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

For the transition period from to

Commission File Number 001-33622

VMWARE, INC.
(Exact name of registrant as specified in its charter)

Delaware 94-3292913
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Number)
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94304

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No ~
Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer X Accelerated filer

(Do not check if a smaller reporting
company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange

Act). Yes © No x

As of July 28, 2014, the number of shares of common stock, par value $0.01 per share, of the registrant outstanding
was 430,112,408 of which 130,112,408 shares were Class A common stock and 300,000,000 were Class B common
stock.

Non-accelerated filer Smaller reporting company



Edgar Filing: VMWARE, INC. - Form 10-Q




Edgar Filing: VMWARE, INC. - Form 10-Q

TABLE OF CONTENTS

Page
PART I - FINANCIAL INFORMATION
Item 1. Financial Statements (unaudited) 3

Condensed Consolidated Statements of Income for the Three and Six Months Ended June 30. 2014
and 2013
Condensed Consolidated Statements of Comprehensive Income for the Three and Six Months
Ended June 30. 2014 and 2013
Condensed Consolidated Balance Sheets at June 30, 2014 and December 31. 2013
Condensed Consolidated Statements of Cash Flows for the Three and Six Months Ended June 30
2014 and 2013
Notes to Condensed Consolidated Financial Statements

Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Item 4. Controls and Procedures

PART II - OTHER INFORMATION

Item 1. Legal Proceedings

Item 1A. Risk Factors

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
Item 3. Defaults Upon Senior Securities

Item 4. Mine Safety Disclosures
Item 5. Other Information

Item 6. Exhibits
SIGNATURES
EXHIBIT INDEX 63
VMware, VMworld, vSphere, vCloud, vCenter, VMware View, vCloud Suite, Horizon Suite, VMware NSX, Virtual
SAN, vCloud Hybrid Service, AirWatch, vShield, Desktone, Dynamic Ops, Nicira, Wanova and Virsto are registered
trademarks or trademarks of VMware in the United States and other jurisdictions. All other marks and names
mentioned herein may be trademarks of their respective companies.

3

W PN N
3 1 13

NP2 [ W [
SREERBRER




Edgar Filing: VMWARE, INC. - Form 10-Q

PART 1

FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

VMware, Inc.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(amounts in millions, except per share amounts, and shares in thousands)

(unaudited)

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Revenues:
License $614 $531 $1,175 $1,019
Services 843 712 1,642 1,416
Total revenues 1,457 1,243 2,817 2,435
Operating expenses (1):
Cost of license revenues 46 55 96 112
Cost of services revenues 172 118 323 243
Research and development 317 261 610 532
Sales and marketing 544 442 1,018 859
General and administrative 179 96 330 194
Realignment charges (1 ) 1 (1 ) 63
Operating income 200 270 441 432
Investment income 9 7 18 15
Interest expense with EMC (7 ) (1 ) (12 ) (2
Other income, net — 18 — 13
Income before income taxes 202 294 447 458
Income tax provision 35 49 81 40
Net income $167 $245 $366 $418
Net income per weighted-average share, basic for
Class A $0.39 $0.57 $0.85 $0.98
and Class B
Net income per weighted-average share, diluted for
Class A and Class B $0.38 $0.57 $0.84 $0.97
Weighted-average shares, basic for Class A and Class B 430,216 428,336 430,050 428,172
gelghted—average shares, diluted for Class A and Class 434.199 431,987 434218 432.406
(1) Includes stock-based compensation as follows:
Cost of license revenues $1 $— $2 $1
Cost of services revenues 11 7 20 14
Research and development 66 51 126 113
Sales and marketing 43 33 84 69
General and administrative 18 12 35 26
Realignment charges — — — 6

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




Edgar Filing: VMWARE, INC. - Form 10-Q

Table of Contents

VMware, Inc.
CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(in millions)

(unaudited)
Three Months Ended Six Months Ended
June 30, June 30,
2014 2013 2014 2013
Net income $167 $245 $366 $418
Other comprehensive income:
Changes in market value of available-for-sale
securities:
Unrealized gains (losses), net of taxes of $2, $(6), $2
and $(5) 3 © ) 4 ®
Reclassification of (gains) realized during the o o a
period, net of taxes of $0, $0, $0 and $(1)
Net change in market value of available-for-sale 3 © ) 4 ©

securities

Changes in market value of effective foreign
currency forward exchange contracts:
Unrealized (losses), net of $0 taxes for all periods — (1 ) — (1
Net change in market value of effective foreign

currency fi a ) — a

y forward exchange contracts

Total other comprehensive income (loss) 3 (10 ) 4 (10
Total comprehensive income, net of taxes $170 $235 $370 $408

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

CONDENSED CONSOLIDATED BALANCE SHEETS

(amounts in millions, except per share amounts, and shares in thousands)
(unaudited)

ASSETS

Current assets:

Cash and cash equivalents

Short-term investments

Accounts receivable, net of allowance for doubtful accounts of $2
Due from related parties, net

Deferred tax assets

Other current assets

Total current assets

Property and equipment, net

Other assets, net

Deferred tax assets

Intangible assets, net

Goodwill

Total assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable

Accrued expenses and other

Due to related parties, net

Unearned revenues

Total current liabilities

Note payable to EMC

Unearned revenues

Other liabilities

Total liabilities

Contingencies (see Note I)

Stockholders’ equity:

Class A common stock, par value $.01; authorized 2,500,000 shares; issued and
outstanding 129,983 and 130,349 shares

Class B convertible common stock, par value $.01; authorized 1,000,000 shares;
issued and outstanding 300,000 shares

Additional paid-in capital

Accumulated other comprehensive income
Retained earnings

Total stockholders’ equity

Total liabilities and stockholders’ equity

The accompanying notes are an integral part of the condensed consolidated financial statements.
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June 30,
2014

$2,054
4,583
1,119
40

215
150
8,161
936
230
135
799
3,898
$14,159

$102
826

2,713
3,641
1,500
1,676
253

7,070

1

3

3,399

8

3,678
7,089
$14,159

December 31,
2013

$2,305
3,870
1,220
190

96
7,681
845
107

60

607
3,027
$12,327

$109
608
18
2,558
3,293
450
1,534
234
5,511

1

3

3,496
4

3,312
6,816
$12,327
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VMware, Inc.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in millions)
(unaudited)

Operating activities:
Net income

Adjustments to reconcile net income to net cash provided

by operating activities:

Depreciation and amortization

Stock-based compensation

Excess tax benefits from stock-based compensation
Deferred income taxes, net

Non-cash realignment charges

Gain on disposition of certain lines of business and other,

net

Other

Changes in assets and liabilities, net of acquisitions:
Accounts receivable

Other assets

Due to/from related parties, net

Accounts payable

Accrued expenses

Income taxes receivable from EMC

Income taxes payable

Unearned revenues

Net cash provided by operating activities

Investing activities:

Additions to property and equipment

Purchases of available-for-sale securities

Sales of available-for-sale securities

Maturities of available-for-sale securities

Proceeds from disposition of certain lines of business
Purchase of strategic investments

Business acquisitions, net of cash acquired
Increase in restricted cash

Other investing

Net cash used in investing activities

Financing activities:

Proceeds from issuance of common stock

Proceeds from issuance of note payable to EMC
Repayment of note payable to EMC

Reduction in capital from EMC

Repurchase of common stock

Excess tax benefits from stock-based compensation
Shares repurchased for tax withholdings on vesting of
restricted stock

Three Months Ended
June 30,
2014 2013
$167 $245
81 88
139 103
(11 (26
(50 37
(19
— 1
(288 (172
(13 (34
(66 25
3 26
160 92
— 16
71 4
216 206
409 534
(76 (75
(1,445 918
530 333
169 188
— 31
(37 2
_ a
3 —
(862 (444
11 47
(238 (120
11 26
(65 (43

Six Months Ended
June 30,

2014 2013
$366 $418
164 179
267 219
(26 ) (48
(79 ) 9
— 14
— (19
2 (1
130 208
(43 ) (75
(33 ) 34
(8 ) 18
56 23
— 16
112 2
251 263
1,159 1,210
(153 ) (153
(1,976 ) (1,655
941 819
322 370
— 31
(40 ) 2
(1,068 ) (184
(76 ) 2
(10 ) 1
(2,060 ) (775
99 115
1,500 —
(450 ) —
(24 ) —
(407 ) (302
26 48
(94 ) (65
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Net cash provided by (used in) financing activities (281 ) (90 ) 650
Net (decrease) increase in cash and cash equivalents (734 ) — (251
Cash and cash equivalents at beginning of the period 2,788 1,840 2,305
Cash and cash equivalents at end of the period $2.,054 $1,840 $2.,054
Non-cash items:

Changes in capital additions, accrued but not paid $18 $9 $11
Fair value of stock options assumed in acquisition — — 24

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

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

A. Overview and Basis of Presentation

Company and Background

VMware, Inc. (“VMware” or the “Company”) is the leader in virtualization infrastructure solutions utilized by
organizations to help them transform the way they build, deliver and consume information technology (“IT”) resources.
VMware’s virtualization infrastructure solutions, which include a suite of products designed to deliver a
software-defined data center, run on industry-standard desktop computers and servers and support a wide range of
operating system and application environments, as well as networking and storage infrastructures.

