to our business. In addition, in the event of a claim of infringement, we, as well as
our customers, may be required to obtain one or more licenses from third parties, which may not be
available on acceptable terms, if at all. Furthermore, a party making such a claim could secure a judgment
that requires us to pay substantial damages, and also include an injunction or other court order that could
prevent us from selling our software or require that we re-engineer some or all of our products. Five of our
customers have been subject to such claims and litigation, and we or other customers may in the future be
subject to additional claims and litigation. We have settled one such claim and may in the future settle
any other such claims with which we may be involved, regardless of merit, to avoid the cost and
uncertainty of continued litigation. Defense of any lawsuit or failure to obtain any such required licenses
could signiÑcantly harm our business, operating results and Ñnancial condition and the price of
webMethods common stock. Although we carry general liability insurance, our current insurance coverage
may not apply to, and likely would not protect us from, all liability that may be imposed under these types
of claims. Our current insurance programs do not cover claims of patent infringement.

We are trying to increase our sales to the US Government and to others in the public sector, and we may
face diÇculties in our attempts to procure new contracts with them and risks unique to government
contracts that may have a detrimental impact on our business or operating results.

We are attempting to expand our customer base to include more entities and agencies within the US
Government, state, local and foreign governments. Developing new business in the public sector often
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requires companies to develop capabilities in government bidding and contracting and to develop
relationships with government contractors providing information technology solutions. If we are unable to
develop or sustain those capabilities and relationships, we may be unable to procure new contracts within
the timeframe we expect, and our business and Ñnancial results may be adversely aÅected. Contracting
with the U.S. Government and other governments also requires businesses to participate in a highly
competitive bidding process to obtain new contracts. We may be unable to bid competitively if our
software and services are improperly priced or if we are incapable of providing our software and services at
a competitive price. Further, some agencies within the U.S. Government may also require some of our
personnel to obtain a security clearance or may require us to add features or functionality to our software.
If our key personnel are unable to obtain or retain this clearance or if we cannot or do not provide
required features or functionality, we may be unsuccessful in our bid for some government contracts.

Contracts with the U.S. Government or with many state, local, and foreign governments also
frequently include provisions not found in the private sector and are often governed by laws and regulations
that do not aÅect private contracts. These diÅerences permit the public sector customer to take action not
available to customers in the private sector. This may include termination of current contracts for
convenience or due to a default. If any of these events occur, they may negatively aÅect our business and
Ñnancial results. In order to maintain contracts with the U.S. Government, webMethods must also comply
with many rules and regulations that may aÅect our relationship with other customers or result in
increased costs or an inability to take advantage of certain opportunities that may present themselves in
the future. U.S. Government agencies may audit our performance and our pricing, and review our
compliance with rules and regulations. An unfavorable audit could result in a reduction of revenue, and
may result in civil or criminal liability if the audit uncovers improper or illegal activities. This could harm
our business, Ñnancial results and reputation.

Our operating results may decline and our customers may become dissatisÑed if we do not provide
professional services or maintain our record of successful production events concerning our solutions or if
we are unable to establish and maintain relationships with third-party implementation providers.

Customers that license our software typically engage our professional services staÅ or third-party
consultants to assist with support, training, consulting and implementation, and we believe our strong focus
on ensuring that our software is successfully put into production is a strong competitive advantage and
diÅerentiator. We believe that many of our software sales depend, in part, on our ability to provide our
customers with these services and to attract and educate third-party consultants to provide similar services.
New professional services personnel and service providers require training and education and take time to
reach full productivity. Competition for qualiÑed personnel and service providers is intense. Our business
may be harmed if we are unable to provide professional services to our customers or maintain our record
of successful production events concerning our solutions of if we are unable to establish and maintain
relationships with third-party implementation providers.

Our executive oÇcers and certain key personnel are critical to our business, and these oÇcers and key
personnel may not always remain with us.

Our success depends upon the continued service of our executive oÇcers and other key employees,
and none of these oÇcers or key employees is bound by an employment agreement for any speciÑc term.
If we lose the services of one or more of our executive oÇcers or key employees, our business, operating
results and Ñnancial condition could be harmed. In particular, Phillip Merrick, our Chairman of the Board
and Chief Executive OÇcer, would be particularly diÇcult to replace. Our future success will also depend
in large part on our ability to attract and retain experienced technical, sales, marketing and management
personnel.

We may not be able to increase market awareness and sales of our software if we do not maintain our
sales and distribution capabilities.

We need to maintain and further develop our direct and indirect sales and distribution eÅorts, both
domestically and internationally, in order to increase market awareness and sales of our software and the
related services we oÅer. Our software and solutions require a sophisticated sales eÅort targeted at multiple
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departments within an organization. Competition for qualiÑed sales and marketing personnel is intense, and
we might not be able to hire and retain adequate numbers of such personnel. Our competitors have
attempted to hire employees away from us, and we expect that they will continue such attempts in the
future. We also plan to expand our relationships with system integrators, enterprise software vendors and
other third-party resellers to further develop our indirect sales channel. As we continue to develop our
indirect sales channel, we will need to manage potential conÖicts between our direct sales force and third-
party reselling eÅorts, which may impact our business and operating results.

We intend to continue expanding our international sales eÅorts, and our inability to do so could harm our
business and operating results.

We have been, and intend to continue, expanding our international sales eÅorts. We have relatively
limited experience in marketing, selling and supporting our software and services abroad. Expansion of our
international operations will require a signiÑcant amount of attention from our management and substantial
Ñnancial resources. If we are unable to continue expanding our international operations successfully and in
a timely manner, our business and operating results could be harmed. In addition, doing business
internationally involves additional risks, particularly: the diÇculties and costs of staÇng and managing
foreign operations; unexpected changes in regulatory requirements, taxes, trade laws and tariÅs; diÅering
intellectual property rights; diÅering labor regulations; and changes in a speciÑc country's or region's
political or economic conditions.

We currently do not engage in any currency hedging transactions. Our foreign sales generally are
invoiced in the local currency, and, as we expand our international operations or if there is continued
volatility in exchange rates, our exposure to gains and losses in foreign currency transactions may increase
when we determine that foreign operations are expected to repay intercompany debt in the foreseeable
future. Moreover, the costs of doing business abroad may increase as a result of adverse exchange rate
Öuctuations. For example, if the United States dollar declines in value relative to a local currency and we
are funding operations in that country from our U.S. operations, we could be required to pay more for
salaries, commissions, local operations and marketing expenses, each of which is paid in local currency. In
addition, exchange rate Öuctuations, currency devaluations or economic crises may reduce the ability of
our prospective customers to purchase our software and services.

If we experience delays in developing solutions, or if our software contains defects, we could lose partners,
customers and revenue.

We expect that the rapid evolution of business integration software, Service Oriented Architecture
technology, Business Process Management solutions, Business Activity Monitoring solutions, Composite
Application technologies, and related standards and technologies and protocols, as well as general
technology trends such as changes in or introductions of operating systems or enterprise applications, will
require us to adapt our software and solutions to remain competitive. Our software and solutions could
become obsolete, unmarketable or less desirable to prospective customers if we are unable to adapt to new
technologies or standards. Many serious defects are frequently found during the period immediately
following introduction of new software or enhancements to existing software. Internal quality assurance
testing and customer testing may reveal product performance issues or desirable feature enhancements that
could lead us to postpone the release of new versions of our software. The reallocation of resources
associated with any postponement could cause delays in the development and release of future
enhancements to our currently available software, could require signiÑcant additional professional services
work to address operational issues and could damage the reputation of our software in the marketplace.
Although we attempt to resolve all errors that we believe would be considered serious by our partners and
customers, our software is not error-free. Undetected errors or performance problems may be discovered in
the future, and known errors that we consider minor may be considered serious by our partners and
customers. This could result in lost revenue or delays in customer deployment and would be detrimental to
our reputation, which could harm our business, operating results and Ñnancial condition. If our software
experiences performance problems or ceases to demonstrate technology leadership, we may have to
increase our product development costs and divert our product development resources to address the
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problems. In addition, because our customers and certain partners depend on our software for their critical
systems and business functions, any interruptions in operation of our software or solutions could cause our
customers and certain partners to initiate warranty or product liability suits against us.

Because our software could interfere with the operations of our partners' and customers' other software
applications, we may be subject to potential product liability and warranty claims by these partners and
customers, which may be time consuming, costly to defend and may not be adequately covered by
insurance.

Our software enables customers' and certain partners' software applications to provide Web services,
or to integrate with networks and software applications, and is often used for mission critical functions or
applications. Errors, defects, other performance problems in our software or failure to provide technical
support could result in Ñnancial or other damages to our partners and customers. Partners and customers
could seek damages for losses from us, which, if successful, could have a material adverse eÅect on our
business, operating results or Ñnancial condition. In addition, the failure of our software and solutions to
perform to partners' and customers' expectations could give rise to warranty claims. Although our license
agreements typically contain provisions designed to limit our exposure to potential product liability claims,
existing or future laws or unfavorable judicial decisions could negate these limitation of liability provisions.
Although we have not experienced any product liability claims to date, sale and support of our software
entail the risk of such claims. The use of our software to enable partners' and customers' software
applications to provide Web services, and the integration of our software with our partners' and customers'
networks and software applications, increase the risk that a partner or customer may bring a lawsuit
against several suppliers if an integrated computer system fails and the cause of the failure cannot easily
be determined. Even if our software is not at fault, a product liability claim brought against us, even if not
successful, could be time consuming and costly to defend and could harm our reputation. In addition,
although we carry general liability insurance, our current insurance coverage would likely be insuÇcient to
protect us from all liability that may be imposed under these types of claims.

We may not have suÇcient resources available to us in the future to take advantage of certain
opportunities.

In the future, we may not have suÇcient resources available to us to take advantage of growth,
acquisition, product development or marketing opportunities. We may need to raise additional funds in the
future through public or private debt or equity Ñnancings in order to: take advantage of opportunities,
including more rapid international expansion or acquisitions of complementary businesses or technologies;
developing new software or services; or responding to competitive pressures. Additional Ñnancing needed by
us in the future may not be available on terms favorable to us, if at all. If adequate funds are not
available, not available on a timely basis, or are not available on acceptable terms, we may not be able to
take advantage of opportunities, develop new software or services or otherwise respond to unanticipated
competitive pressures. In such case, our business, operating results and Ñnancial condition could be
harmed.

If we are unable to protect our intellectual property, we may lose a valuable asset, experience reduced
market share, or incur costly litigation to protect our rights.

Our success depends, in part, upon our proprietary technology and other intellectual property rights.
To date, we have relied primarily on a combination of copyright, trade secret, trademark and patent laws,
and nondisclosure and other contractual restrictions on copying and distribution to protect our proprietary
technology. We have one patent and several pending patent applications for technology related to our
software, but we cannot assure you that this patent is valid or that these applications will be successful. A
small number of our agreements with customers and system integrators contain provisions regarding the
rights of third parties to obtain the source code for our software, which may limit our ability to protect our
intellectual property rights in the future. Despite our eÅorts to protect our proprietary rights, unauthorized
parties may copy aspects of our software and obtain and use information that we regard as proprietary. In
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addition, other parties may breach conÑdentiality agreements or other protective contracts we have entered
into, and we may not be able to enforce our rights in the event of these breaches. Furthermore, we expect
to continue increasing our international operations in the future, and the laws of certain foreign countries
may not protect our intellectual property rights to the same extent as do the laws of the United States.

Our means of protecting our intellectual property rights in the United States or abroad may not be
adequate to fully protect our intellectual property rights. Litigation to enforce our intellectual property
rights or protect our trade secrets could result in substantial costs, may not result in timely relief and may
not be successful. Any inability to protect our intellectual property rights could seriously harm our
business, operating results and Ñnancial condition.

Because market participants in some markets have adopted industry speciÑc technologies, we may need to
expend signiÑcant resources in order to address speciÑc markets.

Our strategy is to continue developing our integration software to be broadly applicable to many
industries. However, in some markets, market participants have adopted core technologies that are speciÑc
to their markets. For example, many companies in the Ñnancial services industries and consumer goods
manufacturing and retail industries have adopted industry-speciÑc protocols for the interchange of
information. In order to successfully sell our software to companies in these markets, we may need to
expand or enhance our software to adapt to these industry-speciÑc technologies, which could be costly and
require the diversion of engineering resources.

We adopted a shareholder rights plan in October 2001, and previously implemented certain provisions in
our certiÑcate of incorporation and bylaws, that may have anti-takeover eÅects.

Our Board of Directors adopted a shareholder rights plan and declared a dividend distribution of one
right for each outstanding share of webMethods' stock. Each right, when exercisable, entitles the registered
holder to purchase certain securities at a speciÑed purchase price, subject to adjustment. The rights plan
may have the anti-takeover eÅect of causing substantial dilution to a person or group that attempts to
acquire webMethods on terms not approved by our Board of Directors. The existence of the rights plan
could limit the price that certain investors might be willing to pay in the future for shares of webMethods'
stock and could discourage, delay or prevent a merger or acquisition of webMethods, Inc. that stockholders
may consider favorable. In addition, provisions of the current certiÑcate of incorporation and bylaws of
webMethods, Inc., as well as Delaware corporate law, could make it more diÇcult for a third-party to
acquire us without the support of our Board of Directors, even if doing so would be beneÑcial to our
stockholders.

Item 2. PROPERTIES

Our principal administrative, sales, marketing and research and development facility is located in
Fairfax, Virginia, and consists of approximately 126,000 square feet of oÇce space held under leases that
expire in March 2005 and July 2007. We maintain oÇces for sales and research and development in
Sunnyvale, California, Westborough, Massachusetts, Denver, Colorado and Bellevue, Washington. We also
maintain small oÇces for sales personnel in the United States in California, Colorado, Georgia, Illinois,
Indiana, Massachusetts, Michigan, Minnesota, New York, New Jersey, North Carolina, Ohio, Penn-
sylvania and Texas. We maintain oÇces outside the United States for sales and administrative personnel in
Australia, Canada, Hong Kong, France, Germany, Japan, Malaysia, the Netherlands, Peoples Republic of
China, Singapore, South Korea, Taiwan and the United Kingdom.

We provide customer technical support from our facilities in Virginia and California in the United
States and in Australia, Japan and the Netherlands. We regularly evaluate the suitability and adequacy of
our existing facilities and the availability of space for facilities in new locations, and we believe that
suitable space for new, replacement or expanded facilities, as needed, generally will be available on
commercially reasonable terms.
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Item 3. LEGAL PROCEEDINGS

On November 30, 2001, a purported class action lawsuit was filed in the Southern District of New York
naming webMethods, several of its executive officers at the time of our initial public offering (IPO) and the
managing underwriters of our initial public offering as defendants. The amended complaint alleges, among
other things, that underwriters of webMethods' IPO solicited and received excessive commissions and
demanded tie-in arrangements from the underwriters' customers in connection with their allocation of shares
in webMethods' IPO, and that those activities allegedly undertaken by the underwriters of webMethods' IPO
were not disclosed in the registration statement and final prospectus for webMethods' IPO or disclosed to the
public after webMethods' IPO. The amended complaint also alleges that false analysts' reports were issued
by the underwriters. The amended complaint seeks unspecified damages on behalf of a purported class of
purchasers of webMethods' common stock between February 10, 2000 and December 6, 2000. This case has
been consolidated as part of In Re Initial Public Offering Securities Litigation (SDNY). Claims against
webMethods' executive officer defendants have been dismissed without prejudice. webMethods has
considered and conditionally agreed to enter into a proposed settlement with representatives of the plaintiffs
in the consolidated proceeding. Under the proposed settlement, the plaintiffs would dismiss and release their
claims against webMethods in exchange for a contingent payment guaranty by the insurance companies
collectively responsible for insuring the issuers in the consolidated action and assignment or surrender to the
plaintiffs by the settling issuers of certain claims that may be held against the underwriter defendants. We
believe that any material liability on behalf of webMethods or its executive officers that may accrue under
that settlement offer would be covered by our insurance policies. Until that settlement is fully effective, we
intend to defend against the amended complaint vigorously.

On March 30, 2004, we entered into a settlement agreement with a private company that had made
claims against Ñve of our customers, whom we had agreed to indemnify, at least in part, for business
reasons against infringement claims relating to our products. The private company claimed that those
customers' implementation of application integration systems and methods supported by certain of our
products allegedly infringed a U.S. patent. The private company did not make infringement claims directly
against webMethods or claim that any of our products infringed that patent. Under the settlement
agreement, we paid $2.25 million to the private company in April 2004 to secure a complete release of all
claims against the Ñve customers, and we obtained a license to that patent that we can pass through to our
past, present and future customers with respect to their use of webMethods' products.

From time to time, webMethods is involved in other disputes and litigation in the normal course of
business.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of security holders during the fourth quarter of the Ñscal year
covered by this report.

PART II

Item 5. MARKET FOR REGISTRANT'S COMMON STOCK AND RELATED STOCKHOLDER
MATTERS

webMethods' common stock has been publicly traded on the Nasdaq National Market under the
symbol ""WEBM'' since our initial public oÅering on February 11, 2000. The high and low sales prices of
webMethods common stock as reported by the Nasdaq National Market during the last two Ñscal years
are shown below:

High Low

Year ended March 31, 2003:
First Quarter (ended June 30, 2002) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $18.64 $7.61
Second Quarter (ended September 30, 2002) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11.83 4.71
Third Quarter (ended December 31, 2002) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10.24 4.25
Fourth Quarter (ended March 31, 2003) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12.82 8.07
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High Low

Year ended March 31, 2004:
First Quarter (ended June 30, 2003) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10.91 8.02
Second Quarter (ended September 30, 2003) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10.25 7.24
Third Quarter (ended December 31, 2003) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10.15 7.41
Fourth Quarter (ended March 31, 2004) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12.17 8.76

As of June 10, 2004, there were approximately 380 holders of record, and approximately 13,000
beneÑcial owners, of webMethods common stock. The number of holders of record of webMethods
common stock does not reÖect the number of beneÑcial holders whose shares are held by depositories,
brokers or other nominees. As of June 10, 2004, the closing price of webMethods' common stock was
$8.29.

webMethods has never declared or paid any cash dividends on its common stock. We currently intend
to retain earnings, if any, to support our growth strategy and do not anticipate paying cash dividends in the
foreseeable future.

The following table provides information concerning webMethods securities authorized for issuance
under equity compensation plans at March 31, 2004.

Equity Compensation Plan Information
Number of securities Number of securities remaining

to be issued upon Weighted-average available for future issuance
exercise of exercise price of under equity compensation

outstanding options, outstanding options, plans (excluding securities
Plan category warrants and rights warrants and rights reÖected in column (a))

(a) (b) (c)

Equity compensation plans approved
by security holders ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,619,841(1) $15.0218(1) 2,647,357(1)

Equity compensation plans not
approved by securities holders ÏÏÏÏÏ 171,619(2) 42.1032(2) Ì

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,791,460 $15.3001 2,647,357

(1) Excludes webMethods' Employee Stock Purchase Plan, under which, as of March 31, 2004, a total of
4,500,000 shares of webMethods common stock have been reserved for issuance, 1,081,624 shares had
been issued at an average purchase price of $11.6835 and 3,418,376 shares remained available for
future issuance. Also excludes an additional 2,462,195 shares of webMethods common stock that were
reserved for issuance under the webMethods, Inc. Amended and Restated Stock Option Plan as of
April 1, 2004.