Accounting Principles

The financial statements and accompanying notes are prepared in accordance with accounting principles generally
accepted in the United States of America (“GAAP”).

Unaudited Interim Financial Information

These accompanying unaudited condensed consolidated financial statements have been prepared pursuant to the rules
and regulations of the Securities and Exchange Commission (the “SEC”) for interim financial reporting. In the opinion
of management, these unaudited condensed consolidated financial statements include all adjustments, consisting of
normal recurring adjustments and accruals, for a fair statement of VMware’s condensed consolidated results of
operations, financial position and cash flows for the periods presented. Results of operations are not necessarily
indicative of the results that may be expected for the full year 2014. Certain information and footnote disclosures
typically included in annual consolidated financial statements have been condensed or omitted. Accordingly, these
unaudited interim condensed consolidated financial statements should be read in conjunction with the consolidated
financial statements and related notes included in VMware’s 2013 Annual Report on Form 10-K.

As of June 30, 2014, EMC held approximately 79.8% of VMware’s outstanding common stock and 97.2% of the
combined voting power of VMware’s outstanding common stock, including 43 million shares of VMware’s Class A
common stock and all of VMware’s Class B common stock. VMware is a majority-owned and controlled subsidiary of
EMC, and its results of operations and financial position are consolidated with EMC’s financial statements.
Management believes the assumptions underlying the condensed consolidated financial statements are reasonable.
However, the amounts recorded for VMware’s intercompany transactions with EMC and Pivotal Software, Inc.
(“Pivotal,” previously known as “GoPivotal, Inc.”) may not be considered arm’s length with an unrelated third party.
Therefore, the financial statements included herein may not necessarily reflect the financial position, results of
operations and cash flows had VMware engaged in such transactions with an unrelated third party during all periods
presented. Accordingly, VMware’s historical financial information is not necessarily indicative of what the Company’s
financial position, results of operations and cash flows will be in the future if and when VMware contracts at arm’s
length with unrelated third parties for the services the Company receives from and provides to EMC and Pivotal.
Principles of Consolidation

The condensed consolidated financial statements include the accounts of VMware and its subsidiaries after
elimination of intercompany transactions and account balances between VMware and its subsidiaries. All
intercompany transactions with EMC and Pivotal in the condensed consolidated statements of cash flows will be
settled in cash, and changes in the current intercompany balances are presented as a component of cash flows from
operating, investing and financing activities.

Use of Accounting Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities, the reported amounts of revenues and expenses
during the reporting periods, and the disclosure of contingent liabilities at the date of the financial statements.
Estimates are used for, but not limited to trade receivable valuation, marketing rebates, useful lives assigned to fixed
assets and intangible assets, valuation of goodwill and definite-lived intangibles, income taxes, stock-based
compensation and contingencies. Actual results could differ from those estimates.

New Accounting Pronouncements
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During May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update ("ASU")
No. 2014-09, Revenue from Contracts with Customers (Topic 606). The updated revenue standard establishes
principles for recognizing revenue and develops a common revenue standard for all industries. Upon adoption, entities
will be required to
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VMware, Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

recognize the amount of revenue that they expect to be entitled to for the transfer of promised goods or services to
their customers. The updated standard is effective for the Company in the first quarter of 2017 and permits the use of
either the retrospective or cumulative effect transition method. Early adoption is not permitted.

The Company has not selected a transition method and is currently evaluating the effect that the updated standard will
have on its consolidated financial statements and related disclosures.

B. Business Combinations, Definite-Lived Intangible Assets, Net and Goodwill

Business Combinations

On February 24, 2014, VMware acquired for cash all of the outstanding membership units of A.W.S. Holding, LL.C
(“AirWatch Holding”), the sole member and equity holder of AirWatch LLC (“AirWatch”). AirWatch is a leader in
enterprise mobile management and security solutions. VMware acquired AirWatch to expand VMware's solutions
within the enterprise mobile and security space. The total preliminary purchase price of $1,128 million included cash
of $1,104 million and the fair value of assumed unvested equity attributed to pre-combination services totaling $24
million.

Merger consideration totaling $300 million, including $75 million being held in escrow, is payable to certain
employees of AirWatch subject to specified future employment conditions and will be recognized as expense over the
requisite service period on a straight-line basis. Compensation expense of $41 million and $60 million was recognized
during the three and six months ended June 30, 2014, respectively.

VMware assumed all of AirWatch's unvested stock options and restricted stock outstanding at the completion of the
acquisition with an estimated fair value of $134 million. Of the total fair value, $24 million was allocated to the
purchase price and $110 million was allocated to future services and will be expensed over the remaining requisite
service periods on a straight-line basis. The estimated fair value of the stock options assumed by the Company was
determined using the Black-Scholes option pricing model. Pursuant to the purchase agreement, AirWatch's
outstanding stock awards were converted into shares of VMware's common stock at the conversion ratio of 0.4.

The following table summarizes the initial preliminary allocation of the consideration to the fair value of the assets
acquired and liabilities assumed (table in millions):

Cash $36

Other current assets 60

Intangible assets 250

Goodwill 879

Other acquired assets 17

Total assets acquired 1,242

Unearned revenues 45 )
Other assumed liabilities (69 )
Total liabilities assumed (114 )
Fair value of assets acquired and liabilities assumed $1,128

The excess of the purchase consideration over the fair value of net tangible and identifiable intangible assets acquired
was recorded as goodwill. The estimated fair value assigned to the tangible assets, identifiable intangible assets, and
assumed liabilities were based on management's estimates and assumptions. The preliminary allocation of the
purchase price was based on a preliminary valuation and assumptions and is subject to change within the purchase
price allocation period. Additionally, indirect taxes, income taxes payable and deferred taxes may continue to be
subject to change as additional information is received and tax returns are finalized. VMware expects to finalize the
allocation of purchase consideration as soon as practicable and no later than one year from the acquisition date.
During the three months ended June 30, 2014, the preliminary allocation of the consideration to the fair value of the
assets acquired and liabilities assumed was revised primarily to reflect adjustments to deferred taxes and the liability
for employer related taxes. As a result, goodwill decreased $4 million in connection with these adjustments.

11
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Management expects that the majority of goodwill and identifiable intangible assets will be deductible for U.S.
income tax purposes.
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VMware, Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

The following table summarizes the components of the identifiable intangible assets acquired and their estimated
useful lives by VMware in conjunction with the acquisitions of AirWatch (amounts in table in millions):
Weighted-Average

Useful Lives . Fair Value
. Useful Lives
(in years) . Amount
(in years)

Purchased technology 2-6 5.9 $118
Customer relationships and customer lists 2-8 7.9 78
Trademarks and tradenames 8 8 40
Other 2-8 32 14
Total identifiable intangible assets $250

The following net income pro forma financial information summarizes the combined net income for VMware and
AirWatch, which was significant for purposes of the unaudited pro forma financial information disclosure, as though
the companies were combined at the beginning of the Company’s fiscal year 2013. The amount of revenue of
AirWatch was not considered material, and as such, has not been included in the unaudited pro forma financial
information disclosure below.

Supplemental information on an unaudited pro forma basis, as if AirWatch had been acquired on January 1, 2013, is
presented as follows (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Pro forma adjusted net income $167 $186 $329 $300

Definite-Lived Intangible Assets, Net

As of June 30, 2014, definite-lived intangible assets consisted of the following (amounts in table in millions):
June 30, 2014
Weighted-Average

Useful Lives Gross Carrying  Accumulated Net Book

. Amount Amortization Value
(in years)

Purchased technology 6.4 $703 $(215 ) $488
Leasehold interest 34.9 145 (13 ) 132
Customer relationships and customer lists 8.3 153 (44 ) 109
Trademarks and tradenames 8.4 65 (10 ) 55
Other 2.9 18 (3 ) 15
Total definite-lived intangible assets $1,084 $(285 ) $799

As of December 31, 2013, definite-lived intangible assets consisted of the following (amounts in table in millions):
December 31, 2013
Weighted-Average

Useful Lives Gross Carrying  Accumulated Net Book

. Amount Amortization Value

(in years)
Purchased technology 6.6 $580 $(163 ) $417
Leasehold interest 34.9 145 (11 ) 134
Customer relationships and customer lists 8.7 75 (37 ) 38
Trademarks and tradenames 9.1 24 (7 ) 17
IPR&D 1 — 1
Total definite-lived intangible assets $825 $(218 ) $607

9
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VMware, Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

Amortization expense for definite-lived intangible assets was $36 million and $26 million during the three months
ended June 30, 2014 and 2013, respectively and $67 million and $55 million during the six months ended June 30,
2014 and 2013, respectively.

As of June 30, 2014, the remaining estimated annual amortization expense of the definite-lived intangibles is expected
to be as follows (table in millions):

Remainder of 2014 $73
2015 140
2016 123
2017 116
2018 104
Thereafter 243
Total $799
Goodwill

The following table summarizes the changes in the carrying amount of goodwill during the six months ended June 30,
2014 (table in millions):

Balance, January 1, 2014 $3,027

Increase in goodwill related to Airwatch business combination 875

Other 4 )
Balance, June 30, 2014 $3,898

C. Realignment Charges

During January 2013, VMware approved and initiated a business realignment plan to streamline its operations. The
realignment plan included the elimination of approximately 710 positions and personnel across all major functional
groups and geographies. During the six months ended June 30, 2013, $63 million of realignment charges were
recorded on the condensed consolidated statements of income, which consisted of workforce reduction charges and
asset impairments. As of December 31, 2013, the plan had been completed.

10
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VMware, Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

D. Net Income per Share

Basic net income per share is computed by dividing net income by the weighted-average number of common shares
outstanding during the period. Diluted net income per share is computed by dividing net income by the
weighted-average number of common shares outstanding and potentially dilutive securities outstanding during the
period, as calculated using the treasury stock method. Potentially dilutive securities primarily include unvested
restricted stock units, stock options and purchase options under VMware’s employee stock purchase plan. Securities
are excluded from the computations of diluted net income per share if their effect would be anti-dilutive. VMware
uses the two-class method to calculate earnings per share as both classes share the same rights in dividends, therefore
basic and diluted earnings per share are the same for both classes.

The following table sets forth the computations of basic and diluted net income per share during the three and six
months ended June 30, 2014 and 2013 (net income in millions, shares in thousands):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Net income $167 $245 $366 $418
gzeilsih];ed—average shares, basic for Class A and 430216 428.336 430,050 428.172
Effect of dilutive securities 3,983 3,651 4,168 4,234
géellsih];ed—average shares, diluted for Class A and 434,199 431,987 434218 432.406
Net income per weighted-average share, basic for
Class A and Class B $0.39 $0.57 $0.85 $0.98
Net income per weighted-average share, diluted for
Class A and Class B $0.38 $0.57 $0.84 $0.97

During the three and six months ended June 30, 2014, stock options to purchase 1.1 million and 1.0 million shares,
respectively, of VMware Class A common stock were excluded from the diluted earnings per share calculations
because their effect would have been anti-dilutive. During the three and six months ended June 30, 2013, stock
options to purchase 1.0 million and 0.8 million shares, respectively, of VMware Class A common stock were excluded
from the diluted earnings per share calculations because their effect would have been anti-dilutive.

During the three and six months ended June 30, 2014, the number of shares of restricted stock that were excluded
from the diluted earnings per share calculations because their effect would have been anti-dilutive was not material.
During the three and six months ended June 30, 2013, 3.1 million and 2.2 million shares, respectively, of restricted
stock were excluded from the diluted earnings per share calculations because their effect would have been
anti-dilutive.

11
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)

(unaudited)

E. Investments

Investments as of June 30, 2014 and December 31, 2013 consisted of the following (tables in millions):

June 30, 2014
Cost or

Amortized Un.reahzed Unrealized Aggregate
Gains Losses Fair Value
Cost
U.S. Government and agency obligations $570 $1 $— $571
U.S. and foreign corporate debt securities 2,821 8 (1 2,828
Foreign governments and multi-national agency
N 38 — — 38
obligations
Municipal obligations 920 3 — 923
Asset-backed securities 22 — — 22
Mortgage-backed securities 201 1 ¢! 201
Total investments $4,572 $13 $2 $4,583
December 31, 2013
Cost 0? Unrealized Unrealized Aggregate
Amortized ) ,
Gains Losses Fair Value
Cost
U.S. Government and agency obligations $537 $— $— $537
U.S. and foreign corporate debt securities 2,351 6 @3 2,354
Foreign governments and multi-national agency
.o 37 — — 37
obligations
Municipal obligations 811 3 — 814
Mortgage-backed securities 129 — ¢! ) 128
Total investments $3,865 $9 $¢4 ) $3,870

VMware evaluated its fixed income investments as of June 30, 2014 and December 31, 2013 to determine whether or
not any security had experienced an other-than-temporary decline in fair value. As of June 30, 2014 and December 31,
2013, VMware did not consider any of its fixed income investments to be other-than-temporarily impaired. The
realized gains and realized losses on fixed income investments during the three and six months ended June 30, 2014
and 2013 were not material.
Unrealized losses on investments as of June 30, 2014 and December 31, 2013, which have been in a net loss position
for less than twelve months, were classified by investment category as follows (table in millions):

June 30, 2014 December 31, 2013

Fair Value Unrealized Fair Value Unrealized
Losses Losses
U.S. and foreign corporate debt securities $525 $(1 ) $750 $(3 )
Mortgage-backed securities 58 — 91 (1 )
Total $583 $(1 ) $841 $4 )

Unrealized losses on investments, which have been in a net loss position for twelve months or greater, were not
material as of June 30, 2014 and December 31, 2013.

12
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VMware, Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

Strategic Investments

VMware evaluated the strategic investments in its portfolio that are accounted under the cost method, to assess
whether any of its strategic investments were other-than-temporarily impaired. VMware uses Level 3 inputs as part of
its impairment analysis, including, pre- and post-money valuations of recent financing events and the impact of those
on its fully diluted ownership percentages, as well as other available information regarding the issuer’s historical and
forecasted performance. The estimated fair value of these investments is considered in VMware's impairment review
if any events or changes in circumstances occur that might have a significant adverse effect on their value. During the
three months ended June 30, 2013, VMware recognized an other-than-temporary impairment charge of $13 million for
a non-recoverable strategic investment. Strategic investments are included in other assets, net on the condensed
consolidated balance sheets.

Contractual Maturities

The contractual maturities of investments held at June 30, 2014 consisted of the following (table in millions):

Amortized Aggregate
Cost Basis Fair Value
Due within one year $1,130 $1,132
Due after 1 year through 5 years 3,217 3,226
Due after 5 years 225 225
Total investments $4,572 $4,583

F. Fair Value Measurements

Certain financial assets and liabilities are measured at fair value on a recurring basis.

VMware’s Level 1 classification of the fair value hierarchy includes money market funds and certain available-for-sale
fixed income securities because these securities are valued using quoted prices in active markets for identical assets.
Fixed income available-for-sale securities consist of high quality, investment-grade securities from diverse issuers.
VMware’s Level 2 classification includes the remainder of the available-for-sale fixed income securities because these
securities are priced using inputs other than quoted prices that are observable either directly or indirectly. The
valuation techniques used to measure the fair value of financial instruments having Level 2 inputs were derived from
non-binding market consensus prices that are corroborated by observable market data, quoted market prices for similar
instruments, or pricing models such as discounted cash flow techniques. VMware’s procedures include controls to
ensure that appropriate fair values are recorded such as comparing prices obtained from multiple independent sources.
Additionally, VMware’s Level 2 classification includes foreign currency forward contracts as the valuation inputs for
these are based upon quoted prices and quoted pricing intervals from public data sources. The fair value of these
contracts was not material for any period presented.