(2) Consists only of shares of webMethods common stock to be issued upon the exercise of stock options
issued by Active Software under its 1999 Stock Option Plan, its 1996 and 1996A Stock Option Plans
and its 1999 Director Option Plan, and stock options assumed by Active Software that had been
granted by the respective company under the TransLink Software, Inc. Stock Option Plan, Alier, Inc.
1997 Stock Option Plan and Alier, Inc. 1996 Stock Option Plan, all such options having been granted
prior to the acquisition of Active Software by webMethods, Inc. in August 2000.

When webMethods, Inc. acquired Active Software in August 2000, webMethods, Inc. assumed stock
options granted by Active Software prior to the completion of that acquisition under Active Software's
1999 Stock Option Plan and 1996 and 1996A Stock Option Plans. Options granted under those plans
generally had exercise prices not less than the fair market value of Active Software's common stock on the
date of grant, vested over 50 months and expire 10 years from the date of grant. In connection with that
acquisition, webMethods, Inc. also assumed stock options granted by Active Software prior to the
completion of that acquisition under Active Software's 1999 Director Option Plan, under which each newly
elected director of Active Software was eligible to receive an option to purchase a Ñxed number of shares
of Active Software common stock and each non-employee director was eligible to receive an option to
purchase a Ñxed number of shares at each annual meeting of stockholders of Active Software commencing
in 2000; all such options vested immediately upon grant and expire 10 years from the date of grant.
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Item 6. SELECTED FINANCIAL DATA

The following selected historical consolidated Ñnancial data for webMethods should be read in
conjunction with the consolidated Ñnancial statements of webMethods and ""Management's Discussion and
Analysis of Financial Condition and Results of Operations,'' which are included elsewhere in this report.
The historical consolidated statement of operations data for the years ended March 31, 2004, 2003 and
2002 and the historical consolidated balance sheet data as of March 31, 2004 and 2003 are derived from
the consolidated Ñnancial statements of webMethods, which have been audited by PricewaterhouseCoopers
LLP, independent accountants for webMethods, and are included elsewhere in this report. The historical
consolidated statement of operations data for the years ended March 31, 2001 and 2000 and the historical
consolidated balance sheet data as of March 31, 2002, 2001 and 2000 are derived from consolidated
Ñnancial statements of webMethods not contained in this report. Historical results are not necessarily
indicative of future results.

Year Ended March 31,

2004 2003 2002 2001 2000

(In thousands, except per share data)

Consolidated Statements of Operations Data:
Revenue:

License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 97,282 $117,066 $121,803 $ 143,514 $ 42,822
Professional services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 43,923 33,378 35,800 34,945 11,699
Maintenance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 53,320 46,310 38,393 23,498 5,624

Total revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 194,525 196,754 195,996 201,957 60,145

Cost of revenue:
Amortization of intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,199 Ì Ì Ì Ì
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,211 1,937 2,335 5,189 2,612
Professional services and maintenance:

Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56 251 436 1,188 560
Other professional services and maintenanceÏÏÏÏÏÏÏ 53,332 41,937 42,124 46,304 16,102

Total cost of revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,798 44,125 44,895 52,681 19,274

Gross proÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 137,727 152,629 151,101 149,276 40,871

Operating expenses:
Sales and marketing:

Stock based compensation and warrant charge ÏÏÏÏÏ 2,769 3,761 2,865 4,813 1,471
Other sales and marketing costs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 91,325 92,958 106,377 100,154 44,033

Research and development:
Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15 97 12,526 12,447 1,250
Other research and development costs ÏÏÏÏÏÏÏÏÏÏÏÏ 45,045 47,441 49,634 45,158 14,780

General and administrative:
Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7 47 433 1,640 307
Other general and administrative costsÏÏÏÏÏÏÏÏÏÏÏÏ 17,873 17,831 19,372 20,837 9,753

Restructuring and related charges ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,920 2,155 7,243 Ì Ì
Acquisition related expenses ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 34,039 Ì
Amortization of goodwill and intangibles ÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 38,697 41,395 1,305
In-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,284 Ì Ì 34,910 2,737
Settlement of intellectual property matter ÏÏÏÏÏÏÏÏÏÏÏ 2,250 Ì Ì Ì Ì

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 167,488 164,290 237,147 295,393 75,636

Operating loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (29,761) (11,661) (86,046) (146,117) (34,765)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,851 4,732 9,116 14,894 3,507
Interest expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (205) (674) (553) (503) (145)
Other income (expense) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (473) 18 (26) 112 (47)
Impairment of equity investments in private companiesÏÏ Ì (1,000) (5,200) Ì Ì

Loss before income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (27,588) (8,585) (82,709) (131,614) (31,450)
Provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 323 Ì Ì Ì Ì

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (27,911) (8,585) (82,709) (131,614) (31,450)
Accretion and accrued dividends related to mandatorily

redeemable preferred stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì (10,223)

Net loss attributable to common shareholdersÏÏÏÏÏÏÏÏÏÏ $(27,911) $ (8,585) $(82,709) $(131,614) $(41,673)

Basic and diluted net loss per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (0.54) $ (0.17) $ (1.67) $ (2.81) $ (2.23)

Shares used in computing basic and diluted net loss per
common share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 52,137 51,282 49,493 46,860 18,717
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March 31,

2004 2003 2002 2001 2000

(In thousands)

Consolidated Balance Sheet Data:
Cash, cash equivalents and short-term and long-term

marketable securities available for saleÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $155,947 $201,626 $211,842 $206,389 $196,972
Working capital ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 95,845 149,424 178,909 190,722 181,355
Total assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 284,122 304,436 324,063 375,288 299,187
Long-term liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,175 7,267 21,653 25,409 6,208
Total stockholders' equityÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 202,554 218,559 215,544 265,609 252,169

Item 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

This item of our annual report on Form 10-K contains 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. A cautionary paragraph at the very beginning of Item 1, ""Business'', of this
report provides examples of forward-looking statements and indications of forward-looking statements.
Although we believe that the expectations reÖected in the forward-looking statements are reasonable, our
expectations or the forward-looking statements could prove to be incorrect, and actual results could diÅer
materially from those indicated by the forward-looking statements. Our future Ñnancial condition and
results of operations, as well as any forward-looking statements, are subject to risks and uncertainties,
including (but not limited to) those discussed in Item 1 of this report under the caption ""Factors That
May AÅect Future Operating Results.'' Achieving the future results or accomplishments described or
projected in forward-looking statements depends upon events or developments that are often beyond our
ability to control. All forward-looking statements and all reasons why actual results may diÅer that are
included in this report are made as of the date of this report, and webMethods disclaims any obligation to
publicly update or revise such forward-looking statements or reasons why actual results may diÅer.

OVERVIEW

Background

We are a leading provider of software and services for end-to-end business integration solutions. We
oÅer a set of software products that enable organizations to run, manage and optimize their business. Our
software products and related services give organizations the ability, seamlessly and in real-time, to
integrate disparate information resources, to connect customers, vendors and business partners with the
organization and its employees, to view and manage the connected information resources, data, business
processes and human workÖows and to provide Web services at the enterprise level.

In August 2000, webMethods acquired Active Software, Inc. (""Active Software'') in a transaction
that was accounted for as a pooling of interests. We have combined our Ñnancial statements for prior
periods as if the merger had occurred at the beginning of all prior periods presented.

We completed acquisitions of business and technology in October 2003 to signiÑcantly expand our
portfolio of products in the Service Oriented Architecture (SOA), Business Activity Monitoring
(BAM) and portal spaces. The aggregate acquisition cost for these three acquisitions was approximately
$32.4 million in cash. From the technology acquired in those acquisitions, we introduced webMethods
Fabric, webMethods Glue, webMethods Optimize and webMethods Portal. With the addition of those
products, continued organic development from our product development team, and several key
partnerships, webMethods oÅers a solution that represents the next generation of integration technology
and provides our customers with a breadth of functionality that we believe is compelling. And while each
one of the technologies represented in our solution is, in and of itself, signiÑcant and important to our
customers, it is the combined breadth and strength of these technologies and the natural synergies between
them that drive further value and return on investment to our customers.
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We license our software and sell our services primarily through our direct sales organization
augmented by other sales channels, including our strategic software vendor partners, major system
integrators with whom we have strategic alliances, other partners and distributors and, to a lesser extent,
resellers. We license our software primarily on a perpetual basis and, to a lesser extent, on a renewable
term basis. As of March 31, 2004, we had over 1,100 customers, compared to over 925 customers as of
March 31, 2003.

We believe one of our competitive diÅerentiators is our strategic partnerships with enterprise
application software companies and system integrators. Under our partnerships with enterprise application
software vendors, the partner may resell or, in some instances, embed or otherwise utilize our software
with their applications under limited use licenses for a license or royalty fee. Enterprise application
software vendors with whom we have relationships include American Management Systems (AMS),
Hewlett-Packard Company, Informatica, i2 Technologies, Microsoft, Peoplesoft and Siebel Systems. We
believe our partners inÖuenced, directly or indirectly, a signiÑcant portion of our license revenue during
Ñscal year 2004, and we expect this leverage to continue in future periods. Under certain partnership
arrangements, we may share license fees derived from joint selling opportunities with our partner. In
systems integrator and other partnership arrangements, we may pay a sales assistance fee to a partner who
performs or assists in certain sales activities, and that fee usually is paid once payment from the joint
customer of license fees is received.

We believe our strong focus and track record of ensuring that our software is successfully put into
production (""production event'') is a strong competitive advantage and diÅerentiator. During Ñscal year
2004, our global customer services group reported and documented more than 497 separate production
events as compared to 340 such events in Ñscal year 2003 and 178 such events in Ñscal year 2002.
Ensuring that our customers successfully implement our software in a timely manner enables them to
achieve a greater return on their investment and, in many cases, encourages them to purchase additional
software for other business integration projects and serve as a reference customer for us in our future sales
eÅorts.

Critical Accounting Policies and Estimates

Our discussion and analysis of our Ñnancial condition and results of operations are based upon our
consolidated Ñnancial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States of America. The preparation of these Ñnancial statements requires
us to make estimates and judgments that aÅect the reported amounts of assets, liabilities, revenue and
expenses, and related disclosures. We evaluate our estimates, on an on-going basis, including those related
to allowances for bad debts, investments, intangible assets, income taxes, contingencies and litigation. 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 the
carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may
diÅer for these estimates under diÅerent assumptions or conditions.

We believe the following critical accounting policies aÅect the more signiÑcant judgments and
estimates used in the preparation of our consolidated Ñnancial statements.

Revenue Recognition

We enter into arrangements, which may include the sale of licenses of our software, professional
services and maintenance or various combinations of each element. We recognize revenue based on
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Statement of Position (""SOP'') 97-2, ""Software Revenue Recognition,'' as amended, and modiÑed by
SOP 98-9, ""ModiÑcation of SOP 97-2, Software Revenue Recognition, With Respect to Certain
Transactions.'' SOP 98-9 modiÑed SOP 97-2 by requiring revenue to be recognized using the ""residual
method'' if certain conditions are met. Revenue is recognized based on the residual method when an
agreement has been signed by both parties, the fees are Ñxed or determinable, collection of the fees is
probable, delivery of the product has occurred, vendor speciÑc objective evidence of fair value exists for
any undelivered element, and no other signiÑcant obligations remain. Revenue allocated to the undelivered
elements is deferred using vendor-speciÑc objective evidence of fair value of the elements and the
remaining portion of the fee is allocated to the delivered elements (generally the software license). See
Note 2 in the Consolidated Financial Statements for a more comprehensive discussion of our revenue
recognition policies. Judgments we make regarding these items, including collection risk, can materially
impact the timing of recognition of license revenue.

Policies related to revenue recognition require diÇcult judgments on complex matters that are often
subject to multiple sources of authoritative guidance. These sources may publish new authoritative
guidance which might impact current revenue recognition policies. We continue to evaluate our revenue
recognition policies as new authoritative interpretations and guidance are published, and where appropriate,
may modify our revenue recognition policies. Application of our revenue recognition policy requires a
review of our license and professional services agreements with customers and may require management to
exercise judgment in evaluating whether delivery has occurred, payments are Ñxed and determinable,
collection is probable, and where applicable, if vendor-speciÑc objective evidence of fair value exists for
undelivered elements of the contract. In the event judgment in the application of our revenue recognition
policies is incorrect, the revenue recognized by webMethods could be impacted.

Allowance for Doubtful Accounts

We maintain allowances for doubtful accounts for estimated losses which may result from the inability
of our customers to make required payments to us. These allowances are established through analysis of
the credit-worthiness of each customer with a receivable balance, determined by credit reports from third
parties, published or publicly available Ñnancial information, customers speciÑc experience including
payment practices and history, inquiries, and other Ñnancial information from our customers. The use of
diÅerent estimates or assumptions could produce materially diÅerent allowance balances. If the Ñnancial
condition of our customers were to deteriorate, resulting in an impairment of their ability to make
payments, additional allowances may be required. At March 31, 2004 and 2003, the allowance for doubtful
accounts was $2,103,000 and $2,850,000 respectively.

Business Combinations

We are required to allocate the purchase price of acquired companies to the tangible and intangible
assets acquired, liabilities assumed, as well as in-process research and development (IPR&D) based on
their estimated fair values. We engaged independent third-party appraisal Ñrms to assist us in determining
the fair values of assets acquired and liabilities assumed. Such a valuation requires management to make
signiÑcant estimates and assumptions, especially with respect to intangible assets.

Critical estimates in valuing certain of the intangible assets include but are not limited to: future
expected cash Öows from license sales, maintenance agreements, consulting contracts, customer contracts,
and acquired developed technologies and IPR&D projects, and discount rates. Management's estimates of
fair value 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.

Other estimates associated with the accounting for these acquisitions may change as additional
information becomes available regarding the assets acquired and liabilities assumed.
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Goodwill and Intangibles Assets

We record goodwill and intangible assets when we acquire other businesses. The allocation of
acquisition cost to intangible assets and goodwill involves the extensive use of management's estimates and
assumptions, and the result of the allocation process can have a signiÑcant impact on our future operating
results. Financial Accounting Standards Board No. 142, ""Goodwill and Other Intangible Assets''
(SFAS 142), which was issued during Ñscal year 2002 and adopted by us on April 1, 2002, eliminated the
amortization of goodwill and indeÑnite lived intangible assets. Intangible assets with Ñnite lives are
amortized over their useful lives while goodwill and indeÑnite lived assets are not amortized under SFAS
142, but are periodically tested for impairment. In accordance with SFAS 142, all of our goodwill is
associated with our corporate reporting unit, as we do not have multiple reporting units. On an annual
basis, we will evaluate whether an impairment of the goodwill may exist. Goodwill is tested for impairment
using a two-step process. The Ñrst step is to identify a potential impairment and the second step measures
the amount of the impairment loss, if any. Goodwill is deemed to be impaired if the carrying amount of
the asset exceeds its estimated fair value.

Acquired In-process Research and Development

Costs to acquire in-process research and development technologies which have no alternative future
use and which have not reached technological feasibility at the date of acquisition are expensed as incurred
(see Note 12, Business acquisitions).

Foreign Currency EÅects

The functional currency for our foreign operations is the local currency. The Ñnancial statements of
foreign subsidiaries have been translated into United States dollars. Asset and liability accounts have been
translated using the exchange rate in eÅect at the balance sheet date. Revenue and expense accounts have
been translated using the average exchange rate for the period. The gains and losses associated with the
translation of the Ñnancial statements resulting from the changes in exchange rates from period to period
have been reported in other comprehensive income or loss. To the extent assets and liabilities of the
foreign operations are realized or the foreign operations are expected to pay back the intercompany debt in
the foreseeable future, amounts previously reported in other comprehensive income or loss would be
included in net income or loss in the period in which the transaction occurs. Transaction gains or losses
are included in net income or loss in the period in which they occur.

Accounting for Income Taxes

We have recorded a tax valuation allowance to reduce our deferred tax assets to the amount that is
expected to be realized. While we have considered future taxable income and ongoing prudent and feasible
tax planning strategies in assessing the need for the valuation allowance, in the event we were to determine
that we would be able to realize our deferred tax assets in the future in excess of its net recorded amount,
an adjustment to the deferred tax asset would increase income in the period such determination was made.
Likewise, should we determine that we would not be able to realize all or part of our net deferred tax asset
in the future, an adjustment to the deferred tax asset would be charged to income in the period such
determination was made.

Restructuring and Related Charges

We have recorded restructuring costs to align our cost structure with changing market conditions.
These restructuring plans resulted in a reduction in headcount and consolidation of facilities through the
closing of excess oÇces. Our restructuring costs included accruals for the estimated loss on facilities that
we intend to sublease based on estimates of the timing and amount of sublease income. We reassess this
liability each period based on market conditions. Revisions to our estimates of this liability could
materially impact our operating results and Ñnancial position in future period if anticipated events and key
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assumptions, such as the timing and amounts of sublease rental income, either change or do not
materialize.

Litigation and Contingencies

We are subject to the possibility of various loss contingencies arising in the ordinary course of
business. We consider the likelihood of loss or impairment of an asset or the incurrence of a liability, as
well as our ability to reasonably estimate the amount of loss in determining loss contingencies. An
estimated loss contingency is accrued when it is probable that an asset has been impaired or a liability has
been incurred and the amount of loss can be reasonably estimated. We regularly evaluate current
information available to us to determine whether such accruals should be adjusted.

RESULTS OF OPERATIONS

The following table summarizes the results of our operations for each of the past three Ñscal years
(all percentages are calculated using the underlying data in thousands):

March 31, Percentage March 31, Percentage March 31,
2004 Change 2003 Change 2002

($ in thousands)

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 194,525 (1.1)% 196,754 0.4% 195,996

Gross proÑtÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 137,727 (9.8)% 152,629 1.0% 151,101

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 70.8% 77.6% 77.1%

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏ 167,488 2.0% 164,290 (30.7)% 237,147

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 86.1% 83.5% 121.0%

Operating loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (29,761) (155.2)% (11,661) (86.4)% (86,046)

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (15.3)% (5.9)% (43.9)%

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (27,911) (221.4)% (8,585) (89.6)% (82,709)

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (14.3)% (4.4)% (42.2)%

During Ñscal year 2004, our total revenue decreased slightly to $194.5 million from $196.8 million in
Ñscal year 2003, and $196.0 million in Ñscal year 2002. Our Ñscal year 2004 license revenue was negatively
impacted by the continued uncertainty in information technology spending and lower-than-anticipated
Americas license revenue. Additionally, we entered the Ñrst quarter of Ñscal year 2004 with our quota
bearing sales headcount down approximately 10%, which resulted in lower than anticipated Americas
license revenue, particularly in the Ñrst half of the year. The decrease in license revenue in Ñscal year 2004
was partially oÅset by an increase in maintenance and professional services revenue. In addition, during the
last three quarters of Ñscal 2004, license and total revenue increased sequentially in each quarter, both in
the Americas and on a worldwide consolidated basis.