VMware does not have any material assets or liabilities that fall into Level 3 of the fair value hierarchy as of June 30,
2014 and December 31, 2013, and there have been no transfers between fair value measurement levels during both the
three and six months ended June 30, 2014 and 2013.
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The following tables set forth the fair value hierarchy of VMware’s money market funds and available-for-sale
securities, including those securities classified within cash and cash equivalents on the condensed consolidated
balance sheets, that were required to be measured at fair value as of June 30, 2014 and December 31, 2013 (tables in

millions):

Money-market funds

U.S. Government and agency obligations

U.S. and foreign corporate debt securities

Foreign governments and multi-national agency obligations
Municipal obligations

Asset-backed securities

Mortgage-backed securities

Total

Money-market funds

U.S. Government and agency obligations

U.S. and foreign corporate debt securities

Foreign governments and multi-national agency obligations
Municipal obligations

Mortgage-backed securities

Total

G. Derivatives and Hedging Activity

June 30, 2014

Level 1 Level 2
$1,409 $—
436 135

— 2,888
— 38

— 924

— 22

— 201
$1,845 $4,208
December 31, 2013
Level 1 Level 2
$1,808 $—
385 152

— 2,366
— 37

— 816

— 128
$2,193 $3,499

Total
$1,409
571
2,888
38

924

22

201
$6,053

Total
$1,808
537
2,366
37

816
128
$5,692

VMware conducts business in multiple foreign currencies and has international sales and expenses denominated in
foreign currencies, subjecting the Company to foreign currency risk. To mitigate this risk, VMware enters into
hedging activities as described below. The counterparties to VMware’s foreign currency forward contracts are
multi-national commercial banks considered to be credit-worthy. VMware does not enter into speculative foreign

exchange contracts for trading purposes.
Cash Flow Hedging Activities

To mitigate its exposure to foreign currency fluctuations resulting from operating expenses denominated in certain
foreign currencies, VMware enters into foreign currency forward contracts. The Company designates these forward
contracts as cash flow hedging instruments as the accounting criteria for such designation has been met. Therefore, the
effective portion of gains or losses resulting from changes in the fair value of these hedges is initially reported in
accumulated other comprehensive income on the condensed consolidated balance sheet and is subsequently
reclassified to the related operating expense line item in the condensed consolidated statements of income in the same
period that the underlying expenses are incurred. During the three and six months ended June 30, 2014 and 2013, the
effective portion of gains or losses reclassified to the condensed consolidated statements of income was not material.
Interest charges or “forward points” on VMware’s forward contracts are excluded from the assessment of hedge
effectiveness and are recorded in other income, net in the condensed consolidated statements of income as incurred.
VMware generally enters into cash flow hedges semi-annually with maturities of six months or less. As of June 30,
2014 and December 31, 2013, VMware had forward contracts to purchase foreign currency designated as cash flow
hedges with a total notional value of $118 million and $82 million, respectively. The fair value of these forward
contracts was immaterial as of June 30, 2014 and December 31, 2013. During the three and six months ended June 30,

2014 and 2013, all cash flow hedges were considered effective.

Balance Sheet Hedging Activities
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In order to manage exposure to foreign currency fluctuations, VMware enters into foreign currency forward contracts
to hedge a portion of its net outstanding monetary assets and liabilities against fluctuations in certain foreign exchange
rates.
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These forward contracts are not designated as hedging instruments under applicable accounting guidance, and
therefore all changes in the fair value of the forward contracts are reported in other income, net in the condensed
consolidated statements of income.

VMware’s foreign currency forward contracts are generally traded on a monthly basis with a typical contractual term
of one month. As of June 30, 2014 and December 31, 2013, VMware had outstanding forward contracts with a total
notional value of $613 million and $498 million, respectively. The fair value of these forward contracts was
immaterial as of June 30, 2014 and December 31, 2013 and therefore excluded from the fair value tables above.
During the three months ended June 30, 2014 and 2013, VMware recognized a loss of $5 million and a gain of $5
million, respectively, relating to the settlement of foreign forward contracts. During the six months ended June 30,
2014 and 2013, VMware recognized a loss of $5 million and a gain of $16 million, respectively.

The combined gains and losses derived from the settlement of foreign forward contracts and the underlying
foreign-currency denominated assets and liabilities were immaterial during the three and six months ended June 30,
2014. The combined gains and losses derived from the settlement of foreign forward contracts and underlying
foreign-currency denominated assets and liabilities resulted in a net loss of $3 million during the three months ended
June 30, 2013 and a net loss of $5 million during the six months ended June 30, 2013.

H. Unearned Revenues

Unearned revenues as of June 30, 2014 and December 31, 2013 consisted of the following (table in millions):

June 30, 2014 December 31, 2013
Unearned license revenues $476 $465
Unearned software maintenance revenues 3,541 3,304
Unearned professional services revenues 372 323
Total unearned revenues $4,389 $4,092

Unearned license revenues are generally recognized upon delivery of existing or future products or services, or they
are otherwise recognized ratably over the term of the arrangement. Future products include, in some cases, emerging
products that are offered as part of product promotions where the purchaser of an existing product is entitled to receive
the future product at no additional charge. To the extent the future product has not been delivered and vendor-specific
objective evidence (“VSOE”) of fair value cannot be established, the revenue for the entire order is deferred until such
time as all product delivery obligations have been fulfilled. In the event the arrangement does not include professional
services, unearned license revenue may also be recognized ratably, if the customer is granted the right to receive
unspecified future products or VSOE of fair value on the software maintenance element of the arrangement does not
exist. Total unearned license revenues may vary over periods for a variety of factors, including the type and level of
promotions offered, and the timing of when the products are delivered upon general availability.

Unearned software maintenance revenues are attributable to VMware’s maintenance contracts and are generally
recognized ratably, typically over terms of one to five years with a weighted-average remaining term at June 30, 2014
of approximately two years. Unearned professional services revenues result primarily from prepaid professional
services, including training, and are generally recognized as the services are delivered.

I. Contingencies

Litigation

VMware and the U.S. General Services Administration ("GSA") and the Department of Justice ("DOJ") are in
ongoing discussions regarding VMware’s commercial and government sales practices covering the period between
2006 and 2013. During the three months ended June 30, 2014, VMware recognized a liability of approximately $11
million as the amount was determined to be both probable and reasonably estimable. VMware is cooperating with
both the GSA and DOJ inquiries. VMware believes a loss in excess of the estimated $11 million liability is currently
not determinable.

VMware is also subject to other legal, administrative and regulatory proceedings, claims, demands and investigations
in the ordinary course of business, including claims with respect to commercial, product liability, intellectual property,
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employment, class action, whistleblower and other matters. From time to time, VMware also receives inquiries from
and has ongoing discussions with government entities on various matters. VMware accrues for a liability when a
determination has been made that a loss is both probable of occurrence and the amount of the loss can be reasonably
estimated. Significant
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judgment is required in both the determination of probability and the determination as to whether a loss is reasonably
estimable. In making such judgments, VMware considers the impact of negotiations, settlements, rulings, advice of
legal counsel and other information and events pertaining to a particular matter. Legal costs are generally recognized
as expense when incurred. As of June 30, 2014 and December 31, 2013, amounts accrued relating to these other
matters arising as part of the ordinary course of business were considered immaterial. To the extent there is a
reasonable possibility that the losses could exceed the amounts already accrued, VMware believes that the amount of
any such additional loss would also be immaterial to VMware’s condensed consolidated financial position, results of
operations and cash flows.

J. Stockholders’ Equity

VMware Stock Repurchases

The following table summarizes stock repurchase authorizations that remain open as of June 30, 2014 (amounts in
table in millions):

Authorization Date Amount Authorized Expiration Date Status

August 7, 2013 $700 December 31, 2015 Open

From time to time, future stock repurchases may be made pursuant to the August 2013 authorization in open market
transactions or privately negotiated transactions as permitted by securities laws and other legal requirements. VMware
is not obligated to purchase any shares under its stock repurchase programs. The timing of any repurchases and the
actual number of shares repurchased will depend on a variety of factors, including VMware’s stock price, cash
requirements for operations and business combinations, corporate and regulatory requirements and other market and
economic conditions. Purchases can be discontinued at any time that VMware feels additional purchases are not
warranted. All shares repurchased under VMware’s stock repurchase programs are retired. As of June 30, 2014, the
cumulative authorized amount remaining for repurchase was $253 million.

The following table summarizes stock repurchase activity during the three and six months ended June 30, 2014 and
2013 (aggregate purchase price in millions, shares in thousands):

Three Months Ended Six Months Ended
June 30, June 30,
2014 2013 2014 2013
Aggregate purchase price $238 $120 $407 $302
Class A common shares repurchased 2,488 1,638 4,255 4,000
Weighted-average price per share $95.73 $73.26 $95.67 $75.50
The amount of repurchased shares includes commissions and was classified as a reduction to additional paid-in
capital.
VMware Stock Options
The following table summarizes option activity since January 1, 2014 (shares in thousands):
Weighted-
Number of Average
Shares Exercise Price
(per share)
Outstanding, January 1, 2014 5,756 $44.12
Granted 1,912 34.85
Forfeited (87 ) 32.56
Exercised (1,605 ) 37.58
Outstanding, June 30, 2014 5,976 43.09

The above table includes stock options substituted for unvested stock options in connection with business
combinations. As a result, the weighted-average exercise price per share may be less than the VMware stock price at
time of grant.
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The stock options outstanding as of June 30, 2014 had an aggregate intrinsic value of $321 million based on VMware’s
closing price as of June 30, 2014.
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VMware Restricted Stock
VMware restricted stock primarily consists of restricted stock unit (“RSU”) awards granted to employees. RSUs are
valued based on the VMware stock price on the date of grant, and shares underlying RSU awards are not issued until
the RSUs vest. Upon vesting, each RSU converts into one share of VMware Class A common stock.
VMware restricted stock also includes performance stock unit (“PSU”) awards, which have been granted to certain of
VMware's executives and employees. The PSU awards include performance conditions and, in certain cases, a
time-based vesting component. Upon vesting, each PSU award will convert into VMware’s Class A common stock at
various ratios ranging from 0.5 to 3.0 shares per PSU, depending upon the degree of achievement of the performance
target designated by each individual award. If minimum performance thresholds are not achieved, then no shares will
be issued.
The following table summarizes restricted stock activity since January 1, 2014 (shares in thousands):
Weighted-
Average Grant
Number of Units  Date Fair