Our net loss increased to $27.9 million in Ñscal year 2004 from $8.6 million in Ñscal year 2003 due,
primarily, to a decrease in license revenue, an increase in professional services costs, the addition of in-
process research and development and intangibles amortization related to the acquisitions in October 2003
and the settlement of an intellectual property matter in March 2004. Our net loss decreased from
$82.7 million in Ñscal year 2002 to $8.6 million in Ñscal year 2003 due, primarily, to the cessation of
amortization of goodwill and indeÑnite lived intangibles, reduced sales and marketing costs, lower charges
for impairment of equity investments and reduced restructuring and related charges.
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Revenue

The following table summarizes webMethods' revenue for each of the past three Ñscal years:

March 31, Percentage March 31, Percentage March 31,
2004 Change 2003 Change 2002

($ in thousands)

License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 97,282 (16.9)% $117,066 (3.9)% $121,803

Professional services ÏÏÏÏÏÏÏÏÏÏÏÏ 43,923 31.6% 33,378 (6.8)% 35,800

Maintenance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 53,320 15.1% 46,310 20.6% 38,393

Total revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $194,525 (1.1)% $196,754 0.4% $195,996

The following table summarizes webMethods' net revenue by geographic region for each of the past
three Ñscal years:

March 31, Percentage March 31, Percentage March 31,
2004 Change 2003 Change 2002

($ in thousands)

Americas ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $114,508 (14.4)% $133,756 (6.5)% $143,003

Europe ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 44,965 23.7% 36,351 1.9% 35,666

Japan ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 20,456 33.9% 15,274 130.3% 6,632

Asia PaciÑc ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 14,597 28.4% 11,373 6.3% 10,695

Total revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $194,525 (1.1)% $196,754 0.4% $195,996

Our total revenue decreased by $2.2 million, or 1%, in Ñscal year 2004 from Ñscal year 2003, and
increased by $758,000 or less than 1% in Ñscal year 2003 from Ñscal year 2002. Our ability to maintain our
software license revenue, a major component of revenue, continued to be impacted by the economic
downturn and uncertainty in information technology spending, particularly in the Americas, as well as the
impact of our quota bearing sales representatives in the Americas being down approximately 10% at the
beginning of Ñscal year 2004 and lower-than-anticipated license revenue in the Americas, particularly in
the Ñrst half of Ñscal year 2004. Many enterprises continue to be cautious and subject information
technology (IT) purchases to more rigorous internal reviews and approvals, which often result in longer
sales cycles, the postponement of IT projects or customers placing smaller orders. Total revenue included a
$9.2 million positive foreign currency impact from certain international markets in Ñscal year 2004, which
had minimal impact on operating margins because total cost of revenue and operating expenses in Ñscal
year 2004 were negatively impacted by approximately $9.2 million due to foreign currency Öuctuations. In
addition, license revenue and total revenue increased sequentially in each of the last three quarters of our
Ñscal year, both in the Americas and on a worldwide consolidated basis. These increases in the last two
quarters of Ñscal year 2004 were due in part to sales of the products we acquired in connection with the
three acquisitions completed in October 2003.

Professional services revenue increased by $10.5 million, or 32%, to $43.9 million, for Ñscal year 2004
compared to $33.4 million for Ñscal year 2003. This increase was primarily due to an increase in the
volume and/or size of customer engagements, the increased use of subcontractors and, to a lesser extent, a
$2.0 million positive foreign currency impact. In Ñscal year 2003, professional services revenue decreased
7%, to $33.4 million, from $35.8 million in Ñscal year 2002.

Maintenance revenue increased $7.0 million, or 15%, from $46.3 million to $53.3 million in Ñscal year
2004, and $7.9 million, or 21%, from $38.4 million to $46.3 million in Ñscal year 2003. This increase is due
primarily to the increase in customers licensing our software and the cumulative eÅect of agreements for
post-contract maintenance and support, which is recognized as revenue ratably over the term of the
contract. Additionally, more customers have moved to our 24x7 support plans given the mission critical
nature of their integration projects. Furthermore, the increase in maintenance revenue was partially due to
a $2.1 million foreign currency impact.
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In Ñscal year 2004, revenue from the Americas declined $19.3 million, or 14%, from $133.8 million to
$114.5 million due primarily to the uncertainty in information technology spending as well as the lower
number of quota bearing sales representatives at the beginning of the Ñrst quarter of Ñscal year 2004, as
described above. Total revenue from Europe, Asia PaciÑc and Japan (""international revenue'') increased
$17.0 million to $80.0 million and included a $9.2 million positive foreign currency impact. International
revenue accounted for 41% of our total revenue in Ñscal year 2004 as compared to 32% and 27% in 2003
and 2002, respectively.

Gross ProÑt

The following table summarizes our gross proÑt, excluding stock based compensation, by type of
revenue for each of the past three Ñscal years:

Fiscal Year Ended

March 31, March 31, March 31,
2004 2003 2002

License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 96% 98% 98%

Professional services and maintenance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 45% 47% 43%

Total revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 71% 78% 77%

Our total gross proÑt, excluding stock based compensation, decreased to 71% in Ñscal year 2004 from
78% and 77% in Ñscal years 2003 and 2002, respectively. This decrease was primarily due to a decrease in
license revenue as a percent of total revenue, an increase in the total cost of professional services and
maintenance as compared to Ñscal year 2003 and an increase in cost of revenue due to amortization of
intangibles of $1.2 million related to the October 2003 acquisitions.

Our cost of license revenue consists of royalties for products embedded in our software licensed from
third parties. In addition, we acquired certain technology in Ñscal year 2004 that resulted in amortization
of intangibles in the amount of $1.2 million, which is included in our license margin. Accordingly, our
gross proÑt on license revenue was approximately 96% in Ñscal year 2004, as compared to 98% in Ñscal
years 2003 and 2002.

Our cost of professional services and maintenance consists primarily of costs related to internal
professional services and support personnel, and subcontractors hired to provide implementation and
support services. Our gross proÑt on maintenance and services, excluding stock based compensation, was
45%, 47% and 43% in Ñscal years 2004, 2003 and 2002, respectively. Our gross proÑt, excluding stock
based compensation, in Ñscal year 2004 was negatively impacted by an increase in subcontractor activity
and nonbillable travel, training and other activities as well as a decrease in billing rates. Our gross proÑt,
excluding stock based compensation, in Ñscal year 2002 was negatively impacted due to increases in the
number of professional service and technical support personnel, and, to a lesser extent, an increase in
subcontractor and travel expenses.
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Operating Expenses

The following table presents certain information regarding webMethods' operating expenses during
each of the past three Ñscal years:

Fiscal Year Ended

March 31, Percentage March 31, Percentage March 31,
2004 Change 2003 Change 2002

($ in thousands)

Operating Expenses:

Sales and marketing* ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 91,325 (1.2)% $ 92,958 (12.6)% $106,377

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 47.0% 47.2% 54.3%

Research and development*ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 45,045 (5.1)% 47,441 (4.4)% 49,634

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 23.2% 24.1% 25.3%

General and administrative* ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,873 0.2% 17,831 (8.0)% 19,372

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9.2% 9.1% 9.9%

Stock based compensation and warrant
charge** ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,791 (28.5)% 3,905 (75.3)% 15,824

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.4% 2.0% 8.1%

Restructuring and related charges ÏÏÏÏÏÏÏÏÏÏÏ 3,920 (81.9)% 2,155 (70.2)% 7,243

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2.0% 1.1% 3.7%

Amortization of goodwill and intangibles ÏÏÏÏÏ Ì 0.0% Ì (100.0)% 38,697

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 0.0% 0.0% 19.7%

In-process research and development ÏÏÏÏÏÏÏÏ 4,284 100.0% Ì 0.0% Ì

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2.2% 0.0% 0.0%

Settlement of intellectual property matter ÏÏÏÏ 2,250 100.0% Ì 0.0% Ì

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.2% 0.0% 0.0%

Operating expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $167,488 2.0% $164,290 (30.7)% $237,147

% of total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 86.1% 83.5% 121.0%

* Excludes stock based compensation and warrant charge if applicable.

** Includes stock based compensation that would be included in sales and marketing, research and
development and general and administrative expense and warrant charge that would be included in
sales and marketing expense.

Our operating expenses are primarily classiÑed as sales and marketing, research and development and
general and administrative. Each category includes related expenses for compensation, employee beneÑts,
professional fees, travel, communications and allocated facilities, recruitment and overhead costs. Our sales
and marketing expenses also include expenses which are speciÑc to the sales and marketing activities, such
as commissions, trade shows, public relations, business development costs, promotional costs and marketing
collateral. Also included in our operating expenses is the amortization of deferred stock compensation and
deferred warrant charge, restructuring and related charges, amortization of goodwill and intangibles,
settlement of intellectual property matter and in-process research and development. Total cost of revenue
and operating expenses for Ñscal year 2004 were negatively impacted by approximately $9.2 million due to
foreign currency Öuctuations. This negative expense impact was oÅset by an approximately $9.2 million
positive foreign currency impact to total revenue, resulting in minimal impact to operating margins in Ñscal
year 2004.

Operating expenses, excluding stock based compensation and warrant charge, in-process research and
development, settlement of intellectual property matter and restructuring and related charges, totaled
$154.2 million in Ñscal year 2004, a decrease of $4.0 million, or 3%, from Ñscal year 2003 due to our
continued focus on expense management despite a $5.1 million negative foreign currency impact.

35



Operating expenses, excluding stock based compensation and warrant charge, amortization of goodwill and
intangibles and restructuring and related charges, totaled $158.2 million in Ñscal year 2003, as compared to
$175.4 million in Ñscal year 2002. The 10% decrease in those operating expenses from Ñscal year 2002 to
Ñscal year 2003 was primarily due to our intense focus on expense management following a restructuring in
Ñscal year 2003. We increasingly focused on expense management and reduced our quarterly Ñscal year
2003 operating expenses, excluding stock based compensation and warrant charge and restructuring and
related charges, by 15%, from $49.4 million in the Ñrst Ñscal quarter to $42.2 million in the fourth Ñscal
quarter.

Sales and marketing expense, excluding stock based compensation and warrant charge, was 47%, 47%
and 54% of total revenue in Ñscal years 2004, 2003 and 2002, respectively. In Ñscal year 2004, sales and
marketing expense, excluding stock based compensation and warrant charge, decreased to $91.3 million
from $93.0 million in Ñscal year 2003. This decrease was primarily due to a decrease in personnel costs,
commission expense, travel expense and sales assistance fees paid to partners oÅset by increases in
marketing program costs, professional services and recruiting expenses. In addition, these decreases were
further oÅset by a $4.7 million increase in expenses due to the foreign currency impact. In Ñscal year
2003, sales and marketing expense, excluding stock based compensation and warrant charge, decreased to
$93.0 million from $106.0 million in Ñscal year 2002. This decrease was primarily due to a decrease in the
employee compensation and beneÑt expense arising from decreased average headcount, and decreases in
sales assistance fees paid to partners, marketing program costs, recruiting expenses and commission
expense.

Research and development expense, excluding stock based compensation, was 23%, 24% and 25% of
total revenue in Ñscal years 2004, 2003 and 2002, respectively. In Ñscal year 2004, research and
development expense, excluding stock based compensation, decreased $2.4 million primarily due to
continued reduction in the use of outside contractors and reduced personnel costs oÅset by an increase in
recruiting costs. In Ñscal year 2003, research and development expense, excluding stock based
compensation, decreased $2.2 million primarily due to reduced personnel cost, reduced travel expenses and
the reduction in the use of outside contractors. This increase was oÅset by a reduction in third-party
development expenses.

General and administrative expense, excluding stock based compensation, as a percentage of total
revenue, was 9% for Ñscal years 2004 and 2003 and 10% for Ñscal year 2002. In Ñscal year 2004, general
and administrative expenses, excluding stock based compensation, increased $42,000 from Ñscal year 2003
to $17.9 million. During this period, general and administrative expenses were negatively aÅected by a
$400,000 unfavorable foreign currency impact, which was oÅset by equivalent favorable decreases in
miscellaneous costs. In Ñscal year 2003, general and administrative expense, excluding stock based
compensation, decreased $1.5 million from Ñscal year 2002 to $17.8 million. This decrease is primarily due
to a reduction in the provision for doubtful accounts due to the improved quality and aging of our accounts
receivable. This decrease was partially oÅset by employee compensation and beneÑt expense related to
increased average headcount.

Stock based compensation and warrant charge was $2.8 million, $4.2 million and $16.3 million in
Ñscal years 2004, 2003 and 2002, respectively, of which $56,000, $251,000, and $436,000 was included in
cost of sales. Deferred stock based compensation and warrant charge was recorded for the following
transactions:

(i) In connection with the grant of stock options to employees and non-employee directors
during the Ñscal years ended March 31, 2000 and 1999, we recorded aggregate unearned
compensation of $15.5 million, representing the diÅerence between the deemed fair value of our
common stock at the date of grant and the exercise price of such options.

(ii) As a result of the acquisitions of Translink Software, Inc., Premier Software Technology,
Inc. and Alier, Inc. we recorded a deferred stock compensation charge of $27.9 million related to
restricted stock issued to stockholders of the acquired companies.
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(iii) In connection with the acquisition of Active Software, in August 2000, 50% of Active
Software's remaining options vested upon consummation of the merger which resulted in an
acceleration of amortization of deferred stock compensation.

(iv) In March 2001 we entered into an OEM/Reseller agreement with i2 Technologies (i2) and
issued a warrant which, as amended, permits i2 to purchase 710,000 shares of our common stock at
an exercise price of $28.70 per share. The fair value of the warrant was based on the Black-Scholes
valuation model was $23.6 million on the date of issuance which has been recorded as a deferred
warrant charge. As part of the agreement, i2 will pay us Original Equipment Manufacturer (OEM)
fees of $10.0 million over the term of the OEM/Reseller agreement which will be recorded as a
reduction to the deferred warrant charge and will not be recorded as revenue. In March 2004, we
amended our OEM/Reseller agreement with i2. We extended the term of the agreement by one year
to March 2006 and also reduced the number of required webMethods on-site resources from 10 to 1
which resulted in a corresponding reduction of $1.3 million in OEM fees due under the agreement.
Due to this change in the agreement, the amortization of the remaining unamortized deferred warrant
charge has been changed from 4 years to 5 years to coincide with the new payment schedule,
resulting in a decrease in the annual amortization of $757,000 from $3,402,000 to $2,645,000.
Additionally, we made changes relating to the sharing of revenue related to maintenance.

The deferred stock compensation and warrant charge is presented as a reduction of stockholders'
equity and is amortized over the vesting period of the applicable equity arrangement and is shown by
expense category.

During our third quarter of Ñscal year 2004 (the quarter ended December 31, 2003), we reduced
headcount by 39 employees representing a decrease of approximately 4%. In connection with this reduction
we recorded a restructuring charge of $1.3 million, of which we have paid $1.2 million. During our fourth
quarter of Ñscal year 2004 (the quarter ended March 31, 2004), we reduced headcount by 20 employees
representing a decrease of approximately 2%. In connection with this reduction we recorded a restructuring
charge of $2.6 million, consisting of $850,000 for headcount reductions and $1.8 million for other related
restructuring charges. These reductions in headcount were more than oÅset by increases in headcount
related to the acquisitions and purchase of technology previously discussed and were part of an overall plan
to further align our costs relative to these investments and the overall strategy of the company.

During Ñscal year 2001 and the Ñrst quarter of Ñscal year 2002 (the quarter ended June 30, 2001), we
increased personnel and infrastructure costs as we experienced signiÑcant growth in revenue and demand
for our software and services and anticipated that growth to continue. We then reassessed the demand for
our software and services and, in early July 2001, took decisive actions to reduce our operating expenses to
realign our cost structure to address the changing market conditions resulting from the slow down in the
global economy. As part of this action, we reduced headcount by 14%, or 150 employees, through a
reduction in force, closed excess sales oÇces and consolidated our California facilities into two locations.
The headcount reductions were across all departments with the exception of customer support. We
recorded a restructuring charge of $7.2 million, consisting of $2.5 million for headcount reductions,
$4.0 million for consolidation of facilities, and $700,000 for other related restructuring charges. Of these
amounts, we have paid $6.3 million since implementing the restructuring. The remaining restructuring
charges of $917,000 related to rent on the excess facilities, and will be paid over the remaining rental
period extending through March 2008. During the third quarter of Ñscal year 2003 (the quarter ended
December 31, 2002), we reduced headcount by 43 employees to 889, a 5% decrease. In connection with
this reduction, we recorded a restructuring charge of $2.2 million, of which we have paid $1.6 million.

We recorded goodwill and intangible assets in connection with the acquisition of Premier and
Translink in Ñscal year 2001. Amortization of goodwill and acquired intangibles was $38.7 million in Ñscal
year 2002. The estimated useful life of the goodwill and the acquired intangibles was three years for
trained and acquired assembled workforce, one year for license agreements, two years for non-compete
agreements, three years for goodwill and four years for favorable lease terms. Amortization of the goodwill
and indeÑnite lived intangibles ceased beginning April 1, 2002 upon our adoption of SFAS 142.
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We incurred an in-process research and development charge of $4.3 million for Ñscal year 2004.
There was no in-process research and development charge for Ñscal years 2003 and 2002. The $4.3 million
charge during Ñscal year 2004 consists of: (i) a one-time charge of $3.1 million recorded in connection
with the acquisition and write-oÅ of The Dante Group technology and (ii) a one-time charge of
$1.2 million recorded in connection with the acquisition and write-oÅ of The Mind Electric technology.
We also incurred a $2.25 million charge in Ñscal year 2004 related to the settlement of an intellectual
property matter, which is described in Item 3, Legal Proceedings, in this report.

Interest income

Interest income decreased by approximately $1.9 million or 40% to $2.9 million for Ñscal year 2004
from $4.7 million for Ñscal year 2003. Interest income decreased by approximately $4.4 million or 48% to
$4.7 million for Ñscal year 2003 from $9.1 million for Ñscal year 2002. These decreases for both periods
were primarily attributable to lower interest rates on corporate paper, bonds and money market funds
compared to those in the same period in the prior year.

Interest expense

Interest expense is primarily due to equipment leasing arrangements in the Americas. During Ñscal
year 2004, interest expense decreased $469,000 to $205,000 from $674,000 during Ñscal year 2003 due to
the completion of previously established leases and lower rates on leases initiated during Ñscal 2004.
During Ñscal year 2003 interest expense increased $121,000 to $674,000 from $553,000 during Ñscal year
2002. This increase was primarily due to the continued addition of new leases during Ñscal 2003.

Other income (expense), net

Other income (expense), net includes gains and losses on foreign currency transactions. During Ñscal
year 2004 our foreign currency transaction loss increased $491,000 to $473,000 from an $18,000 gain in
Ñscal 2003. This was primarily due to U.S. Dollar based contracts in Europe and U.S. Dollar cash
accounts held by operating subsidiaries in Europe and Japan. During Ñscal 2002 we experienced a $26,000
foreign currency transaction loss.

Impairment of equity investment in private companies

We recognized an other-than-temporary decline in value of $1.0 million in one private company
investment and $5.2 million in four private company equity investments for Ñscal years 2003 and 2002,
respectively. There was no further impairment of these investments for Ñscal year 2004.

Income taxes

We have recorded a valuation allowance for the full amount of our net deferred tax assets, as the
realizability of the deferred tax assets is not currently predictable.

As of March 31, 2004, we had net operating loss carry-forwards of approximately $276.9 million.
These net operating loss carry-forwards are available to reduce future taxable income and begin to expire
in Ñscal year 2007. Under the provisions of the Internal Revenue Code, certain substantial changes in our
ownership have limited the amount of net operating loss carry-forwards that could be utilized annually in
the future to oÅset taxable income.

For Ñscal year 2004, our operations in Japan incurred tax expense of $323,000 after fully utilizing its
net operating losses generated in prior years.
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Quarterly results of operations

The following tables set forth consolidated statement of operations data for each of the eight quarters
ended March 31, 2004, as well as that data expressed as a percentage of the total revenue for the quarters
presented. This information has been derived from our unaudited consolidated Ñnancial statements. The
unaudited consolidated Ñnancial statements have been prepared on the same basis as the audited
consolidated Ñnancial statements contained elsewhere in this report and include all adjustments, consisting
only of normal recurring adjustments that we consider necessary for a fair presentation of such
information. You should read this information in conjunction with our annual audited consolidated
Ñnancial statements and related notes appearing elsewhere in this report. Historical results may not be
indicative of future results.

Three Months Ended

Mar. 31, Dec. 31, Sept. 30, June 30, Mar. 31, Dec. 31, Sept. 30, June 30,
2004 2003 2003 2003 2003 2002 2002 2002

(In thousands)

Revenue:
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $28,418 $ 25,037 $22,025 $21,802 $27,982 $33,940 $26,475 $28,669
Professional servicesÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,262 11,210 10,578 8,873 8,641 7,951 8,584 8,202
Maintenance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 14,133 13,851 12,786 12,550 12,478 11,919 11,103 10,810

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏ 55,813 50,098 45,389 43,225 49,101 53,810 46,162 47,681

Cost of revenue:
Amortization of intangibles ÏÏÏÏÏÏÏ 600 599 Ì Ì Ì Ì Ì Ì
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 588 601 555 467 512 765 525 135
Professional services and

maintenance:
Stock based compensationÏÏÏÏÏÏ Ì 12 22 22 34 65 76 76
Other professional services and

maintenance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,656 13,614 12,403 11,659 10,593 10,409 10,668 10,267

Total cost of revenue ÏÏÏÏÏÏ 16,844 14,826 12,980 12,148 11,139 11,239 11,269 10,478

Gross proÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 38,969 35,272 32,409 31,077 37,962 42,571 34,893 37,203

Operating expenses:
Sales and marketing:

Stock based compensation and
warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏ 663 689 721 696 912 896 983 970

Other sales and marketingÏÏÏÏÏÏ 22,791 24,617 21,467 22,450 21,747 24,309 22,592 24,310
Research and development:

Stock based compensationÏÏÏÏÏÏ Ì 5 10 Ì 12 26 40 19
Other research and development 11,542 11,446 10,857 11,200 11,282 12,059 11,821 12,279

General and administrative:
Stock based compensationÏÏÏÏÏÏ Ì 1 3 3 3 Ì 23 21
Other general and administrative 4,593 4,333 4,524 4,423 4,780 4,758 4,228 4,065

Restructuring and related charges 2,605 1,315 Ì Ì (82) 2,237 Ì Ì
In-process research and

development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 4,284 Ì Ì Ì Ì Ì Ì
Settlement of intellectual property

matter ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,250 Ì Ì Ì Ì Ì Ì Ì

Total operating expenses ÏÏÏ 44,444 46,690 37,582 38,772 38,654 44,285 39,687 41,664

Operating loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (5,475) (11,418) (5,173) (7,695) (692) (1,714) (4,794) (4,461)
Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 575 549 721 1,006 921 1,105 1,244 1,462
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (42) (56) (17) (90) (129) (193) (245) (107)
Other (expense)/incomeÏÏÏÏÏÏÏÏÏÏÏ (288) (198) (5) 18 57 63 (86) (16)
Impairment of equity investments in

private companiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì (1,000) Ì

(Loss)/income before income taxes (5,230) (11,123) (4,474) (6,761) 157 (739) (4,881) (3,122)
Provision for income taxes ÏÏÏÏÏÏÏ 323 Ì Ì Ì Ì Ì Ì Ì

Net (loss)/incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(5,553) $(11,123) $(4,474) $(6,761) $ 157 $ (739) $(4,881) $(3,122)
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As a Percentage of Total Revenue

Mar. 31, Dec. 31, Sept. 30, June 30, Mar. 31, Dec. 31, Sept. 30, June 30,
2004 2003 2003 2003 2003 2002 2002 2002

Revenue:
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 50.9% 50.0% 48.5% 50.4% 57.0% 63.1% 57.4% 60.1%
Professional services ÏÏÏÏÏÏÏÏÏÏÏÏÏ 23.8 22.4 23.3 20.6 17.6 14.8 18.6 17.2
MaintenanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 25.3 27.6 28.2 29.0 25.4 22.1 24.0 22.7

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏ 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Cost of revenue:
Amortization of intangibles ÏÏÏÏÏÏÏ 1.0 1.2 Ì Ì Ì Ì Ì Ì
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.1 1.2 1.2 1.0 1.0 1.4 1.1 0.3
Professional services and

maintenance:
Stock based compensation ÏÏÏÏÏÏ Ì Ì 0.1 0.1 0.1 0.1 0.2 0.2
Other professional services and

maintenanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 28.1 27.2 27.3 27.0 21.6 19.4 23.1 21.5

Total cost of revenue ÏÏÏÏÏÏ 30.2 29.6 28.6 28.1 22.7 20.9 24.4 22.0

Gross proÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 69.8 70.4 71.4 71.9 77.3 79.1 75.6 78.0

Operating expenses:
Sales and marketing:

Stock based compensation and
warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.2 1.4 1.6 1.6 1.9 1.7 2.1 2.0

Other sales and marketing ÏÏÏÏÏÏ 40.8 49.1 47.3 51.9 44.3 45.2 48.9 51.0
Research and development:

Stock based compensation ÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì 0.1 Ì
Other research and development 20.7 22.9 23.9 25.9 23.0 22.4 25.6 25.8

General and administrative:
Stock based compensation ÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì Ì
Other general and administrative 8.2 8.7 10.0 10.2 9.7 8.8 9.3 8.6

Restructuring and related charges ÏÏ 4.7 2.7 Ì Ì (0.2) 4.2 Ì Ì
In-process research and

development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 8.6 Ì Ì Ì Ì Ì Ì
Settlement of intellectual property

matter ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4.0 Ì Ì Ì Ì Ì Ì Ì

Total operating expensesÏÏÏÏ 79.6 93.2 82.8 89.7 78.7 82.3 86.0 87.4

Operating loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (9.8) (22.8) (11.4) (17.8) (1.4) (3.2) (10.4) (9.4)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.0 1.1 1.6 2.3 1.9 2.1 2.7 3.1
Interest expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (0.1) (0.1) Ì (0.2) (0.3) (0.4) (0.5) (0.2)
Other (expense)/income ÏÏÏÏÏÏÏÏÏÏÏ (0.5) (0.4) Ì Ì 0.1 0.1 (0.2) Ì
Impairment of equity investments in

private companies ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì (2.2) Ì

(Loss)/income before income taxes ÏÏ (9.4) (22.2) (9.9) (15.6) 0.3 (1.4) (10.6) (6.6)
Provision for income taxes ÏÏÏÏÏÏÏÏÏÏ (0.6) Ì Ì Ì Ì Ì Ì Ì

Net (loss)/income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (10.0)% (22.2)% (9.9)% (15.6)% 0.3% (1.4)% (10.6)% (6.6)%

LIQUIDITY AND CAPITAL RESOURCES

As of March 31, 2004 we had cash, cash equivalents and short-term and long-term securities available
for sale in the amount of $155.9 million as compared to $201.6 million as of March 31, 2003. This
decrease was due in part to $32.4 million of net cash used in connection with the acquisitions of two
business and the purchase of technology previous discussed. The decrease in working capital is primarily
due to increased cash used in operations, the reinvestment of certain marketable securities which were
previously short term in nature but have now been reinvested for longer terms, and increases in accounts
payable and accrual balances oÅset by a decrease in cash used in investing activities at March 31, 2004 as
compared to March 31, 2003.

Net cash used in operating activities was $17.7 million, $12.8 million, and $4.1 million in Ñscal years
2004, 2003 and 2002, respectively. The increase in cash used in operating activities during Ñscal year 2004
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compared to Ñscal year 2003 was due primarily to a larger net loss, oÅset by decreases in cash used for
accounts payable, accrued expenses and accrued salaries and commissions, and decreases in deferred
revenue balances and an increase in the accounts receivable balance.

Net cash provided by investing activities was $7.1 million in Ñscal year 2004 and net cash used in
investing activities was $11.7 million and $21.2 million in Ñscal years 2003 and 2002, respectively. Cash
provided by investing activities in Ñscal year 2004 primarily reÖects net sales of marketable securities oÅset
by $32.4 million in cash used for the acquisition of businesses and technology and $2.7 million in capital
expenditure. Cash used in investing activities in Ñscal year 2003 and 2002 primarily reÖects purchases of
property and equipment and net purchases of marketable securities oÅset in Ñscal 2002 by $2.0 million in
proceeds from the repayment of an investment in a private company. Capital expenditures were
$2.7 million, $3.0 million, and $5.9 million in Ñscal years 2004, 2003 and 2002, respectively. Capital
expenditures consisted of purchases of operating resources to manage operations, including computer
hardware and software, oÇce furniture and equipment and leasehold improvements. Since inception, we
have generally funded capital expenditures either through capital leases and the use of working capital.

Net cash provided by Ñnancing activities was $3.3 million, $4.4 million and $14.4 million in Ñscal
years 2004, 2003 and 2002, respectively. These cash Öows primarily reÖect net cash proceeds from
exercises of stock options and net cash proceeds from Employee Stock Purchase Plan (ESPP) common
stock issuances oÅset by payments on capital leases. Net cash proceeds from exercises of stock options
were $3.0 million, $2.6 million and $10.5 million in Ñscal years 2004, 2003 and 2002 respectively. Net cash
proceeds from ESPP common stock issuances were $2.5 million, $3.0 million and $5.0 million in Ñscal
years 2004, 2003 and 2002 respectively. Payments on capital leases were $3.3 million, $4.9 million and
$3.1 million in Ñscal years 2004, 2003 and 2002, respectively.

We have a line of credit to borrow up to a maximum principal amount of $20,000,000 with a maturity
date of October 10, 2004, which we expect to renew. Any borrowings under this line bear interest at the
bank's prime rate per annum. As of March 31, 2004, we had not borrowed against this line of credit. In
connection with the line of credit, we have a letter of credit totaling $235,000 related to an oÇce lease.
Borrowings under this line are limited to 80% of eligible accounts receivable. Interest is payable on the
unpaid principal balance at the bank's prime rate.

We believe that our existing working capital and our line of credit will be suÇcient to meet our
working capital and operating resource expenditure requirements for at least the next twelve months.
However, we may utilize cash resources to fund acquisitions or investments in complementary businesses,
technologies or product lines. In the event additional Ñnancing is required, we may not be able to raise it
on acceptable terms or at all.

RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS

In November 2002, the EITF reached a consensus on EITF No. 00-21, ""Revenue Arrangements with
Multiple Deliverables''. EITF No. 00-21 addresses certain aspects of the accounting by a vendor for
arrangements under which the vendor will perform multiple revenue-generating activities. EITF No. 00-21
will be eÅective for interim periods beginning after June 15, 2003. We adopted EITF No. 00-21 and have
determined that it has no impact on our Ñnancial position, results of operations or cash Öows.

In January 2003, the Financial Accounting Standards Board issued Interpretation No. 46 (FIN
No. 46), ""Consolidation of Variable Interest Entities, an Interpretation of ARB No. 51,'' which relates to
the identiÑcation of, and Ñnancial reporting for, variable-interest entities (VIEs). FIN No. 46 has far-
reaching eÅects and applies to new entities that are created after January 31, 2003, as well as to existing
VIEs no later than the beginning of the Ñrst interim or annual reporting period that starts after July 1,
2003. The adoption of this standard did not have a material impact on our Ñnancial position, results of
operations and cash Öows.

In May 2003, the Financial Accounting Standards Board issued SFAS No. 150 (SFAS 150),
""Accounting for Certain Financial Instruments with Characteristics of Both Liabilities and Equity.'' SFAS
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150 requires that certain instruments with certain characteristics be classiÑed as liabilities as opposed to
equity. This statement is eÅective for Ñnancial instruments entered into or modiÑed after May 30, 2003,
and otherwise is eÅective July 1, 2003. The adoption of this standard did not have a material impact on
our Ñnancial position, results of operations and cash Öows.

Item 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to a variety of risks, including changes in interest rates aÅecting the return on our
investments and foreign currency Öuctuations. We have established policies and procedures to manage our
exposure to Öuctuations in interest rates and foreign currency exchange rates.

Interest rate risk. We maintain our funds in money market accounts, corporate bonds, commercial
paper, Treasury notes and agency notes. Our exposure to market risk due to Öuctuations in interest rates
relates primarily to our interest earnings on our cash deposits. These securities are subject to interest rate
risk inasmuch as their fair value will fall if market interest rates increase. If market interest rates were to
increase immediately and uniformly by 10% from the levels prevailing as of March 31, 2004, the fair value
of the portfolio would not decline by a material amount. We do not use derivative Ñnancial instruments to
mitigate risks. However, we do have an investment policy that would allow us to invest in short-term and
long-term investments such as money market instruments and corporate debt securities. Our policy
attempts to reduce such risks by typically limiting the maturity date of such securities to no more than
twenty-four months with a maximum average maturity to our whole portfolio of such investments at twelve
months, placing our investments with high credit quality issuers and limiting the amount of credit exposure
with any one issuer.

Foreign currency exchange rate risk. Our exposure to market risk due to Öuctuations in foreign
currency exchange rates relates primarily to the intercompany balances with our subsidiaries located in
Australia, Canada, United Kingdom, France, Germany, Japan, the Netherlands, South Korea, Hong Kong,
Malaysia and Singapore. Transaction gains or losses have not been signiÑcant in the past, and there is no
hedging activity on foreign currencies. We would not experience a material foreign exchange loss based on
a hypothetical 10% adverse change in the price of the euro, Great Britain pound, Singapore dollar,
Australian dollar, Malaysian ringgit, South Korean won, Canadian dollar or Japanese yen against the U.S.
dollar. Consequently, we do not expect that a reduction in the value of such accounts denominated in
foreign currencies resulting from even a sudden or signiÑcant Öuctuation in foreign exchange rates would
have a direct material impact on our Ñnancial position, results of operations or cash Öows.

Notwithstanding the foregoing, the direct eÅects of interest rate and foreign currency exchange rate
Öuctuations on the value of certain of our investments and accounts, and the indirect eÅects of Öuctuations
in foreign currency could have a material adverse eÅect on our business, Ñnancial condition and results of
operations. For example, international demand for our products is aÅected by foreign currency exchange
rates. In addition, interest rate Öuctuations may aÅect the buying patterns of our customers. Furthermore,
interest rate and currency exchange rate Öuctuations have broad inÖuence on the general condition of the
U.S. foreign and global economics, which could materially adversely aÅect our business, Ñnancial condition
results of operations and cash Öows.

Item 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The consolidated Ñnancial statements of webMethods are submitted on pages F-1 through F-27 of
this report.
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Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING
AND FINANCIAL DISCLOSURES

None.

Item 9A. CONTROLS AND PROCEDURES

As of March 31, 2004, webMethods' management, including our Chief Executive OÇcer and Chief
Financial OÇcer, have conducted an evaluation of the eÅectiveness of disclosure controls and procedures
pursuant to Exchange Act Rule 13a-15. Based on that evaluation, the Chief Executive OÇcer and Chief
Financial OÇcer have concluded that our disclosure controls and procedures are eÅective to ensure that
information we are required to disclose in reports that we Ñle or submit under the Securities Exchange Act
of 1934, as amended, is recorded, processed, summarized and reported within the time periods speciÑed in
Securities and Exchange Commission rules and forms. While webMethods continues the process of
documenting, testing and enhancing, where necessary or appropriate, its internal controls over Ñnancial
reporting, there have been no signiÑcant changes in internal controls, or in factors that could signiÑcantly
aÅect internal controls, during the quarter ended March 31, 2004 that have materially aÅected, or are
reasonably likely to materially aÅect, webMethods' internal control over Ñnancial reporting.
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PART III

The following information contained in the deÑnitive Proxy Statement of webMethods in connection
with our 2004 Annual Meeting of Stockholders is incorporated by reference into this report.

Item 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information regarding directors of webMethods will be set forth in the deÑnitive Proxy Statement for
webMethods' 2004 Annual Meeting of Stockholders, and is incorporated into this report by reference.
Information regarding executive oÇcers of webMethods is set forth in Item 1 of this report.

Item 11. EXECUTIVE COMPENSATION

Information regarding executive compensation will be set forth in the deÑnitive Proxy Statement for
webMethods' 2004 Annual Meeting of Stockholders, and is incorporated into this report by reference.

Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Information regarding security ownership of certain beneÑcial owners and management will be set
forth in the deÑnitive Proxy Statement for webMethods' 2004 Annual Meeting of Stockholders, and is
incorporated into this report by reference.

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Information regarding certain relationships and related transactions will be set forth in the deÑnitive
Proxy Statement for webMethods' 2004 Annual Meeting of Stockholders, and is incorporated into this
report by reference.