Value

(per unit)
Outstanding, January 1, 2014 12,856 $85.85
Granted 3,847 95.31
Vested (2,738 ) 94.25
Forfeited (565 ) 86.34
Outstanding, June 30, 2014 13,400 88.55

As of June 30, 2014, the 13.4 million units outstanding included 12.5 million of RSUs, 0.6 million of PSUs and 0.3
million of restricted stock. The above table includes RSUs issued for outstanding unvested RSUs in connection with
business combinations.
The total fair value of VMware restricted stock, including restricted stock, RSUs and PSUs, that vested during the six
months ended June 30, 2014 was $258 million. As of June 30, 2014, restricted stock representing 13.4 million shares
of VMware’s Class A common stock were outstanding, with an aggregate intrinsic value of $1,297 million based on
VMware’s closing price as of June 30, 2014.
Accumulated Other Comprehensive Income
The changes in components of accumulated other comprehensive income during the six months ended June 30, 2014
were as follows (table in millions):

Unrealized Gains on

Available-for-Sale Total
Securities
Balance, January 1, 2014 $4 $4
Other comprehensive gain before reclassifications, net of 4 4
taxes of $2
Other comprehensive income, net 4 4
Balance, June 30, 2014 $8 $8

Gains (losses) on VMware’s available-for-sale securities are reclassified to investment income on the condensed
consolidated statement of income in the same period that they are realized.

K. Related Parties

EMC Reseller Arrangement, Other Services and Note Payable

VMware and EMC engaged in the following ongoing intercompany transactions, which resulted in revenues and
receipts and unearned revenues for VMware:
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Pursuant to an ongoing reseller arrangement with EMC, EMC bundles VMware's products and services with EMC's
products and sells them to end-users.
£MC purchases products and services from VMware for internal use.
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% Mware recognizes revenues for professional services based upon such contractual agreements with EMC.
From time to time, VMware and EMC enter into agreements to collaborate on technology projects, and EMC
pays VMware for services that VMware provides to EMC in connection with such projects.
Information about VMware's revenues and receipts from such arrangements with EMC during the three and six
months ended June 30, 2014 and 2013 and unearned revenues as of June 30, 2014 and December 31, 2013 consisted
of the following (table in millions):

Revenues and Receipts from Unearned Revenues from

EMC EMC

Three Months Ended Six Months Ended As of As of

June 30, June 30, June 30, December 31,

2014 2013 2014 2013 2014 2013
Reseller revenues $43 $35 $89 $72 $203 $188
Professional services revenues 18 30 40 46 10 12
Internal-use revenues 5 3 13 6 13 20

Collaborative technology project
receipts o
VMware and EMC engaged in the following ongoing intercompany transactions, which resulted in costs to VMware:
% Mware purchases products and services for internal use from EMC.

From time to time, VMware and EMC enter into agreements to collaborate on technology projects, and VMware pays
EMC for services provided to VMware by EMC related to such projects.

In certain geographic regions where VMware does not have an established legal entity, VMware contracts with EMC
subsidiaries for support services and EMC personnel who are managed by VMware. The costs incurred by EMC on
VMware's behalf related to these employees are passed on to VMware and VMware is charged a mark-up intended to
approximate costs that would have been charged had VMware contracted for such services with an unrelated third
party. These costs are included as expenses in VMware's condensed consolidated statements of income and primarily
include salaries, benefits, travel and rent. EMC also incurs certain administrative costs on VMware's behalf in the U.S.
that are recorded as expenses in VMware's condensed consolidated statements of income.

% Mware incurs interest expense on its note payable with EMC. See below.

Information about VMware's costs from such arrangements with EMC during the three and six months ended June 30,
2014 and 2013 consisted of the following (table in millions):

2 — 4 n/a n/a

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Purchases of products and services $12 $15 $33 $25
Collaborative technology project costs 3 2 7 2
EMC subsidiary support and administrative costs 35 27 76 63
Interest expense on note payable 7 1 12 2

Certain Stock-Based Compensation

Effective September 1, 2012, Pat Gelsinger succeeded Paul Maritz as Chief Executive Officer of VMware. Prior to
joining VMware, Pat Gelsinger was the President and Chief Operating Officer of EMC Information Infrastructure
Products. Paul Maritz remains a board member of VMware and currently serves as Chief Executive Officer of Pivotal,
a majority-owned subsidiary of EMC in which VMware has an ownership interest, and as an executive officer of
EMC. Both Paul Maritz and Pat Gelsinger retain and continue to vest in certain of their respective equity awards that
they held as of September 1, 2012. Stock-based compensation related to Pat Gelsinger’s EMC awards are being
recognized in VMware’s condensed consolidated statements of income over the awards’ remaining requisite service
periods. Effective since September 1, 2012, stock-based compensation costs related to Paul Maritz’s VMware awards
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have been charged to EMC and have not been recognized by VMware.
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Pivotal

During 2013, VMware transferred certain assets and liabilities to Pivotal. VMware contributed certain assets,
including intellectual property, to Pivotal, and Pivotal assumed substantially all liabilities related to certain VMware
Cloud Application Platform products and services, including VMware’s Cloud Foundry, VMware vFabric (including
Spring and GemFire) and Cetas organizations, except for certain tangible assets related to Cloud Foundry. As of

June 30, 2014, VMware's ownership interest in Pivotal is 28%.

Additionally, VMware and Pivotal entered into an agreement pursuant to which VMware will act as the selling agent
for the products and services it contributed to Pivotal in exchange for a customary agency fee. VMware also agreed to
provide various transition services to Pivotal. Pursuant to the support agreement, costs incurred by VMware to support
Pivotal services are reimbursed to VMware by Pivotal and are recorded as a reduction to the costs incurred by
VMware. Information about VMware's revenues and costs from such arrangement with Pivotal during the three and
six months ended June 30, 2014 and 2013 consisted of the following (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Revenues $1 $2 $2 $2
Transition services 1 8 3 8

Additionally, VMware purchased an immaterial amount of products and services for internal use from Pivotal during
the three and six months ended June 30, 2014 and 2013.

Tax Sharing Agreement with EMC

Pursuant to a tax sharing agreement between VMware and EMC, VMware has made payments to EMC and EMC has
made payments to VMware. The following table summarizes these payments made between VMware and EMC
during the three and six months ended June 30, 2014 and 2013 (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Payments from VMware to EMC $— $— $20 $—
Payments from EMC to VMware — 16 — 16

Payments between VMware and EMC under the tax sharing agreement relate to VMware's portion of federal income
taxes on EMC's consolidated tax return as well as state payments for combined states. Payments from EMC to
VMware relate to periods where VMware had a stand-alone loss for U.S. federal and state income tax purposes or
where VMware had federal tax credits in excess of federal tax liabilities. Payments from VMware to EMC are for
estimated tax payments primarily for U.S. federal income tax purposes. The amounts that VMware either pays to or
receives from EMC for its portion of federal income taxes on EMC’s consolidated tax return differ from the amounts
VMware would owe on a separate return basis and the difference is presented as a component of stockholders’ equity.
During the three and six months ended June 30, 2014 and 2013, the difference between the amount of tax calculated
on a stand-alone basis and the amount of tax calculated per the tax sharing agreement was not material.
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Due To/From Related Parties, Net
As a result of the related-party transactions with EMC and Pivotal described above, amounts due to and from related
parties, net as of June 30, 2014 consisted of the following (table in millions):

As of June 30, 2014

Due to EMC $(61 )
Due from EMC 108

Due to Pivotal (8 )
Due from Pivotal 1

Due (to) from related parties, net $40

Income tax payable due to EMC $(81 )

Balances due to or from related parties, which are unrelated to tax obligations, are generally settled in cash within 60
days of each quarter-end. The timing of the tax payments due to and from EMC is governed by the tax sharing
agreement with EMC.

Note Payable to EMC

In connection with VMware's acquisition of AirWatch, VMware and EMC entered into a note exchange agreement on
January 21, 2014 providing for the issuance of three promissory notes in the aggregate principal amount of

$1,500 million. The total debt of $1,500 million includes $450 million that was exchanged for the $450 million
promissory note issued to EMC in April 2007, as amended and restated in June 2011.