Item 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information regarding fees billed for services rendered by webMethods' independent accountants and
related information will be set forth in the deÑnitive Proxy Statement for webMethods' 2004 Annual
Meeting of Stockholders, and is incorporated into this report by reference.
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PART IV

Item 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K

(a) Documents Ñled as part of the report:

(1) Report of Independent Registered Public Accounting Firm

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS

Page

Report of Independent Registered Public Accounting Firm ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-1

Consolidated Balance Sheets at March 31, 2004 and 2003 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-2

Consolidated Statements of Operations and Comprehensive Loss for the years ended March 31,
2004, 2003 and 2002ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-3

Consolidated Statements of Changes in Stockholders' Equity for the years ended March 31, 2004,
2003 and 2002 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-4

Consolidated Statements of Cash Flows for the years ended March 31, 2004, 2003 and 2002ÏÏÏÏÏÏ F-5

Notes to Consolidated Financial Statements ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-6

(2) Financial Statement Schedules and Report Thereon

Schedule II Ì Valuation and Qualifying Accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ F-26

Report of Independent Registered Public Accounting Firm on Financial Statement ScheduleÏÏÏÏÏÏ F-27

(3) Exhibits

Exhibit
Number Description

2.1(1) Agreement and Plan of Merger dated as of May 20, 2000, by and among webMethods, Inc.,
Wolf Acquisition, Inc. and Active Software, Inc.

3.1(2) Fifth Amended and Restated CertiÑcate of Incorporation of webMethods, Inc., as amended

3.2(3) Amended and Restated Bylaws of webMethods, Inc.

4.1(3) Specimen certiÑcate for shares of webMethods, Inc. Common Stock

4.2(4) Rights Agreement dated as of October 18, 2001 between webMethods, Inc. and American
Stock Transfer & Trust Company

10.1(3) Second Amended and Restated Investor Rights Agreement

10.2(5) webMethods, Inc. Amended and Restated Stock Option Plan, as Amended

10.3(3) Employee Stock Purchase Plan

10.4(3) IndemniÑcation Agreement entered into between webMethods, Inc. and each of its directors

21.1* Subsidiaries of webMethods, Inc.

23.1* Consent of PricewaterhouseCoopers LLP

24 Power of Attorney (included on signature page of this report)

31.1* Rule 13a-14(a) CertiÑcation of Chief Executive OÇcer

31.2* Rule 13a-14(a) CertiÑcation of Chief Financial OÇcer

32.1* # Section 1350 CertiÑcation of Chief Executive OÇcer

32.2* # Section 1350 CertiÑcation of Chief Financial OÇcer
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(1) Incorporated by reference to webMethods' Registration Statement on Form S-4, as amended (File
No. 333-39572).

(2) Incorporated by reference to webMethods' Form 10-K for the year ended March 31, 2002 (File
No. 1-15681).

(3) Incorporated by reference to webMethods' Registration Statement on Form S-1, as amended (File
No. 333-91309).

(4) Incorporated by reference to webMethods' Registration Statement on Form 8-A (File No. 1-15681).

(5) Incorporated by reference to webMethods' Form 10-K for the year ended March 31, 2003 (File
No. 1-15681).

* Filed herewith.

#  This item is furnished as an exhibit to this report but is not Ñled with the Securities and Exchange
Commission.

(b) Reports on Form 8-K. The following reports on Form 8-K have been Ñled by webMethods,
Inc. since the beginning of its Ñscal quarter on January 1, 2004:

Date of Report Item No. Item Reported

January 21, 2004 7, 12 Press release dated January 21, 2004.
April 27, 2004 7, 12 Press release dated April 27, 2004.

(c) Exhibits. The exhibits required by this Item are listed under Item 15(a)(3).

(d) Financial Statement Schedule. The consolidated Ñnancial statement schedule required by this
Item is listed under Item 15(a)(2).

Schedule Description

II Valuation and Qualifying Accounts

All other schedules for which provision is made in the applicable accounting regulation of the
Securities and Exchange Commission are not required under the related instructions or are applicable, and
therefore have been omitted.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized, in the city of Fairfax, Virginia on June 11, 2004.

WEBMETHODS, INC.

By: /s/ PHILLIP MERRICK

Phillip Merrick
Chairman of the Board and

Chief Executive OÇcer

We, the undersigned oÇcers and directors of webMethods, Inc., hereby severally constitute and
appoint Phillip Merrick and Mary Dridi, and each of them individually, with full powers of substitution
and resubstitution, our true and lawful attorneys, with full power to them, to sign for us in our names in
the capacities indicated below, amendments to this report, and generally to do all things in our names and
on our behalf in such capacities to enable webMethods, Inc. to comply with the provisions of the
Securities Exchange Act of 1934, as amended, and all requirements of the Securities and Exchange
Commission.

Signature Title Date

/s/ PHILLIP MERRICK Chairman of the Board and Chief June 11, 2004
Executive OÇcerPhillip Merrick

/s/ MARY DRIDI Executive Vice President and Chief Financial June 11, 2004
OÇcer and TreasurerMary Dridi

/s/ GARY J. FERNANDES Director June 11, 2004

Gary J. Fernandes

/s/ JAMES P. GAUER Director June 11, 2004

James P. Gauer

/s/ R. JAMES GREEN Director June 11, 2004

R. James Green

/s/ WILLIAM A. HALTER Director June 11, 2004

William A. Halter

/s/ JERRY JASINOWSKI Director June 11, 2004

Jerry Jasinowski

/s/ JACK L. LEWIS Director June 11, 2004

Jack L. Lewis

/s/ GENE RIECHERS Director June 11, 2004

Gene Riechers

/s/ WILLIAM V. RUSSELL Director June 11, 2004

William V. Russell

/s/ ROBERT T. VASAN Director June 11, 2004

Robert T. Vasan
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
webMethods, Inc.

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements
of operations and comprehensive loss, changes in stockholders' equity and cash Öows present fairly, in all
material respects, the Ñnancial position of webMethods, Inc. and its subsidiaries at March 31, 2004 and
2003, and the results of their operations and their cash Öows for each of the three years in the period
ended March 31, 2004 in conformity with accounting principles generally accepted in the United States of
America. These Ñnancial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these Ñnancial statements based on our audits. We conducted our
audits of these statements 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 Ñnancial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the Ñnancial statements,
assessing the accounting principles used and signiÑcant estimates made by management, and evaluating the
overall Ñnancial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

As discussed in Note 1, eÅective on April 1, 2002, the Company adopted Statement of Financial
Accounting Standards No. 142, and accordingly, changed its method of accounting for goodwill and other
intangible assets.

/s/ PRICEWATERHOUSECOOPERS LLP

McLean, Virginia
May 28, 2004
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WEBMETHODS, INC.

CONSOLIDATED BALANCE SHEETS

Year Ended March 31,

2004 2003

(In thousands, except
share and per share data)

ASSETS
Current assets:

Cash and cash equivalentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 75,462 $ 79,702
Marketable securities available for sale ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 44,328 97,079
Accounts receivable, net of allowance of $2,103 and $2,850. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 47,050 43,691
Prepaid expenses and other current assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 6,398 7,562

Total current assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 173,238 228,034
Marketable securities available for sale ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 36,157 24,845
Property and equipment, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,106 12,068
Goodwill ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 46,704 29,838
Intangibles assets, net ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10,787 Ì
Other assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,130 9,651

Total assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 284,122 $ 304,436

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:

Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 11,055 $ 9,768
Accrued expenses ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,084 14,802
Accrued salaries and commissions ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11,560 11,648
Deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 36,785 39,649
Current portion of capital lease obligations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 909 2,743

Total current liabilitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 77,393 78,610
Capital lease obligations, net of current portion and other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 373 567
Other long term liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,000 Ì
Long term deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,802 6,700

Total liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 81,568 85,877

Commitments and contingencies
Stockholders' equity:

Common stock, $0.01 par value; 500,000,000 shares authorized; 52,746,722
and 51,766,572 shares issued and outstanding ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 527 518

Additional paid-in capital ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 521,455 515,828
Deferred stock compensation and warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (5,625) (9,450)
Accumulated deÑcit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (316,360) (288,449)
Accumulated other comprehensive income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,557 112

Total stockholders' equity ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 202,554 218,559

Total liabilities and stockholders' equity ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 284,122 $ 304,436

The accompanying notes are an integral part of these consolidated Ñnancial statements.
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WEBMETHODS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE LOSS

Year Ended March 31,

2004 2003 2002

(In thousands, except share and per share data)

Revenue:
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 97,282 $ 117,066 $ 121,803
Professional services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 43,923 33,378 35,800
MaintenanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 53,320 46,310 38,393

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 194,525 196,754 195,996

Cost of revenue:
Amortization of intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,199 Ì Ì
License ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,211 1,937 2,335
Professional services and maintenance:

Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56 251 436
Other professional services and maintenance ÏÏÏÏÏÏÏÏÏÏÏÏ 53,332 41,937 42,124

Total cost of revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,798 44,125 44,895

Gross proÑtÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 137,727 152,629 151,101

Operating expenses:
Sales and marketing:

Stock based compensation and warrant charge ÏÏÏÏÏÏÏÏÏÏ 2,769 3,761 2,865
Other sales and marketing costs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 91,325 92,958 106,377

Research and development:
Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15 97 12,526
Other research and development costs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 45,045 47,441 49,634

General and administrative:
Stock based compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7 47 433
Other general and administrative costs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,873 17,831 19,372

Restructuring and related charges ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,920 2,155 7,243
Amortization of goodwill and intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 38,697
In-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,284 Ì Ì
Settlement of intellectual property matter ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,250 Ì Ì

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 167,488 164,290 237,147

Operating loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (29,761) (11,661) (86,046)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,851 4,732 9,116
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (205) (674) (553)
Other (expense) incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (473) 18 (26)
Impairment of equity investment in private companiesÏÏÏÏÏÏÏÏ Ì (1,000) (5,200)

Loss before income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (27,588) (8,585) (82,709)
Provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 323 Ì Ì

Net loss attributable to common shareholders ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (27,911) $ (8,585) $ (82,709)

Basic and diluted net loss per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (0.54) $ (0.17) $ (1.67)

Shares used in computing basic and diluted net loss per
common share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 52,136,919 51,281,729 49,492,654

Comprehensive loss:
Net lossÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (27,911) $ (8,585) $ (82,709)
Other comprehensive income (loss):

Unrealized loss on securities available for saleÏÏÏÏÏÏÏÏÏÏÏ (165) (135) (692)
Foreign currency cumulative translation adjustment ÏÏÏÏÏÏ 2,610 750 (417)

Total comprehensive loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (25,466) $ (7,970) $ (83,818)

The accompanying notes are an integral part of these consolidated Ñnancial statements.
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WEBMETHODS, INC.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY
for the years ended March 31, 2002, 2003 and 2004

Deferred Accumulated
Stock Other

Additional Compensation Comprehensive
Common Stock Paid-in and Warrant Accumulated Income

Shares Amount Capital Charge DeÑcit (Loss) Total

Balance, March 31, 2001. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 48,733 $487 $499,825 $(38,154) $(197,155) $ 606 $265,609

Stock options exercised, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,442 15 10,497 Ì Ì Ì 10,512

ESPP common stock issuances ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 302 3 4,978 Ì Ì Ì 4,981

Amortization of deferred stock compensation related to

options ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 954 Ì Ì 954

Compensation charge related to accelerated vestingÏÏÏÏÏÏÏÏÏ Ì Ì 264 Ì Ì Ì 264

Adjustment of deferred compensation related to forfeitures ÏÏ Ì Ì (5,283) 5,283 Ì Ì Ì

Amortization of deferred warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 3,402 Ì Ì 3,402

Amortization of deferred stock compensation related to

restricted stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 11,640 Ì Ì 11,640

Proceeds from OEM fees applied to deferred warrant charge Ì Ì Ì 2,000 Ì Ì 2,000

Other comprehensive lossÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì (1,109) (1,109)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì (82,709) Ì (82,709)

Balance, March 31, 2002. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 50,477 $505 $510,281 $(14,875) $(279,864) $ (503) $215,544

Stock options exercised, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 907 9 2,608 Ì Ì Ì 2,617

ESPP common stock issuances ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 383 4 2,957 Ì Ì Ì 2,961

Adjustment of deferred compensation related to forfeitures ÏÏ Ì Ì (303) 303 Ì Ì Ì

Amortization of deferred warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 3,402 Ì Ì 3,402

Amortization of deferred stock compensation related to

restricted stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 470 Ì Ì 470

Compensation charge related to stock option grants to

non-employeesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 285 Ì Ì Ì 285

Proceeds from OEM fees applied to deferred warrant charge Ì Ì Ì 1,250 Ì Ì 1,250

Other comprehensive incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì 615 615

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì (8,585) Ì (8,585)

Balance, March 31, 2003. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 51,767 $518 $515,828 $ (9,450) $(288,449) $ 112 $218,559

Stock options exercised, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 620 6 3,033 Ì Ì Ì 3,039

ESPP common stock issuances ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 360 3 2,478 Ì Ì Ì 2,481

Adjustment of deferred compensation related to forfeitures ÏÏ Ì Ì (48) 48 Ì Ì Ì

Amortization of deferred warrant charge ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 2,645 Ì Ì 2,645

Amortization of deferred stock compensation related to

restricted stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 132 Ì Ì 132

Compensation charge related to stock option grants to

non-employeesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 70 Ì Ì Ì 70

Compensation charge related to accelerated vesting of stock

option grants issued to employees ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 94 Ì Ì Ì 94

Proceeds from OEM fees applied to deferred warrant charge Ì Ì Ì 1,000 Ì Ì 1,000

Other comprehensive incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì 2,445 2,445

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì (27,911) Ì (27,911)

Balance, March 31, 2004. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 52,747 $527 $521,455 $ (5,625) $(316,360) $ 2,557 $202,554

The accompanying notes are an integral part of these consolidated Ñnancial statements.
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WEBMETHODS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended March 31,

2004 2003 2002

(In thousands)

Cash Öows from operating activities:
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(27,911) $ (8,585) $(82,709)
Adjustments to reconcile net loss to net cash used in operating

activities:
Depreciation and amortizationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,428 10,044 8,453
Provision for doubtful accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 19 384 2,840
Impairment of equity investmentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 1,000 5,200
Loss on disposal of equipmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 574
Amortization of deferred stock compensation and compensation

for accelerated vesting related to employee stock options and
non-employee stock warrant ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,846 4,156 16,260

Amortization of goodwill ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 35,590
Amortization of acquired intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,199 Ì 3,107
Write oÅ of in-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,284 Ì Ì
Conversion of interest income to equity in private company

investments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (257) Ì Ì
Non cash restructuring and related costs, and otherÏÏÏÏÏÏÏÏÏÏÏÏÏ 473 Ì Ì

Increase (decrease) in cash resulting from changes in assets and
liabilities:
Accounts receivable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,016) 4,477 9,373
Prepaid expenses and other current assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,448 181 2,720
Other non-current assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 91 551 (4,569)
Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 538 (6,065) 6,596
Accrued expenses ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,752 (1,698) 3,386
Accrued salaries and commissions ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (649) (4,689) 176
Deferred revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (8,932) (12,562) (11,124)

Net cash used in operating activities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (17,687) (12,806) (4,127)

Cash Öows from investing activities:
Acquisition of businesses and technology, net of cash acquired ÏÏÏÏÏ (32,384) Ì Ì
Purchases of property and equipmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,744) (2,967) (5,859)
Net sales (purchases) of marketable securities available for sale ÏÏÏÏ 41,274 (8,717) (17,360)
Repayments of investments in private companies ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,000 Ì 2,000

Net cash provided by (used in) investing activities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,146 (11,684) (21,219)

Cash Öows from Ñnancing activities:
Borrowings under capital leasesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 2,500 Ì
Payments on capital leasesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,255) (4,932) (3,135)
Proceeds from exercise of stock optionsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,039 2,617 10,512
Proceeds from ESPP common stock issuances ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,481 2,961 4,981
Proceeds from OEM fees applied to deferred warrant chargeÏÏÏÏÏÏÏ 1,000 1,250 2,000

Net cash provided by Ñnancing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,265 4,396 14,358

EÅect of the exchange rate on cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏ 3,036 1,299 (228)

Net decrease in cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (4,240) (18,795) (11,216)
Cash and cash equivalents at beginning of periodÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 79,702 98,497 109,713

Cash and cash equivalents at end of periodÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 75,462 $ 79,702 $ 98,497

The accompanying notes are an integral part of these consolidated Ñnancial statements.
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WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Organization

webMethods, Inc. (the Company) provides software and services for end-to-end business integration
solutions. The Company oÅers a set of software products that enable organizations to run, manage and
optimize their business. Our software products and related services give organizations the ability,
seamlessly and in real-time, to integrate disparate information resources, to connect customers, vendors
and business partners with the organization and its employees, to view and manage the connected
information resources, data, business processes and human workÖows and to provide Web services at the
enterprise level. The Company was incorporated in Delaware on June 12, 1996.

The Company's operations are subject to certain risks and uncertainties, including, among others,
rapid technological changes, success of the Company's product marketing and product distribution
strategies, the need to manage growth, the need to retain key personnel and protect intellectual property,
and the availability of additional capital Ñnancing on terms acceptable to the Company.

2. Summary of signiÑcant accounting policies

Principles of consolidation

The accompanying consolidated Ñnancial statements include the accounts of webMethods, Inc. and all
wholly owned subsidiaries. All material intercompany accounts and transactions have been eliminated.

Use of estimates

The preparation of Ñnancial statements in conformity with accounting principles generally accepted in
the United States of America requires management to make estimates and assumptions that aÅect the
reported amounts of assets and liabilities and disclosures of contingent assets and liabilities at the date of
the Ñnancial statements and the reported amounts of revenue and expenses during the period. Actual
results could diÅer from these estimates.

ReclassiÑcation

Certain prior year amounts in the consolidated Ñnancial statements have been reclassiÑed to conform
to the current year presentation.

Fair value information

The carrying amount of current assets and current liabilities approximates fair value because of the
short maturity of these instruments.

Cash and cash equivalents

The Company considers all highly liquid investments with original maturities of three months or less
to be cash equivalents.

Allowance for doubtful accounts

The Company maintains allowances for doubtful accounts for estimated losses which may result from
the inability of our customers to make required payments to us. These allowances are established through
analysis of the credit-worthiness of each customer with a receivable balance, determined by credit reports
from third parties, published or publicly available Ñnancial information, customers speciÑc experience
including payment practices and history, inquires, and other Ñnancial information from our customers.
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WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

Marketable securities

The Company's marketable securities consist of corporate bonds, commercial paper and U.S.
government and agency securities with maturities of less than two years. Securities are classiÑed as
available for sale since management intends to hold the securities for an indeÑnite period and may sell the
securities prior to their maturity. The marketable securities are carried at aggregate fair value based
generally on quoted market prices. Gains and losses are determined based on the speciÑc identiÑcation
method. Available for sale securities that are reasonably expected by management to be sold within one
year from the balance sheet date are classiÑed as current assets.

Property and equipment

Property and equipment are stated at cost. Depreciation is computed on the straight-line method over
the estimated useful lives of the related assets, ranging from three to Ñve years. Leasehold improvements
are amortized over the shorter of the lease term or their useful life. Leased property or equipment meeting
certain criteria is capitalized and the present value of the related lease payments is recorded as a liability.
Amortization of capitalized leased assets is computed on the straight-line method over the term of the
lease. Repairs and maintenance are expensed as incurred. At the time of retirement or other disposal of
property and equipment, the cost and related accumulated depreciation are removed from their respective
accounts and any resulting gain or loss is included in operations.

Included in property and equipment is the cost of internally developed software. In accordance with
Statement of Position (""SOP'') 98-1, ""Accounting for the Costs of Computer Software Developed or
Obtained for Internal Use'', eligible internally developed software costs incurred are capitalized subsequent
to the completion of the preliminary project stage. After all substantial testing and deployment is
completed and the software is ready for its intended use, internally developed software costs are amortized
using the straight-line method over the estimated useful life of the software, generally up to three years.

Investments in private companies

Investments in private companies in which the Company owns less than a 20% voting equity interest
and has no signiÑcant inÖuence are accounted for using the cost method. Included in other assets as of
March 31, 2004 and 2003, is $1,057,000 and $1,800,000, respectively, of private company preferred stock
carried at cost and convertible debt carried at book value. This private Company was also a business
partner of the Company. The Company performs periodic reviews of its investment for impairment. The
investments in privately held companies are considered impaired when a review of the investees' operations
and other indicators of impairment indicate that the carrying value of the investment is not likely to be
recoverable. Such indicators include, but are not limited to, limited capital resources, limited prospects of
receiving additional Ñnancing, and prospects for liquidity of the related securities. During Ñscal year 2003,
the Company recorded an other than temporary write down of $1,000,000 related to the impairment of one
private equity investment. During Ñscal year 2002, the Company recorded an other than temporary write
down of $5,200,000 related to the impairment of four private equity investments. The Company did not
record an other than temporary write down in Ñscal year 2004.

Software development costs

Software development costs are expensed as incurred until technological feasibility has been
established, at which time such costs are capitalized until the product is available for general release to
customers. The Company deÑnes the establishment of technological feasibility as the completion of all
planning, designing, coding and testing activities that are necessary to establish products that meet design
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WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

speciÑcations including functions, features and technical performance requirements. Under the Company's
deÑnition, establishing technological feasibility is considered complete only after the majority of customer
testing and customer feedback has been incorporated into product functionality. To date, the period
between technological feasibility and general availability has been short, and thus all software development
costs qualifying for capitalization are insigniÑcant.

Goodwill and acquired intangible assets

The cost of business acquisitions accounted for using the purchase method is allocated Ñrst to
identiÑable assets and liabilities based on estimated fair values. The excess of cost over identiÑable assets
and liabilities is recorded as goodwill. Prior to April 1, 2002, identiÑable intangible assets related to the
acquisition of favorable lease terms were amortized on a straight-line basis over four years. Goodwill and
assembled workforce were amortized on a straight-line basis over three years. Non-compete agreements
were amortized on a straight-line basis over one year.

On April 1, 2002, the Company adopted Statement of Financial Accounting Standards No. 142
(SFAS No. 142) ""Goodwill and Other Intangible Assets,'' which eliminated the amortization of goodwill
and other intangibles with indeÑnite lives unless the intangible asset is deemed to be impaired. In
accordance with SFAS 142, all of our goodwill is associated with our corporate reporting unit, as we do
not have multiple reporting units. In accordance with the SFAS No. 142, goodwill is tested for impairment
using a two-step process. The Ñrst step is to identify a potential impairment and the second step measures
the amount of the impairment loss, if any. Goodwill is deemed to be impaired if the carrying amount of
the asset exceeds its estimated fair value. The Company performed an impairment test of its goodwill and
determined that no impairment of remaining goodwill existed at adoption and at March 31, 2004.

The following table summarizes the impact of the adoption of SFAS No. 142 on net loss and net loss
per share and the impact had SFAS No. 142 been in eÅect for all periods presented (in thousands, except
share and per share amounts):

Year Ended March 31,

2004 2003 2002

Net lossÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (27,911) $ (8,585) $ (82,709)
Adjustments:
Amortization of goodwillÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 35,590

Adjusted net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (27,911) $ (8,585) $ (47,119)
Weighted average shares-basic and dilutedÏÏÏÏÏÏÏÏÏ 52,136,919 51,281,729 49,492,654

Adjusted basic and diluted EPSÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (0.54) $ (0.17) $ (0.95)
Reported basic and diluted EPS ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (0.54) $ (0.17) $ (1.67)

Finite intangible assets are amortized over their useful lives and are subject to impairment tests under
SFAS No. 144, ""Accounting for the Impairment or Disposal of Long-Lived Assets''. See Impairment of
long-lived assets accounting policy below.

Impairment of long-lived assets

The Company periodically evaluates the recoverability of its long-lived assets. This evaluation consists
of a comparison of the carrying value of the assets with the assets' expected future cash Öows,
undiscounted and without interest costs. Estimates of expected future cash Öows represent management's
best estimate based on reasonable and supportable assumptions and projections. If the expected future
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WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

cash Öows, undiscounted and without interest charges, exceed the carrying value of the asset, no
impairment is recognized. Impairment losses are measured as the diÅerence between the carrying value of
long-lived assets and their fair value, based on discounted future cash Öows of the related asset.

Income taxes

Deferred tax assets and liabilities are recognized for the estimated future tax consequences of
temporary diÅerences and income tax credits. Temporary diÅerences are primarily the result of the
diÅerences between the tax bases of assets and liabilities and their Ñnancial reporting amounts. Deferred
tax assets and liabilities are measured by applying enacted statutory tax rates applicable to the future years
in which deferred tax assets or liabilities are expected to be settled or realized. Valuation allowances are
established when necessary to reduce deferred tax assets to the amount expected to be realized. The
Company has provided a full valuation allowance against its net deferred tax asset as of March 31, 2004
and March 31, 2003.

Foreign currency translations

The functional currency for the Company's foreign subsidiaries is the local currency. Assets and
liabilities of the Company's foreign operations are translated into U.S. dollars at the exchange rates in
eÅect at the balance sheet date; revenues and expenses are translated using the average exchange rates in
eÅect during the period. The cumulative translation adjustments are included in accumulated other
comprehensive income or loss, which is a separate component of stockholders' equity. Foreign currency
transaction gains or losses are included in the results of operations.

Revenue recognition

The Company enters into arrangements, which may include the sale of software licenses, professional
services and maintenance or various combinations of each element. The Company recognizes revenue
based on Statement of Position (""SOP'') 97-2, ""Software Revenue Recognition,'' as amended, and
modiÑed by SOP 98-9, ""ModiÑcation of SOP 97-2, Software Revenue Recognition, With Respect to
Certain Transactions'', SEC StaÅ Accounting Bulletin (""SAB'') No. 101 ""Revenue Recognition in
Financial Statements'', SAB 104 ""Revenue Recognition'', and other authoritative accounting literature.
SOP 98-9 modiÑed SOP 97-2 by requiring revenue to be recognized using the ""residual method'' if certain
conditions are met. Revenues are recognized based on the residual method when an agreement has been
signed by both parties, the fees are Ñxed or determinable, collection of the fees is probable, delivery of the
product has occurred and no other signiÑcant obligations remain. Historically, the Company has not
experienced signiÑcant returns or oÅered exchanges of its products.

For multi-element arrangements, each element of the arrangement is analyzed and the Company
allocates a portion of the total fee under the arrangement to the undelivered elements, such as professional
services, training and maintenance. Revenues allocated to the undelivered elements are deferred using
vendor-speciÑc objective evidence of fair value of the elements and the remaining portion of the fee is
allocated to the delivered elements (generally the software license), under the residual method. Vendor
speciÑc-objective evidence of fair value is based on the price the customer is required to pay when the
element is sold separately (i.e. hourly time and material rates charged for consulting services when sold
separately from a software license and the optional renewal rates charged by the Company for maintenance
arrangements).

For electronic delivery, the product is considered to have been delivered when the access code to
download the software from the Company's web site and activation key, as applicable, has been provided
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WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

to the customer. If an element of the license agreement has not been delivered, revenue for the element is
deferred based on its vendor-speciÑc objective evidence of fair value. If vendor-speciÑc objective evidence
of fair value does not exist, all revenue is deferred until suÇcient objective evidence exists or all elements
have been delivered.

If the fee due from the customer is not Ñxed or determinable, revenue is recognized as payments
become due. If collectibility is not considered probable, revenue is recognized when the fee is collected.

License revenue: Amounts allocated to license revenues under the residual method are recognized at
the time of delivery of the software when vendor-speciÑc objective evidence of fair value exists for the
undelivered elements, if any, and all the other revenue recognition criteria discussed above have been met.

Professional services revenue: Revenues from professional services are comprised of consulting,
implementation services and training. Consulting services are generally sold on a time-and-materials basis
and include services such as installation and building non-complex interfaces to allow the software to
operate in customized environments. Services are generally separable from the other elements under the
arrangement since the performance of the services is not essential to the functionality (i.e. the services do
not involve signiÑcant production, modiÑcation or customization of the software or building complex
interfaces) of any other element of the transaction. Revenues for professional services and training are
recognized when the services are performed.

Maintenance revenue: Maintenance revenues consist primarily of fees for providing when-and-if-
available unspeciÑed software upgrades and technical support over a speciÑed term. Maintenance revenues
are recognized on a straight-line basis over the term of the contract.

Stock-based compensation

The Company measures compensation expense for its employee stock-based compensation using the
intrinsic value method and provides pro forma disclosures of net loss as if the fair value method had been
applied in measuring compensation expense. Under the intrinsic value method of accounting for stock
based compensation, when the exercise price of options granted to employees is less than the fair value of
the underlying stock on the grant date, compensation expense is recognized over the applicable vesting
period.

The following table summarizes the Company's results on a pro forma basis as if it had recorded
compensation expense based upon the fair value at the grant date for awards consistent with the
methodology prescribed in SFAS 123, ""Accounting for Stock-Based Compensation,'' for Ñscal years 2004,
2003 and 2002 (in thousands, except per share amounts):

Year Ended March 31,

2004 2003 2002

Net loss attributable to common shareholders, as reported ÏÏÏ $(27,911) $ (8,585) $(82,709)
Add: Stock-based compensation expense determined under

intrinsic value method ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 202 755 12,858
Less: Stock-based compensation expense determined under

fair value method ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (26,508) (56,466) (18,368)
Net loss attributable to common shareholders, pro forma ÏÏÏÏ (54,217) (64,296) (88,219)
Basic and diluted net loss per common share, as reportedÏÏÏÏ (.54) (.17) (1.67)
Basic and diluted net loss per common share, pro formaÏÏÏÏÏ (1.04) (1.25) (1.78)

F-10



WEBMETHODS, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

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

Employee Stock Option Plans Employee Stock Purchase Plan
March 31, March 31,

2004 2003 2002 2004 2003 2002

Expected volatility ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 53% 97% 125% 49% 87% 138%

Risk-free interest rate ÏÏÏÏÏÏÏÏÏÏÏÏ 2.79% 2.93% 4.40% 3.08% 3.04% 4.87%

Expected life (years)ÏÏÏÏÏÏÏÏÏÏÏÏÏ 4 4 4 1 0.5 1

Expected dividend yield ÏÏÏÏÏÏÏÏÏÏ 0% 0% 0% 0% 0% 0%

The weighted average fair value per share for stock option grants that were awarded during the years
ended March 31, 2004, 2003 and 2002 was $9.00, $8.93 and $15.65, respectively.

Stock-based compensation to non-employees and warrant charge

The Company measures expense for its non-employee stock-based compensation and warrant charge
using the fair value method. Under the fair value method, the fair value of each option or warrant is
estimated on the date of the grant using the Black-Scholes valuation model with the following weighted
average assumptions: risk-free interest rate at the date of grant, expected life of the instrument, expected
dividends and volatility at the date of the grant. The risk-free interest rate and the volatility are based on
the expected term of the instrument.

Net loss per share

Basic loss per share is computed based on the weighted average number of outstanding shares of
common stock. Diluted loss per share adjusts the weighted average for the potential dilution that could
occur if stock options or warrants or convertible securities were exercised or converted into common stock.
Diluted loss per share is the same as basic loss per share for all periods presented because the eÅects of
such items were anti-dilutive given the Company's losses.

Segment reporting

The Company operates as a single segment and will evaluate additional segment disclosure
requirements as it expands its operations. See Note 18 for required geographic segment information.

Guarantees and indemniÑcation

In January 2003, the Company adopted FASB Interpretation No. 45, ""Guarantor's Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guaranteed of Indebtedness of Others'' which
requires that the Company recognize the fair value for guarantee and indemniÑcation arrangements issued
or modiÑed after December 31, 2002, if these arrangements are within the scope of the Interpretation. In
addition, the Company continues to monitor the conditions that are subject to the guarantees and
indemniÑcations, as required under previously existing generally accepted accounting principles, in order to
identify if a loss has occurred. If the Company determines it is probable that a loss has occurred then any
such estimable loss would be recognized under those guarantees and indemniÑcations. Some of the
software licenses granted by the Company contain provisions 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 indemniÑcation under these provisions and have not been required to make material
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

2. Summary of signiÑcant accounting policies Ì (Continued)

payments pursuant to these provisions. Accordingly, the Company has not recorded a liability related to
these indemniÑcation provisions. The Company does not have any guarantees or indemniÑcation
arrangements other than the indemniÑcation clause in some of its software licenses and certain guarantees
of performance by subsidiaries. The adoption of this standard did not have a material eÅect on the
Company's Ñnancial position, results of operations and cash Öows.

Recent accounting pronouncements

In November 2002, the EITF reached a consensus on EITF No. 00-21, Revenue Arrangements with
Multiple Deliverables. EITF No. 00-21 addresses certain aspects of the accounting by a vendor for
arrangements under which the vendor will perform multiple revenue-generating activities. EITF No. 00-21
will be eÅective for interim periods beginning after June 15, 2003. The adoption of this standard did not
have a material eÅect on the Company's Ñnancial position, results of operations and cash Öows.

In January 2003, the FASB issued Interpretation No. 46 (FIN No. 46), Consolidation of Variable
Interest Entities, an Interpretation of ARB No. 51, which relates to the identiÑcation of, and Ñnancial
reporting for, variable-interest entities (VIEs). FIN No. 46 has far-reaching eÅects and applies to new
entities that are created after January 31, 2003, as well as to existing VIEs no later than the beginning of
the Ñrst interim or annual reporting period that starts after July 1, 2003. The adoption of this standard
provision did not have an impact on the Company's consolidated Ñnancial position, results of operations or
cash Öows.

In May 2003, the Financial Accounting Standards Board issued SFAS No. 150 (SFAS 150),
""Accounting for Certain Financial Instruments with Characteristics of Both Liabilities and Equity.'' SFAS
150 requires that certain instruments with certain characteristics be classiÑed as liabilities as opposed to
equity. This statement is eÅective for Ñnancial instruments entered into or modiÑed after May 30, 2003,
and otherwise is eÅective July 1, 2003. The adoption of this standard provision did not have an impact on
the Company's consolidated Ñnancial position, results of operations or cash Öows.

3. Related-party transactions

An individual who is a director and stockholder and former corporate secretary of the Company is
associated with a law Ñrm that has rendered various legal services for the Company. For the years ended
March 31, 2004, 2003 and 2002, the Company has paid the Ñrm approximately $1,421,000, $764,000, and
$1,223,000 respectively. As of March 31, 2004 and 2003, the aggregate amounts in trade accounts payable
for these services was approximately $58,000 and $65,000, respectively.

4. Investments in private companies

In April 2000, the Company made an investment in a third-party totaling $2,000,000 of which
$1,000,000 was equity and $1,000,000 was convertible debt. The Company and this third-party share a
common Board member. In March 2002, the Company recorded an other-than-temporary decline in value
of $200,000 in the equity investment. In June 2003, the Company received $1,000,000 in repayment of the
convertible debt and converted $257,000 of interest income into additional equity. The third-party was a
business partner of the Company. As of March 31, 2004 and 2003, the carrying value of the investment in
this third-party was $1,057,000 and $1,800,000, respectively. The Company incurred royalty expense of
$1,391,000 and $1,168,000 to this investment in the years ended March 31, 2004 and 2003, respectively.
The Company did not incur royalty expense to this third-party in the year ended March 31, 2002.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

4. Investments in private companies Ì (Continued)

In September 2002, the Company recorded an other-than-temporary decline in value of $1,000,000 in
another one of the equity investments the Company made in a private company during 2000.

5. Concentrations of credit risk

Financial instruments, which potentially expose the Company to concentration of credit risk, consist
primarily of cash and cash equivalents, marketable securities and accounts receivable. The Company
maintains its cash and cash equivalents in bank accounts, which, at times, may exceed federally insured
limits. The Company has not experienced any losses on such accounts. Accounts receivable consists
principally of amounts due from large, credit-worthy companies. The Company monitors the balances of
individual accounts to assess any collectibility issues.

6. Marketable securities

The cost and estimated fair value of marketable securities, which consist of corporate bonds,
commercial paper and US government and agency securities, by contractual maturity are as follows:

March 31, 2004 March 31, 2003

Cost Fair Value Cost Fair Value

(In thousands) (In thousands)

Due in one year or less ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $44,313 $44,328 $ 96,799 $ 97,079
Due after one year through two years ÏÏÏÏÏÏÏÏÏÏÏ 36,037 36,157 24,825 24,845

$80,350 $80,485 $121,624 $121,924

The gross unrealized holding gains were $135,000 and $300,000 for the years ended March 31, 2004
and 2003, respectively. The unrealized holding gains have been included, in accumulated other
comprehensive income, which is a separate component of stockholders' equity.

7. Property and equipment

Property and equipment consisted of the following:

March 31,

2004 2003

(In thousands)

Equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 18,852 $ 22,226
Software ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 6,049 7,694
Furniture ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,475 4,033

Leasehold improvementsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,104 2,912

31,480 36,865
Accumulated depreciation and amortizationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (23,374) (24,797)

$ 8,106 $ 12,068

During the year ended March 31, 2004 and 2003, the Company had acquired certain equipment and
software under capital leases. Assets under capital leases included in equipment as of March 31, 2004 and
2003 are $5,240,000 and $9,236,000, respectively. Assets under capital lease included in software as of
March 31, 2004 and 2003 are $0 and $515,000, respectively. Related to these capital leases and included
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

7. Property and equipment Ì (Continued)

in the accumulated depreciation and amortization is $3,859,000 and $6,871,000 at March 31, 2004 and
2003, respectively.

During the year ended March 31, 2004, the Company paid $569,000 for equipment and software that
was previously leased and fully depreciated. This purchase occurred upon termination of the lease period.

8. Income taxes

The components of income tax expense at March 31, 2004 and 2003 are as follows:

March 31,

2004 2003

(In thousands)

Current tax provision:
Federal ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì
State ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì
Foreign ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 323 Ì

Total currentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $323 $ Ì

Deferred tax provision:
Federal ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì
State ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì
Foreign ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì

Total deferredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì

Total provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $323 $ Ì

The Company's entire provision for income tax expense at March 31, 2004 is related to operations in
Japan after fully utilizing its net operating losses generated in prior years.