The three notes issued may be prepaid without penalty or premium, and outstanding principal is due on the following
dates: $680 million due May 1, 2018, $550 million due May 1, 2020 and $270 million due December 1, 2022. The
notes bear interest, payable quarterly in arrears, at the annual rate of 1.75%. During the three and six months ended
June 30, 2014, $7 million and $12 million, respectively, of interest expense was recognized. During the three and six
months ended June 30, 2013, $1 million and $2 million, respectively, of interest expense was recognized.

L. Segment Information

VMware operates in one reportable operating segment, thus all required financial segment information can be found in
the condensed consolidated financial statements. Operating segments are defined as components of an enterprise about
which separate financial information is evaluated regularly by the chief operating decision maker in deciding how to
allocate resources and assessing performance. VMware’s chief operating decision maker allocates resources and
assesses performance based upon discrete financial information at the consolidated level.

Revenues by geographic area during the three and six months ended June 30, 2014 and 2013 were as follows (table in
millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
United States $683 $590 $1,332 $1,159
International 774 653 1,485 1,276
Total $1,457 $1,243 $2,817 $2,435

It is not practicable for VMware to determine revenues by country other than the United States during the three and
six months ended June 30, 2014 and 2013.

Long-lived assets by geographic area, which primarily include property and equipment, net, as of June 30, 2014 and
December 31, 2013 were as follows (table in millions):

June 30, 2014 December 31, 2013
United States $777 $741
International 79 58
Total $856 $799
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No individual country other than the United States accounted for 10% or more of these assets as of June 30, 2014 and
December 31, 2013, respectively.
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ITEM 2.MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS
The following management's discussion and analysis ("MD&A") is provided in addition to the accompanying
condensed consolidated financial statements and notes to assist in understanding our results of operations and
financial condition. Financial information as of June 30, 2014 should be read in conjunction with our consolidated
financial statements for the year ended December 31, 2013 contained in our Form 10-K filed February 25, 2014.
All dollar amounts expressed as numbers in this MD&A (except share and per share amounts) are in millions.
Period-over-period changes are calculated based upon the respective underlying, non-rounded data. Unless the context
requires otherwise, we are referring to VMware, Inc. and its consolidated subsidiaries when we use the terms
“VMware,” the “Company,” “we,” “our” or “us.”
Overview
We are the leader in virtualization infrastructure solutions utilized by organizations to help transform the way they
build, deliver and consume information technology (“IT”) resources. We develop and market our product and service
offerings within three main product groups, and we also seek to leverage synergies across these three product areas.
$DDC or Software-Defined Data Center
€nd-User Computing
Hybrid Cloud Computing
We pioneered the development and application of virtualization technologies with x86 server-based computing,
separating application software from the underlying hardware. The benefits to our customers include lower IT costs
and a more automated and resilient systems infrastructure capable of responding dynamically to variable business
demands. Our broad and proven suite of virtualization technologies are designed to establish secure and, reliable IT
environments and address a range of complex IT challenges that include cost reduction, operational inefficiencies,
access to cloud computing capacity, business continuity and corporate end-user computing device management. Our
solutions enable organizations to aggregate multiple servers, storage infrastructure and networks together into shared
pools of capacity that can be allocated dynamically, securely and reliably to applications as needed. Once created,
these internal computing infrastructures, or “clouds,” can be dynamically extended by our customers to the public cloud
environment. When linked, this results in a “hybrid” computing cloud of highly available internal and external
computing resources that organizations can access on demand. Our customers' deployments range in size from a single
virtualized server for small businesses to thousands of virtual machines for our Fortune 1000 enterprise customers.
We have articulated a vision for the software-defined data center (“SDDC”), where increasingly infrastructure is
virtualized and delivered as a service, enabling control of the data center to be entirely automated by software. The
SDDC is designed to transform the data center into an on-demand service that addresses application requirements by
abstracting, pooling, and automating the services that are required from the underlying hardware. SDDC promises to
dramatically simplify data center operations and lower costs. The VMware vCloud Suite, which is our first integrated
solution toward realizing the SDDC vision and is based upon our VMware vSphere virtualization platform, was
initially introduced in late 2012. The VMware vCloud Suite addresses virtualization of not only CPU and memory, but
also networks and associated security services. In addition, the vCloud Suite delivers a new approach to management,
leveraging policy-based automation. VMware vCloud Suite is engineered for hybrid cloud computing so that it
federates with other pools of infrastructure.
We believe that our solutions enable organizations to realize significant operational and cost efficiencies as they
transition their underlying legacy IT infrastructure. We work closely with more than 1,200 technology partners,
including leading server, microprocessor, storage, networking, software and security vendors. We have shared the
economic opportunities surrounding virtualization with our partners by facilitating solution development through open
application programming interface (“APIs”) formats and protocols and providing access to our source code and
technology. The endorsement and support of our partners further enhances the awareness, reputation and adoption of
our virtualization solutions.
We expect to grow our business by building long-term relationships with our customers, which includes continuing to
sell our solutions through enterprise license agreements (“ELAs”). ELAs are comprehensive volume license offerings
offered both directly by us and through certain channel partners that provide for multi-year maintenance and support.
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Under a typical ELA, a portion of the revenues is attributed to license revenues and the remainder is primarily
attributed to software maintenance revenues. In addition, the initial maintenance and support period is typically longer
for ELAs compared to our transactional business. We believe that ELAs facilitate our objective of building long-term
relationships with our customers as they commit to our virtual infrastructure solutions in their data centers. ELAs
comprised 37% of our overall sales during each of the second quarters of 2014 and 2013, and 32% and 33% of our
overall sales during the six months ended June 30, 2014 and 2013, respectively, with the balance primarily
represented by our non-ELA, or transactional, business.
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On February 24, 2014, we acquired A.W.S. Holding, LLC (“AirWatch Holding”), the sole member and equity holder of
AirWatch LLC (“AirWatch”). AirWatch is a leader in enterprise mobile management and security solutions. The
acquisition of AirWatch expands our portfolio of mobile solutions within the enterprise mobile and security space.

We have grown our headcount during the three and six months ended June 30, 2014 due to organic growth and the
AirWatch acquisition. The increased headcount has resulted in higher cash and stock-based employee-related

expenses across our income statement expense categories when compared to the same periods in 2013 and we expect
this trend to continue. See further discussion under "Results of Operations" below.

Results of Operations

Revenues
Our revenues during the three and six months ended June 30, 2014 and 2013 were as follows:

Three Months Ended Six Months Ended

June 30, June 30,

$ % $ %

2014 2013 Change Change 2014 2013 Change Change
Revenues:
License $614 $531 $84 16 % $1,175 $1,019 $156 15 %
Services:
Software maintenance 737 614 123 20 1,438 1,220 219 18
Professional services 106 98 7 8 204 196 8 4
Total services 843 712 130 18 1,642 1,416 227 16
Total revenues $1,457 $1,243 $214 17 $2,817 $2,435 $383 16
Revenues:
United States $683 $590 $93 16 % $1,332 $1,159 $173 15 %
International 774 653 121 19 1,485 1,276 209 16
Total revenues $1,457 $1,243 $214 17 $2,817 $2,435 $383 16

License Revenues

License revenues during the three and six months ended June 30, 2014 were up 16% and 15%, respectively, compared
to the three and six months ended June 30, 2013. Our license revenue growth rate was favorably impacted during the
three and six months ended June 30, 2014 compared to the same periods in the prior year as a result of increased sales
of our integrated product suites, including VMware vCloud Suite. Our customers continue to shift to purchasing our
suite solutions rather than purchasing certain products sold on a standalone basis such as vSphere. Our integrated
product suites include various product offerings and are generally sold at a higher price than our products that are sold
on an individual basis.

Our license revenue growth rate was negatively impacted by the contribution to Pivotal and the disposition of other
net assets under our realignment plan during fiscal 2013. License revenues related to Pivotal and all dispositions under
our realignment plan were $4 and $17 during the three and six months ended June 30, 2013, respectively.

Services Revenues

During the three and six months ended June 30, 2014, software maintenance revenues benefited from renewals,
multi-year software maintenance contracts sold in previous periods, and additional maintenance contracts sold in
conjunction with new software license sales. In each period presented, customers bought, on average, more than 24
months of support and maintenance with each new license purchased, which we believe demonstrates our customers'
commitment to our SDDC strategy.

Our services revenue growth rate was negatively impacted by the contribution to Pivotal and the disposition of other
net assets under our realignment plan. Service revenues related to Pivotal and all dispositions under our realignment
plan were $4 and $34 during the three and six months ended June 30, 2013, respectively.
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Foreign Currency

We invoice and collect in the Euro, the British Pound, the Japanese Yen, the Australian Dollar and the Chinese
Renminbi in their respective regions. As a result, our total revenues are affected by changes in the value of the
U.S. Dollar against these currencies. Foreign currency fluctuations did not have a material impact when comparing
license revenues during the three and six months ended June 30, 2014 compared to the three and six months ended
June 30, 2013, respectively.