Net operating loss carryforwards (NOLs) as of March 31, 2004 are approximately $276,876,000
which begins to expire in 2007. Approximately $1,826,000 included in the current year NOL is related to
deductions associated with stock option exercises. The realization of the beneÑts of the NOLs is dependent
on suÇcient taxable income in future years. Lack of future earnings, a change in the ownership of the
Company, or the application of the alternative minimum tax rules could adversely aÅect the Company's
ability to utilize the NOLs.

Pretax income from continuing operations for the years ending March 31 was taxed under the
following jurisdictions:

2004 2003 2002

(In thousands)

Domestic ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(26,435) $ 4,740 $(70,755)

ForeignÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,153) (13,325) (11,954)

TotalÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(27,588) $ (8,585) $(82,709)
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8. Income taxes Ì (Continued)

The tax eÅect of each temporary diÅerence is as follows:

March 31,

2004 2003

(In thousands)

Net operating loss carryforwards ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 102,226 $ 86,740
Accrued expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 585 46
Deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,556 1,856
Accounts receivable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 960 751
Impairment loss in equity investments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,350 2,350
Property and equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (337) 568
Stock option compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,473 6,394
Acquired intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,559) (9,050)
Research and development creditÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,034 6,287
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 421 291
Valuation allowanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (123,709) (96,233)

Net deferred tax assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $  Ì $  Ì

Though management believes that future taxable income of the Company may be suÇcient to utilize
a substantial amount of the beneÑts of the Company's net operating loss carryforwards and to realize its
deferred tax assets, a valuation allowance has been recorded to completely oÅset the carrying value of the
deferred tax assets as management has concluded that the realization of the deferred tax assets does not
meet the ""more likely than not'' criterion. The change in the valuation allowance was an increase of
$27,476,000, which can be attributed primarily to accrued deferred tax liabilities and additional operating
losses.

The provision for income taxes diÅers from the amount of taxes determined by applying the U.S.
Federal statutory rate to income before income taxes as a result of the following:

March 31,

2004 2003 2002

U.S. Federal statutory rateÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (34.0)% (34.0)% (34.0)%
State and local taxes, net of Federal income tax beneÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3.7) 2.5 (1.4)
Non-deductible items ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.4 2.1 18.8
Change in valuation allowance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 47.0 34.0 6.6
Amortization of nondeductible goodwillÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 14.6
Change in general business credit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6.3) (21.1) (5.3)
Foreign rate diÅerential ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3.2) 16.5 0.3
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 0.4

EÅective tax rateÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.2% Ì% Ì%

9. Notes payable and lines of credit

As of March 31, 2004, the Company had a line of credit agreement with a bank to borrow up to a
maximum principal amount of $20,000,000 with a maturity date of October 10, 2004 and an interest rate
on unpaid principal balances of the bank's prime rate. Borrowings under this note are limited to 80% of
eligible accounts receivable. Interest is payable on any unpaid principal balance at the bank's prime rate.
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9. Notes payable and lines of credit Ì (Continued)

The agreement includes restrictive covenants which require the Company to maintain, among other things,
a ratio of quick assets to current liabilities, excluding deferred revenue of at least 1.5 to 1.0 and a quarterly
revenue covenant such that total revenue for each Ñscal quarter must be the greater of $35,000,000 or 85%
of the total revenue for the immediately preceding Ñscal quarter.

As of March 31, 2004, the Company had not borrowed against this line of credit. In connection with
the line of credit agreement, the Company obtained a letter of credit totaling $235,000 related to an oÇce
lease.

10. Lease commitments

The Company has an equipment line of credit with a leasing company for the leasing of equipment
and software. Under this arrangement, the Company can enter into leases for equipment and software for a
period of one year from the date of the arrangement. The interest rate under these leases is Ñxed at the
date of each individual lease, based on the 36-month treasury yield plus 3.7%. Principal and interest is
payable under each lease in 36 monthly installments. At expiration of the lease term, the Company will
have the option to purchase the equipment at fair market value. This arrangement includes a restrictive
covenant that requires the Company to maintain a minimum of $2,500,000 of cash and marketable
securities. During Ñscal year 2004, the Company obtained another equipment line of credit with another
leasing company for the leasing of equipment and software. Under this arrangement, the Company can
enter into leases for equipment and software for a period of one year from the date of the arrangement.
The interest rate under these leases is Ñxed at the date of each individual lease at an interest rate of
5.95%. Principal and interest is payable under each lease in 24 monthly installments. At expiration of the
lease term, the Company will have the option to purchase the equipment at fair market value.

The Company leases oÇce space in various locations under operating leases expiring through Ñscal
year 2011. Total rent expense was approximately $10,287,000, $9,492,000 and $11,783,000 for the years
ended March 31, 2004, 2003 and 2002, respectively.

Future minimum lease payments under the Company's capital and operating leases are as follows:

Operating Capital

(In thousands)

Years ending March 31,

2005 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $12,800 $ 968

2006 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,417 358

2007 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,198 29

2008 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,714 Ì

2009 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 783 Ì

ThereafterÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 426 Ì

$33,338 1,355

Less amounts representing interest ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (73)

1,282
Less current portion ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (909)

Capital lease obligation, net of current portion ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 373
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11. Stockholders' equity

Preferred stock

The Company's CertiÑcate of Incorporation, as amended, includes 50,000,000 authorized shares of
undesignated preferred stock with a par value of $.01, none of which were outstanding as of March 31,
2004.

Warrant

In March 2001, the Company entered into an OEM/Reseller agreement with i2 Technologies (i2). In
connection with the agreement the Company issued to i2 a warrant to purchase 750,000 shares of the
Company's common stock at an exercise price of $40.88 per share. The fair value of the warrant based on
the Black-Scholes valuation model was $23,606,000 on the date of issuance which has been recorded as a
deferred warrant charge. As part of the agreement, i2 will pay the Company OEM fees of $10,000,000
over the term of the OEM/Reseller agreement which will reduce the deferred warrant charge. The
Company received $1,000,000 and $1,250,000, of OEM fees from i2 during the years ended March 31,
2004 and 2003, respectively. These fees were recorded as a reduction to the deferred warrant charge. The
Company recorded $2,645,000 and $3,402,000 of amortization of the deferred warrant charge to sales and
marketing expense for the years ending March 31, 2004 and 2003, respectively. In April 2001, the
Company signed an amended warrant agreement which reduced the number of shares of common stock i2
can purchase from 750,000 to 710,000 and, in addition, reduced the exercise price per share from $40.88
to $28.70. Based on the remeasurement of the warrant using the Black-Scholes valuation model the fair
value of the amended warrant did not exceed the current fair value of the original warrant. The Company
did not incur an additional charge as a result of this amendment. The fair value of the warrants granted to
i2 was estimated on the date of grant and amendment, using the following weighted average assumptions
or range of weighted average assumption: Risk-free interest rate of 4.9%, term of 3.75 to 4 years, volatility
of 114% to 159%, and no dividends anticipated. As of March 31, 2004, 710,000 warrants remain
outstanding with a remaining life of approximately two years.

In March 2003, the OEM/Reseller agreement was modiÑed to reduce the amount of OEM fees owed
to webMethods related to this agreement from $10,000,000 payable over four years to $8,750,000 payable
over Ñve years. In addition, the number of resources committed by webMethods to i2 has been reduced as
well as an elimination of the fee previously due to i2 on certain maintenance arrangements. Due to this
change in the agreement, the amortization of the remaining unamortized deferred warrant charge has been
changed from 4 years to 5 years to coincide with the new payment schedule, resulting in a decrease in the
annual amortization of $757,000 from $3,402,000 to $2,645,000.

12. Business acquisitions

The Company acquired Premier and Translink in April 2000, their results of the operations have been
included in the Company's Ñnancial statements from the date of acquisition. In connection with the
acquisition of these companies we recorded deferred compensation related to restricted stock. During Ñscal
year 2002, the Company recorded $11,640,000 of amortization of deferred stock compensation which is
based on the vesting period of related restricted stock. During Ñscal years 2003 and 2004, there was no
amortization of deferred stock compensation related to restricted stock for these acquisitions.

In October 2003, the Company completed the business acquisitions of The Mind Electric, Inc.
(""TME'') and The Dante Group, Inc. TME was a provider of software for service oriented architectures,
and The Dante Group was a provider of business activity monitoring software.
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The acquisitions of TME and The Dante Group were accounted for under the purchase method of
accounting and, accordingly, the results of operations of each acquisition are included in the Company's
Ñnancial statements from the date of acquisition. As a result of these acquisitions, the Company has
recorded charges for in-process research and development and has recorded assets related to existing
technology.

In-process research and development represents in-process technology that, as of the date of the
acquisition, had not reached technological feasibility and had no alternative future use. Based on valuation
assessments, the value of these projects was determined by estimating the projected net cash Öows from
the sale of the completed products, reduced by the portion of the revenue attributable to developed
technology. The resulting cash Öows were then discounted back to their present values at appropriate
discount rates. Consideration was given to the stage of completion, complexity of the work completed to
date, the diÇculty of completing the remaining development and the costs already incurred. The amounts
allocated to the acquired in-process research and development were immediately expensed in the period
the acquisition was completed.

Existing technology represents purchased technology for which development had been completed as of
the date of acquisition. This amount was determined using the income approach. This method consisted of
estimating future net cash Öows attributable to existing technology for a discrete projection period and
discounting the net cash Öows to their present value. The existing technology will be amortized over its
expected useful life of 60 months.

The aggregate purchase price for these acquisitions, including $593,000 in direct acquisition costs, has
been allocated to the assets acquired and liabilities assumed based upon their estimated fair values at the
date of acquisition as follows (in thousands):

The Dante Group TME Total

Cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 90 $ 3 $ 93
Accounts receivableÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 69 116 185
Property and equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 146 31 177
Other assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 93 7 100
Accounts payableÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (32) (580) (612)
Accrued expenses and other liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (231) (230) (461)
Deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (138) (38) (176)
In-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,138 1,146 4,284
Existing technology ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,530 2,379 5,909
Customer relationships ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 392 441 833
Goodwill ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12,152 4,715 16,867

Total cash purchase price ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $19,209 $7,990 $27,199

We determined the valuation of the identiÑable intangible assets using the income approach and a
valuation report from an independent appraiser. The amounts allocated to the identiÑable intangible assets
were determined through established valuation techniques accepted in the technology and software
industries.

The income approach, which includes an analysis of the cash Öows and risks associated with achieving
such cash Öows, was the primary technique utilized in valuing the other identiÑable intangible assets. Key
assumptions included discount factors ranging from 26% to 31%, and estimates of revenue growth,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

12. Business acquisitions Ì (Continued)

maintenance renewal rates, cost of sales, operating expenses and taxes. The purchase price in excess of the
net liabilities assumed and the identiÑable intangible assets acquired was allocated to goodwill.

The following unaudited pro forma supplemental table presents selected Ñnancial information as
though the purchases of TME and The Dante Group, which may be material acquisitions for this purpose,
had been completed at the beginning of the periods presented. The unaudited pro forma data gives eÅect
to actual operating results prior to the acquisition, adjusted to include the pro forma eÅect of amortization
of intangibles, reduction in interest income on cash paid for the acquisitions and the elimination of the
charge for acquired in-process research and development. The unaudited pro forma data for the year ended
March 31, 2004, includes a $1.4 million nonrecurring compensation charge for accelerated vesting of
options of The Dante Group which occurred just prior to the transaction. These unaudited pro forma
amounts do not purport to be indicative of the results that would have actually been obtained if the
acquisitions occurred as of the beginning of the periods presented or that may be obtained in the future
(in thousands, except per share data):

Years Ended March 31,

2004 2003

(Unaudited)

Pro forma net revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $195,067 $198,348
Pro forma net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (30,242) (12,842)
Pro forma net loss per basic and diluted shareÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (0.58) $ (0.25)

13. Acquisition of technology

In October 2003, the Company acquired the portal solution technology and certain Ñxed assets of
DataChannel for $5,278,000 in cash, including $176,000 in direct acquisition costs. The Company also
assumed deferred revenue of $66,000 related to on-going maintenance contracts.

The acquisition of the existing portal solution technology of $5,243,000 was recorded as purchased
technology and is amortized over the estimated useful life of 60 months. The technology is expected to
complement the Company's existing technology and the incremental eÅorts required to market the portal
solution product were minimal. The Company determined that as of the date of the technology purchase
the purchased technology had alternative future use and had attained technological feasibility.

The estimated intangible amortization expense for each Ñscal year ended March 31 is as follows (in
thousands):

2005 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 2,396

2006 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,396

2007 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,396

2008 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,396

2009 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,203

$10,787

14. Stock based compensation

Stock incentive plan

On November 1, 1996, the Company adopted the 1996 Stock Incentive Plan (the Plan). The Plan is
administered by a Committee appointed by the Board of Directors, which has the authority to determine
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14. Stock based compensation Ì (Continued)

which oÇcers, directors and key employees are awarded options pursuant to the Plan and to determine the
terms and option exercise prices of the stock options.

In August 2000, the Company increased the number of shares to 20,731,000 shares of the Company's
common stock for issuance upon the exercise of options granted under the Plan. Pursuant to an amendment
to the Plan adopted by the Board of Directors on June 6, 2001 and approved by the Company's stockholders
on September 7, 2001, the number of shares of the Company's common stock available for issuance under
Plan was increased on April 1, 2002 by 2,462,195 and again on April 1, 2003 by 2,462,195 shares of
common stock, and subject to the Board's discretion, may be increased by up to the same amount each
April 1 thereafter during the remaining four-year term of the Plan. At March 31, 2004, options to purchase
16,788,460 shares were outstanding.

QualiÑed incentive stock options granted pursuant to the plans have an exercise price equal to the fair
value of the underlying common stock at the date of grant, vest ratably over three or four years after the
date of award and have a term of ten years.

The following table summarizes the Company's activity for all of its stock option awards:

Weighted AverageRange of
Stock Options Exercise PriceExercise Price

Outstanding, March 31, 2001 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,743,245 $0.11 Ó $254.27 $58.18
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11,294,307 6.32 Ó 34.17 15.65
Exercised ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,451,256) 0.11 Ó 29.00 7.26
Cancelled ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (10,008,085) 0.11 Ó 254.27 76.97

Outstanding, March 31, 2002 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,578,211 0.11 Ó 161.29 19.77
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,606,974 4.32 Ó 17.82 8.93
Exercised ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (906,603) 0.11 Ó 14.36 3.20
Cancelled ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,448,580) 0.11 Ó 151.09 17.70

Outstanding, March 31, 2003 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,830,002 0.11 Ó 161.29 18.49
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,598,215 7.54 Ó 11.70 9.00
Exercised ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (620,216) 0.11 Ó 9.08 4.90
Cancelled ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (4,016,541) 2.88 Ó 161.29 20.44

Outstanding, March 31, 2004 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,791,460 $0.11 Ó $161.29 $15.30

Information regarding stock options outstanding as of March 31, 2004 is as follows:

Outstanding Options Exercisable

Weighted Average
Range of Number of Remaining Weighted Average Number of Weighted Average

Exercise Prices Shares Contractual Life Exercise Price Shares Exercise Price

$0.11 Ó $ 8.57 ÏÏÏÏÏÏÏÏÏÏ 3,720,563 7.55 $ 6.45 1,958,585 $ 5.19
8.58 Ó 9.58 ÏÏÏÏÏÏÏÏÏÏ 3,584,981 9.11 8.87 713,288 8.86
9.60 Ó 12.00 ÏÏÏÏÏÏÏÏÏÏ 1,702,280 8.67 10.55 534,474 11.28

12.01 Ó 14.36 ÏÏÏÏÏÏÏÏÏÏ 5,294,402 7.59 14.29 4,371,987 14.28
14.70 Ó 161.29 ÏÏÏÏÏÏÏÏÏÏ 2,489,234 6.91 43.18 1,933,185 46.20

$0.11 Ó $161.29 ÏÏÏÏÏÏÏÏÏÏ 16,791,460 7.91 $15.30 9,511,519 $18.32
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14. Stock based compensation Ì (Continued)

Certain options for employee and non-employee directors granted during the years ended March 31,
2000, 1999 and 1998 resulted in deferred stock compensation as the estimated fair value (derived by
reference to contemporaneous sales of convertible preferred stock) was greater than the exercise price on
the date of grant. The total deferred stock compensation associated with these options was approximately
$16,093,000. This amount is being amortized over the respective vesting periods of these options, ranging
from three to four years. Approximately $202,000, $754,000 and $1,218,000 was amortized during the
years ended March 31, 2004, 2003 and 2002 respectively, related to these options.

In April 2001, the Company implemented an option exchange program whereby employees were
oÅered the opportunity to exchange stock options with split-adjusted exercise prices of $40.00 and above
for new options to purchase an equal number of shares. These options were grants occurring more than six
months and a day following the date the options were accepted for exchange and are treated as Ñxed
awards. A total of 7,489,000 options were surrendered for exchange under this program. The Board of
Directors on November 16, 2001, approved the exchange and on that date 6,015,713 new options were
granted with an exercise price of $14.36 per share. Employees who surrendered 1,473,287 options left the
Company prior to the new grants.

Employee Stock Purchase Plan

In January 2000, the Board of Directors approved the Company's 2000 Employee Stock Purchase
Plan (the ESPP). The ESPP became eÅective upon the completion of the Company's initial public
oÅering on February 10, 2000. A total of 4,500,000 shares of common stock have been made available for
issuance under the ESPP as of March 31, 2004. The number of shares of common stock available for
issuance under the ESPP will be increased on the Ñrst day of each calendar year during the remaining
nine year term of the ESPP by 750,000 shares of common stock.

The ESPP, which is intended to qualify under Section 423 of the IRS Code, is implemented by a
series of overlapping oÅering periods of 24 months' duration, with new oÅering periods, other than the Ñrst
oÅering period, commencing on or about January 1 and July 1 of each year. Each oÅering period consists
of four consecutive purchase periods of approximately six months' duration, and at the end of each oÅering
period, the Company will make a purchase on behalf of the participants. Participants generally may not
purchase more than 1,000 shares on any purchase date or stock having a value measured at the beginning
of the oÅering period greater than $25,000 in any calendar year.

The purchase price per share is 85% of the lower of (1) the fair market value of the Company's
common stock on the purchase date and (2) the fair market value of a share of the Company's common
stock on the last trading day before the oÅering date.