Unearned Revenues

Our unearned revenues as of June 30, 2014 and December 31, 2013 were as follows:

June 30, 2014 December 31, 2013
Unearned license revenues $476 $465
Unearned software maintenance revenues 3,541 3,304
Unearned professional services revenues 372 323
Total unearned revenues $4,389 $4,092

Unearned license revenues are generally recognized upon delivery of existing or future products or services, or they
are otherwise recognized ratably over the term of the arrangement. Future products include, in some cases, emerging
products that are offered as part of product promotions where the purchaser of an existing product is entitled to receive
the future product at no additional charge. To the extent the future product has not been delivered and vendor-specific
objective evidence (“VSOE”) of fair value cannot be established, the revenue for the entire order is deferred until such
time as all product delivery obligations have been fulfilled. In the event the arrangement does not include professional
services, unearned license revenue may also be recognized ratably, if the customer is granted the right to receive
unspecified future products or VSOE of fair value on the software maintenance element of the arrangement does not
exist. Total unearned license revenues may vary over periods for a variety of factors, including the type and level of
promotions offered, and the timing of when the products are delivered upon general availability.

Unearned software maintenance revenues are attributable to our maintenance contracts and are generally recognized
ratably, typically over terms from one to five years with a weighted-average remaining term at June 30, 2014 of
approximately two years. Unearned professional services revenues result primarily from prepaid professional services,
including training, and are generally recognized as the services are delivered.

Cost of License and Services Revenues, and Operating Expenses

Cost of License Revenues

Our cost of license revenues principally consists of the cost of fulfillment of our software, royalty costs in connection
with technology licensed from third-party providers and amortization of intangible assets and capitalized software.
The cost of fulfillment of our software includes IT development efforts, personnel costs and related overhead
associated with the physical and electronic delivery of our software products.

Three Months Ended Six Months Ended
June 30, June 30,
$ % $ %

2014 2013 Change Change 2014 2013 Change Change
Cost of license revenues $45 $55 $8 ) (16 )% $94 $111 $(16 ) (14 Y%
Stock-based compensation 1 — — — 2 1 — 18
Total expenses $46 $55 $(8 )y (15 ) $96 $112 $(16 ) (14 )
% of License revenues 8 % 10 % 8 % 11 %

Cost of license revenues decreased during the three and six months ended June 30, 2014 compared to the three and six
months ended June 30, 2013 primarily due to a decrease of $13 and $26, respectively, in amortization of capitalized
software development costs which was partially offset by an increase of $5 and $7, respectively, in amortization of
intangible assets.

As of December 31, 2013, all previously capitalized software development costs were fully amortized and as such, we
do not expect significant amortization of capitalized software development costs during 2014.
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Cost of Services Revenues
Our cost of services revenues primarily includes the costs of personnel and related overhead to deliver technical
support for our products and to provide our professional services.

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 $ Change % Change 2014 2013 $ Change % Change
Cost of services revenues $161 $111 $50 44 % $303 $229 $74 32 %

Stock-based compensation11 7 4 65 20 14 6 45
Total expenses $172 $118 $54 46 $323 $243 $81 33
% of Services revenues 20 % 17 % 20 % 17 %

Cost of services revenues increased during the three and six months ended June 30, 2014 compared to the three and

six months ended June 30, 2013. The increases were primarily due to growth in cash-based employee-related expenses
of $29 and $51, during the three and six months ended June 30, 2014, respectively, driven by incremental growth in
headcount, both organic and through the AirWatch acquisition. Costs we incur to provide technical support increased
by $9 and $14 during the three and six months ended June 30, 2014, respectively. Additionally, increases in

equipment and depreciation costs contributed to the increases in cost of services revenues. The increase during the six
months ended June 30, 2014 was partially offset by a decrease of $10 in operating expenses related to Pivotal.
Research and Development Expenses

Our research and development (“R&D”’) expenses include the personnel and related overhead associated with the R&D
of new product offerings and the enhancements, including major upgrades, of our existing software offerings.

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 ihange % Change 2014 2013 ?Jhange % Change
Research and development $251 $210 $41 20 % $484 $419 $65 16 %
Stock-based compensation 66 51 15 29 126 113 13 11
Total expenses $317 $261 $56 21 $610 $532 $78 15
% of Total revenues 22 % 21 % 22 % 22 %

R&D expenses increased during the three and six months ended June 30, 2014 compared to the three and six months
ended June 30, 2013. The increases were primarily due to growth in cash-based employee-related expenses of $24 and
$51 during the three and six months ended June 30, 2014, respectively, and increases in stock-based compensation of
$15 and $13, respectively, driven by incremental growth in headcount, both organic and through the AirWatch
acquisition. Additionally, contractor costs of $7 and $12 contributed to the increases during the three and six months
ended June 30, 2014, respectively, as well as increases in equipment and depreciation expenses. The increase during
the six months ended June 30, 2014 was partially offset by a decrease of $15 in research and development expenses
related to Pivotal.
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Sales and Marketing Expenses

Our sales and marketing expenses include personnel costs, sales commissions and related overhead associated with
the sale and marketing of our license and services offerings, as well as the cost of product launches. Sales
commissions are generally earned and expensed when a firm order is received from the customer. Sales and marketing
expenses also include the net impact from the expenses incurred and fees generated by certain marketing initiatives.

Three Months Ended Six Months Ended
June 30, June 30,
$ % $ %

2014 2013 Change Change 2014 2013 Change Change
Sales and marketing $501 $409 $92 23 % $934 $790 $145 18 %
Stock-based compensation 43 33 10 30 84 69 15 21
Total expenses $544 $442 $102 23 $1,018  $859 $159 19
% of Total revenues 37 % 36 % 36 % 35 %

Sales and marketing expenses increased during the three and six months ended June 30, 2014 compared to the three
and six months ended June 30, 2013 primarily driven by growth in cash-based employee-related expenses of $65 and
$111, respectively, and an increase in stock-based compensation of $10 and $15, respectively, due to incremental
growth in headcount, both organic and through the AirWatch acquisition. Costs incurred for travel and marketing
programs also contributed to increases of $18 and $29, respectively, in expenses during the three and six months
ended June 30, 2014 compared to the same periods in 2013. The increase in expenses during the six months ended
June 30, 2014 was partially offset by a decrease of $10 in sales and marketing expenses related to Pivotal.

General and Administrative Expenses

Our general and administrative expenses include personnel and related overhead costs to support the overall business.
These expenses include the costs associated with our finance, human resources, IT infrastructure and legal, as well as
expenses related to corporate costs and initiatives and facilities costs.

Three Months Ended Six Months Ended
June 30, June 30,
$ % $ %

2014 2013 Change Change 2014 2013 Change Change
General and administrative $ 161 $84 $77 91 % $295 $168 $126 74 %
Stock-based compensation 18 12 6 50 35 26 9 34
Total expenses $179 $96 $82 86 $330 $194 $134 69
% of Total revenues 12 % 8 % 12 % 8 %

General and administrative expenses increased during the three and six months ended June 30, 2014 compared to the
three and six months ended June 30, 2013. Certain key employees of AirWatch may be paid consideration upon the
achievement of specified future employment conditions. Compensation expense relating to the future employment
conditions of the key AirWatch employees of $41 and $60 was recognized during the three and six months ended June
30, 2014, respectively. Other cash-based employee-related expenses increased by $14 and $28 during the three and six
months ended June 30, 2014, respectively, and stock-based compensation expenses increased $6 and $9, respectively,
due to incremental growth in headcount, both organic and through the AirWatch acquisition. Costs of $11 related to
certain litigation and other contingencies and IT development costs further contributed to the increases in expenses
during the three and six months ended June 30, 2014 compared to the same periods in 2013.
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Realignment Charges

Six Months Ended
June 30,
$ %
2014 2013 Change Change
Realignment charges $(1 ) $57 $59 ) (102 Y%
Stock-based compensation — 6 (6 ) (100 )
Total expenses $(1 ) $63 $65 ) 102 )

Realignment charges during the six months ended June 30, 2013 were incurred in connection with our realignment
plan that was initiated in January 2013. The realignment plan was completed at December 31, 2013.

Interest Expense with EMC

Interest expense with EMC Corporation (“EMC”) of $7 and $12 during the three and six months ended June 30, 2014,
respectively, increased by $6 and $9 compared to the same periods in 2013 primarily as a result of the additional debt
we assumed from EMC. See "Our Relationship with EMC" disclosure for further information.