In June 1999, Active Software approved the 1999 Employee Stock Purchase Plan (the ""Purchase
Plan''). In connection with the merger of Active Software, the Company assumed the Purchase Plan for
all currently eligible employees of Active Software. Eligible employees of the Purchase Plan may purchase
a limited number of shares of the Company's common stock. Each participant can elect to purchase the
Company's common stock on the Ñrst day of each 24 month oÅering period (which begins on May 1 and
November 1 of each year) and such option is automatically exercised on the last day of each six month
purchase period during the oÅering period. The purchase price for the Company's common stock under the
Purchase Plan is 85% of the lesser of the fair market value of the common stock (1) on the Ñrst day of
the applicable oÅering period and (2) on the last day of the applicable purchase period. This plan
terminated on October 31, 2001.
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The following table summarizes shares of common stock available for issuance and shares purchased
as of March 31, 2004 (in thousands).

Balance at March 31, 2002.ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,661

Additional authorized shares ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 750

Purchases ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (383)

Balance at March 31, 2003.ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,028

Additional authorized shares ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 750

Purchases ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (360)

Balance at March 31, 2004.ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,418

Shareholder Rights Plan

In October 2001, the Board of Directors adopted a shareholder rights plan, which may cause
substantial dilution to a person or group that attempts to acquire webMethods on terms not approved by
the Board of Directors. Under the plan, webMethods distributed one right for each share of its common
stock outstanding at the close of business on October 18, 2001. Initially, the rights trade with shares of
webMethods common stock and are represented by webMethods common stock certiÑcates. The rights are
not immediately exercisable and generally become exercisable if a person or group acquires, or commences
a tender or exchange oÅer to acquire, beneÑcial ownership of 15% or more of webMethods common stock
while the plan is in place. Each right will become exercisable, unless redeemed, by its holder (unless an
acquiring person or member of that group) for shares of webMethods or of the third-party acquirer having
a value of twice the right's then-current exercise price. The rights are redeemable by webMethods and will
expire on October 18, 2011.

15. Employee beneÑt plan

As of April 1, 1997, the Company adopted a contributory 401(k) plan covering all full-time
employees who meet prescribed service requirements. There are no required Company matching
contributions. The plan provides for discretionary contributions by the Company. The Company made no
contributions during the years ended March 31, 2004, 2003 and 2002.
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16. Supplemental disclosures of cash Öow information:

Year Ended March 31,

2004 2003 2002

(In thousands)

Cash paid during the period for interestÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 197 $ 673 $ 511

Non-cash investing and Ñnancing activities:

Equipment purchased under capital lease ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 1,457 $1,665 $3,061

Conversion of interest income into equity in private company ÏÏÏÏÏÏÏÏÏÏÏ $ 257 $  Ì $  Ì

Change in net unrealized gain or loss on marketable securities ÏÏÏÏÏÏÏÏÏÏ $ 165 $ 135 $ 692

Dante Acquisition:

Fair value of assets acquired, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 308 $  Ì $  Ì

Less:

Liabilities assumed ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (401) Ì Ì

(93) Ì Ì

In-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,138 Ì Ì

Existing technologyÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,530 Ì Ì

Customer relationships ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 392 Ì Ì

GoodwillÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12,152 Ì Ì

Cash paid for acquisition, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $19,119 $  Ì $  Ì

TME Acquisition:

Fair value of assets acquired, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 154 $  Ì $  Ì

Less:

Liabilities assumed ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (848) Ì Ì

(694) Ì Ì

In-process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,146 Ì Ì

Existing technologyÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,379 Ì Ì

Customer relationships ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 441 Ì Ì

GoodwillÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,715 Ì Ì

Cash paid for acquisition, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 7,987 $  Ì $  Ì

Datachannel Assets Acquired from Netegrity:

Fair value of assets acquired, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 101 $  Ì $  Ì

Less:

Liabilities assumed ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (66) Ì Ì

35 Ì Ì

Existing technologyÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,243 Ì Ì

Cash paid for acquisition, net of cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 5,278 $  Ì $  Ì
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17. Restructuring and Related Charges

In response to changing market conditions, including the decline in information technology spending,
the Company implemented restructuring plans in the second quarter of Ñscal 2002, third quarter of Ñscal
2003, third quarter of Ñscal 2004 and the fourth quarter of 2004.

During the quarter ended September 30, 2001, the Company recorded a restructuring charge of
$7.2 million, consisting of headcount reductions, consolidations of facilities, and other related restructuring
charges. During the quarter ended December 31, 2002, the Company recorded a restructuring charge of
$2.2 million due to a further reduction in headcount. In addition, in October 2003, the Company recorded
a restructuring charge of $1.3 million due to an additional headcount reduction of approximately
39 employees or 4% of the workforce. During the quarter ended March 31, 2004, the Company announced
and implemented a restructuring plan designed to further align its cost structure with expected revenue
and business requirements resulting in an additional restructuring charge of $2.6 million. Actions taken
included a reduction in the Company's employee workforce by approximately 20 positions or 2% of the
workforce and the consolidation of our Berkeley, California oÇce into our Sunnyvale, California oÇce.

As of March 31, 2004 and March 31, 2003, respectively, $3.1 million and $1.8 million of restructuring
charges remained unpaid. This portion primarily relates to rent on the excess facilities and will be paid
over the remaining rental periods.

The following table sets forth a summary of total restructuring and related charges, payments made
against those charges and the remaining liabilities as of March 31, 2004.

Severance Impairment
Excess And Related of Fixed

Facilities BeneÑts Assets Total

(In thousands)

Balance at March 31, 2001 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $  Ì $  Ì $  Ì $  Ì

Fiscal 2002 charges ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,610 3,489 144 7,243

Non-cash write-down of Ñxed assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì (144) (144)

Cash payments made in Ñscal 2002 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (615) (3,489) Ì (4,104)

Balance at March 31, 2002 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,995 Ì Ì 2,995

Fiscal 2003 charges ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 2,155 Ì 2,155

Cash payments made in Ñscal 2003 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,296) (2,101) Ì (3,397)

Balance at March 31, 2003 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,699 54 Ì 1,753

Fiscal 2004 charges ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,508 2,165 247 3,920

Non-cash write-down of Ñxed assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì (247) (247)

Cash payments made in Ñscal 2004 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (847) (1,470) Ì (2,317)

Balance at March 31, 2004 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 2,360 $ 749 $  Ì $ 3,109
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18. Segment information

The Company conducts operations worldwide and is primarily managed on a geographic basis with
those geographic segments being the Americas, Japan, Europe and Asia PaciÑc regions. Revenue is
primarily attributable to the region in which the contract is signed and the product is deployed.
Information regarding geographic areas is as follows:

Years Ended March 31,

2004 2003 2002

(In thousands)

Revenues

Americas ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $114,507 $133,756 $143,003

Europe ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 44,965 36,351 35,666

Japan ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 20,456 15,274 6,632

Asia PaciÑc ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 14,597 11,373 10,695

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $194,525 $196,754 $195,996

Long Lived Assets

Americas ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 70,497 $ 47,853 $ 55,360

Europe ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,189 2,228 1,555

Japan ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,681 935 697

Asia PaciÑc ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 360 541 676

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 74,727 $ 51,557 $ 58,288
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SCHEDULE II Ì VALUATION AND QUALIFYING ACCOUNTS

Allowance for doubtful accounts for the years ended March 31, 2002, 2003 and 2004:

Balance at Balance at
Beginning of End of

Period Provisions Deductions Period

(In thousands)

Year ended March 31, 2002 allowance for
doubtful accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $4,342 $2,840 $3,497 $3,685

Year ended March 31, 2003 allowance for
doubtful accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,685 280 1,115 2,850

Year ended March 31, 2004 allowance for
doubtful accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,850 19 766 2,103
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Report of Independent Registered Public Accounting Firm on
Financial Statement Schedule

To the Board of Directors and Stockholders
of webMethods Inc.:

Our audit of the consolidated Ñnancial statements referred to in our report dated May 28, 2004,
appearing in this Form 10-K of webMethods, Inc. for the year ended March 31, 2004 also included an
audit of the Ñnancial statement schedule listed in Item 15(a)(2) of this Form 10-K. In our opinion, this
Ñnancial statement schedule presents fairly, in all material respects, the information set forth therein when
read in conjunction with the related consolidated Ñnancial statements.

/s/ PRICEWATERHOUSECOOPERS LLP

McLean, Virginia
May 28, 2004
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EXHIBIT INDEX

Exhibit
Number Description

2.1(1) Agreement and Plan of Merger dated as of May 20, 2000, by and among and among
webMethods, Inc., Wolf Acquisition, Inc. and Active Software, Inc.

3.1(2) Fifth Amended and Restated CertiÑcate of Incorporation of webMethods, Inc., as amended

3.2(3) Amended and Restated Bylaws of webMethods, Inc.

4.1(3) Specimen certiÑcate for shares of webMethods, Inc. Common Stock

4.2(4) Rights Agreement dated as of October 18, 2001 between webMethods, Inc. and American
Stock Transfer & Trust Company

10.1(3) Second Amended and Restated Investor Rights Agreement

10.2(5) webMethods, Inc. Amended and Restated Stock Option Plan, as amended

10.3(3) Employee Stock Purchase Plan

10.4(3) IndemniÑcation Agreement entered into between webMethods, Inc. and each of its directors

21.1* Subsidiaries of webMethods, Inc.

23.1* Consent of PricewaterhouseCoopers LLP

24 Power of Attorney (included on signature page of this report)

31.1* Rule 13a-14(a) CertiÑcation of Chief Executive OÇcer

31.2* Rule 13a-14(a) CertiÑcation of Chief Financial OÇcer

32.1* # Section 1350 CertiÑcation of Chief Executive OÇcer

32.2* # Section 1350 CertiÑcation of Chief Financial OÇcer

(1) Incorporated by reference to webMethods' Registration Statement on Form S-4, as amended (File
No. 333-39572).

(2) Incorporated by reference to webMethods' Form 10-K for the year ended March 31, 2002 (File
No. 1-15681).

(3) Incorporated by reference to webMethods' Registration Statement on Form S-1, as amended (File
No. 333-91309).

(4) Incorporated by reference to webMethods' Registration Statement on Form 8-A (File No. 1-15681).

(5) Incorporated by reference to webMethods' Form 10-K for the year ended March 31, 2003 (File
No. 1-15681).

* Filed herewith.

# This item is furnished as an exhibit to this report but is not Ñled with the Securities and Exchange
Commission.



EXHIBIT 21.1

SUBSIDIARIES OF WEBMETHODS, INC.

NAME ORGANIZED IN

webMethods West, Inc. Delaware

Door Acquisition, Inc. Delaware

The Dante Group, Inc. Delaware

The Mind Electric, Inc. Texas

Intelliframe Corporation Pennsylvania

webMethods Worldwide, Inc. California

webMethods Canada Corporation Canada

webMethods UK Ltd. United Kingdom

webMethods BV the Netherlands

webMethods Germany GmbH Germany

webMethods France Sarl France

webMethods Australia Pty Ltd. Australia

webMethods China Co., Limited Peoples Republic of China

webMethods Hong Kong Ltd. Hong Kong

webMethods Japan K.K. Japan

webMethods Singapore Pte Ltd. Singapore

webMethods Korea Co., Ltd. South Korea

webMethods Malaysia Sdn Bhd Malaysia



EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (File Nos.333-30122 and 333-43958) and on
Form S-3 (File No. 333-58726) of webMethods, Inc. of our report dated May 28, 2004 relating to the Financial Statements and Financial
Statement Schedules, which appear in this Form 10-K. We also consent to the reference to us under the heading “Selected Financial Data”
which appears in this Form 10-K.

/S/ PRICEWATERHOUSECOOPERS LLP

McLean, Virginia
June 10, 2004



EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Phillip Merrick, Chairman and Chief Executive Officer of webMethods, Inc., have executed this certification in connection with the
filing with the Securities and Exchange Commission of the registrant’s Annual Report on Form 10-K for the fiscal year ended
March 31, 2004. I certify that:

Date: June 11, 2004

1. I have reviewed this annual report on Form 10-K of webMethods, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant, and we have:

(a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures as of the end of the period covered by this report based on such
evaluation; and

(c) disclosed in this report any change in the registrant’s internal controls over financial reporting that occurred during the registrant’s
most recent fiscal quarter (the registrant’s fourth quarter in the case of an annual report) that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal controls over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal controls over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons fulfilling the equivalent
function):

(a) all significant deficiencies and material weaknesses in the design or operation of internal controls over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal controls over financial reporting.

/s/ PHILLIP MERRICK

Name: Phillip Merrick
Title: Chairman and Chief Executive Officer



EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER

PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Mary Dridi, the Executive Vice President and Chief Financial Officer of webMethods, Inc., have executed this certification in
connection with the filing with the Securities and Exchange Commission of the registrant’s Annual Report on Form 10-K for the fiscal
year ended March 31, 2004. I certify that:

Date: June 11, 2004

1. I have reviewed this annual report on Form 10-K of webMethods, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant, and we have:

(a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures as of the end of the period covered by this report based on such
evaluation; and

(c) disclosed in this report any change in the registrant’s internal controls over financial reporting that occurred during the registrant’s
most recent fiscal quarter (the registrant’s fourth quarter in the case of an annual report) that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal controls over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal controls over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons fulfilling the equivalent
function):

(a) all significant deficiencies and material weaknesses in the design or operation of internal controls over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal controls over financial reporting.

/s/ MARY DRIDI

Name: Mary Dridi
Title: Executive Vice President and

Chief Financial Officer



EXHIBIT 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

PURSUANT TO 18 U.S.C. SECTION 1350 AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

The undersigned, Phillip Merrick, the Chairman and Chief Executive Officer of webMethods, Inc. (the “Company”), has executed this
certification in connection with the filing with the Securities and Exchange Commission of the Company’s Annual Report on Form 10-K for
the fiscal year ended March 31, 2004 (the “Report”). The undersigned hereby certifies that: (1) the Report fully complies with the requirements
of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and (2) the information contained in the Report fairly presents, in all material
respects, the financial condition and results of operations of the Company.

Date: June 11, 2004 /s/ PHILLIP MERRICK

Name: Phillip Merrick
Title: Chairman and Chief Executive Officer



EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER

PURSUANT TO 18 U.S.C. SECTION 1350 AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

The undersigned, Mary Dridi, the Chief Financial Officer and Executive Vice President of webMethods, Inc. (the “Company”), has executed
this certification in connection with the filing with the Securities and Exchange Commission of the Company’s Annual Report on Form 10-K
for the fiscal year ended March 31, 2004 (the “Report”). The undersigned hereby certifies that: (1) the Report fully complies with the
requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and (2) the information contained in the Report fairly presents,
in all material respects, the financial condition and results of operations of the Company.

Date: June 11, 2004 /s/ MARY DRIDI

Name: Mary Dridi
Title: Chief Financial Officer and

Executive Vice President



Financial Highlights

Financial Highlights

During fiscal year 2004, webMethods
documented more than 497 customer
implementations — more than one per day.

We ended fiscal year 2004 with

three quarters of sequential license

and total revenue growth.

New Customers
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55,813
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Total Revenue
FY | 04 Total = 194,525

Total Revenue
($ In Thousands)

FY | 04 Total = 220+

Customer Success

Dean Foods leverages the EDIINT solution from webMethods to facilitate seamless communication
with partners and customers such as Wal-Mart. By employing webMethods EDIINT, Dean Foods
is able to realize benefits from a standards-based solution using the secure AS2 standard while
achieving significant cost savings by transitioning away from traditional EDI translators and
Value-Added Networks (VAN).

Fairfax County Public Schools (FCPS) relies on webMethods for streamlining many key processes
including student information management. By leveraging webMethods’ Service-Orientated
Architecture, FCPS automatically propagates student information across many systems, improving
accuracy and productivity of the student information processes by reducing data entry requirements,
and allowing seamless management of information for over 166,000 students.

Eastman Chemical Company employs webMethods’ Service-Orientated Architecture to enhance
and integrate many key processes including its Annual Business Planning process, by rapidly
retrieving cost planning information from and posting updated cost planning information to SAP.
By leveraging webMethods, Eastman Chemical now has a user-friendly, streamlined and time-saving
method for managers and cost accountants to collaborate and develop the annual business plan.

France Telecom uses webMethods in their Auto-activation of Tariff Options (AOT) initiative to
improve client service. By leveraging the webMethods Integration Platform, new client requests
are automatically updated in France Telecom’s middle-office and back-office systems. This
automated and synchronized information has enabled France Telecom to reduce activation time
from days down to a few minutes. This allows them to seamlessly process the increasing numbers
of orders due to new sales channels revving up and new offers being launched on the market.

Welch’s employs the webMethods UCCnet solution for connecting to UCCnet for item
synchronization. By leveraging webMethods and open standards such as EDIINT AS2, Welch’s
has rapidly registered items with UCCnet GLOBALRegistry and can now meet the retailers’ need
for accurate and timely item information. Additionally, by eliminating data errors, and accelerated
time-to-market, Welch’s is achieving direct cost savings.

Wells Fargo leverages webMethods to support payment processes by exchanging messages and
documents between their corporate customers and internal applications in a variety of standards-
based formats. Additionally, Wells Fargo uses webMethods to notify wholesale customers about
payments such as wire transfers by capturing information from internal systems and sending out
notifications via email, fax and other methods including Web services, thereby providing critical
information in a timely manner and enhancing the customer’s experience.
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Worldwide Headquarters
3930 Pender Drive
Fairfax, VA 22030 USA  
Ph: 703.460.2500
Fx: 703.460.2599
www.webMethods.com

Directors

Phillip Merrick
Chairman and Chief Executive Officer,
webMethods, Inc.

Gary J. Fernandes
Chairman of the Board, FLF Investments
Investment firm

James P. Gauer
General Partner, Palomar Ventures
Venture capital firm

R. James Green
Chief Executive Officer, Composite Software, Inc.
Enterprise information integration solutions provider

William A. Halter
Management consultant

Jerry J. Jasinowski
President, National Association of Manufacturers
Business advocacy and policy organization

Jack L. Lewis
Partner, Shaw Pittman
Law firm 

Gene Riechers
General Partner, Valhalla Partners
Venture capital firm

William V. Russell 
Advisor to software companies 

Robert T. Vasan
General Partner, Mayfield
Venture capital firm

Executive Officers

Phillip Merrick
Chairman and Chief Executive Officer

David Mitchell
President and Chief Operating Officer

Richard Chiarello
Executive Vice President, Worldwide Operations

Mary Dridi
Chief Financial Officer, Executive Vice President
and Treasurer

Douglas W. McNitt
General Counsel, Executive Vice President and Secretary

Kristin A. Weller
Executive Vice President, Product Development

Stockholder Information

webMethods’ common stock has been publicly
traded on the Nasdaq National Market under
the symbol ‘WEBM’ since webMethods’ public
offering on February 11, 2000.

© 2004 webMethods, Inc. All rights reserved. The webMethods logo is a registered trademark of webMethods, Inc.
in the United States and other countries. All other names mentioned may be registered trademarks, trademarks, or
service marks of their respective companies.

Annual  Report 2004

With more than
1,100 customers,
it’s very possible
that you interact
with webMethods’
solutions every day.
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