Other Income, Net

Other income, net, decreased by $18 and $13 during the three and six months ended June 30, 2014, respectively,
compared to the same periods in 2013, primarily due to a pre-tax gain of $32 recognized during the three and six
months ended June 30, 2013 as a result of exiting certain lines of business under our business realignment plan.
Partially offsetting this gain during the three and six months ended June 30, 2013 was an other-than-temporary
impairment charge of $13 that we recognized in connection with a non-recoverable strategic investment.

Income Tax Provision

For the three months ended June 30, 2014 and 2013, our effective income tax rate was 17.5% and 16.8%, respectively.
For the six months ended June 30, 2014 and 2013, our effective income tax rate was 18.1% and 8.7%, respectively.
Our effective income tax rate when comparing the three and six months ended June 30, 2014 to the same periods in
2013 was primarily impacted by the expiration of the federal research credit on December 31, 2013. During January
2013, the United States Congress retroactively enacted the extension of the federal research credit through December
31, 2013.

Our rate of taxation in foreign jurisdictions is lower than our U.S. tax rate. Our international income is primarily
earned by our subsidiaries in Ireland, where the statutory tax rate is 12.5%. Recent developments in non-U.S. tax
jurisdictions and unfavorable changes in non-U.S. tax laws and regulations could have an adverse effect on our
effective tax rate. Additionally, if earnings are lower than anticipated in countries where the statutory tax rates are
lower than the U.S. federal tax rate, this could also have an adverse effect on our effective tax rate. All income earned
abroad, except for previously taxed income for U.S. tax purposes is considered indefinitely reinvested in our foreign
operations and no provision for U.S. taxes has been provided with respect to such income. Our intent is to indefinitely
reinvest our non-U.S. funds in our foreign operations, and our current plans do not demonstrate a need to repatriate
them to fund our U.S. operations.

We have been included in the EMC consolidated group for U.S. federal income tax purposes, and expect to continue
to be included in such consolidated group for periods in which EMC owns at least 80% of the total voting power and
value of our outstanding stock as calculated for U.S. federal income tax purposes. The percentage of voting power and
value calculated for U.S. federal income tax purposes may differ from the percentage of outstanding shares
beneficially owned by EMC due to the greater voting power of our Class B common stock as compared to our Class A
common stock and other factors. Each member of a consolidated group during any part of a consolidated return year is
jointly and severally liable for tax on the consolidated return of such year and for any subsequently determined
deficiency thereon. Should EMC's ownership fall below 80% of the total voting power or value of our outstanding
stock in any period, then we would no longer be included in the EMC consolidated group for U.S. federal income tax
purposes, and our U.S. federal income tax would be reported separately from that of the EMC consolidated group.
Although we file a consolidated federal tax return with EMC, the income tax provision is calculated primarily as
though we were a separate taxpayer. However, certain transactions that we and EMC are parties to are assessed using
consolidated tax return rules. Our effective tax rate in the periods presented is the result of the mix of income earned
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in various tax jurisdictions that apply a broad range of income tax rates. The rate at which the provision for income
taxes is calculated differs from the U.S. federal statutory income tax rate primarily due to different tax rates in foreign
jurisdictions where income is earned.

Our future effective tax rate may be affected by such factors as changes in tax laws, changes in our business,
regulations, or rates, changing interpretation of existing laws or regulations, the impact of accounting for stock-based
compensation, the
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impact of accounting for business combinations, changes in our international organization, shifts in the amount of
income before tax earned in the U.S. as compared with other regions in the world, and changes in overall levels of
income before tax.

Our Relationship with EMC

As of June 30, 2014, EMC owned 43,025,000 shares of Class A common stock and all 300,000,000 shares of Class B
common stock, representing 79.8% of our total outstanding shares of common stock and 97.2% of the combined
voting power of our outstanding common stock.

EMC Reseller Arrangement, Other Services and Note Payable

We and EMC engaged in the following ongoing intercompany transactions, which resulted in revenues and receipts
and unearned revenues for VMware:

Pursuant to an ongoing reseller arrangement with EMC, EMC bundles our products and services with EMC's products
and sells them to end-users.

€£MC purchases products and services from us for internal use.

We recognize revenues for professional services based upon such contractual agreements with EMC.

From time to time, we and EMC enter into agreements to collaborate on technology projects, and EMC pays us for
services that we provide to EMC in connection with such projects.

Information about our revenues and receipts from such arrangements with EMC during the three and six months
ended June 30, 2014 and 2013 and unearned revenues as of June 30, 2014 and December 31, 2013 consisted of the
following (table in millions):

Revenues and Receipts from Unearned Revenues from

EMC EMC

Three Months Ended Six Months Ended As of As of

June 30, June 30, June 30, December 31,

2014 2013 2014 2013 2014 2013
Reseller revenues $43 $35 $89 $72 $203 $188
Professional services revenues 18 30 40 46 10 12
Internal-use revenues 5 3 13 6 13 20
Collaborative technology project ) . 4 /a /a

receipts

We and EMC engaged in the following ongoing intercompany transactions, which resulted in costs to us:

We purchase products and services for internal use from EMC.

From time to time, we and EMC enter into agreements to collaborate on technology projects, and we pay EMC for
services provided to us by EMC related to such projects.

In certain geographic regions where we do not have an established legal entity, we contract with EMC subsidiaries for
support services and EMC personnel who are managed by us. The costs incurred by EMC on our behalf related to
these employees are passed on to us and we are charged a mark-up intended to approximate costs that would have
been charged had we contracted for such services with an unrelated third party. These costs are included as expenses
in our condensed consolidated statements of income and primarily include salaries, benefits, travel and rent. EMC
also incurs certain administrative costs on our behalf in the U.S. that are recorded as expenses in our condensed
consolidated statements of income.

We incur interest expense on our note payable with EMC. See below.
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Information about our costs from such arrangements with EMC during the three and six months ended June 30, 2014
and 2013 consisted of the following (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Purchases of products and services $12 $15 $33 $25
Collaborative technology project costs 3 2 7 2
EMC subsidiary support and administrative costs 35 27 76 63
Interest expense on note payable 7 1 12 2

Certain Stock-Based Compensation

Effective September 1, 2012, Pat Gelsinger succeeded Paul Maritz as Chief Executive Officer of VMware. Prior to
joining VMware, Pat Gelsinger was the President and Chief Operating Officer of EMC Information Infrastructure
Products. Paul Maritz remains a board member of VMware and currently serves as Chief Executive Officer of Pivotal,
a majority-owned subsidiary of EMC in which we have an ownership interest, and as an executive officer of EMC.
Both Paul Maritz and Pat Gelsinger retain and continue to vest in certain of their respective equity awards that they
held as of September 1, 2012. Stock-based compensation related to Pat Gelsinger’s EMC awards are being recognized
on our condensed consolidated statements of income over the awards’ remaining requisite service periods. Effective
since September 1, 2012, stock-based compensation costs related to Paul Maritz’s VMware awards have been charged
to EMC and have not been recognized by us.

Pivotal

During 2013, we transferred certain assets and liabilities to Pivotal. We contributed certain assets, including
intellectual property to Pivotal, and Pivotal assumed substantially all liabilities, related to certain of our Cloud
Application Platform products and services, including VMware’s Cloud Foundry, VMware vFabric (including Spring
and GemFire) and Cetas organizations, except for certain tangible assets related to Cloud Foundry. As of June 30,
2014, our ownership interest in Pivotal is 28%.

Additionally, we and Pivotal entered into an agreement pursuant to which we will act as the selling agent for the
products and services we contributed to Pivotal in exchange for a customary agency fee. We also agreed to provide
various transition services to Pivotal. Pursuant to the support agreement, costs incurred by us to support Pivotal
services are reimbursed to us by Pivotal and are recorded as a reduction to the costs incurred by us. Information about
our revenues and costs from such arrangement with Pivotal during the three and six months ended June 30, 2014 and
2013 consisted of the following (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Revenues $1 $2 $2 $2
Transition services 1 $8 3 $8

Additionally, we purchased an immaterial amount of products and services for internal use from Pivotal during the
three and six months ended June 30, 2014 and 2013.
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Tax Sharing Agreement with EMC

Pursuant to a tax sharing agreement between us and EMC, we have made payments to EMC and EMC has made
payments to us. The following table summarizes these payments made between us and EMC during the three and six
months ended June 30, 2014 and 2013 (table in millions):

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Payments from us to EMC $— $— $20 $—
Payments from EMC to us — 16 — 16

Payments between us and EMC under the tax sharing agreement relate to our portion of federal income taxes on
EMC's consolidated tax return as well as state payments for combined states. Payments from EMC to us relate to
periods where we had a stand-alone loss for U.S. federal and state income tax purposes or where we had federal tax
credits in excess of federal tax liabilities. Payments from us to EMC are for estimated tax payments primarily for U.S.
federal income tax purposes. The amounts that we either pay to or receive from EMC for our portion of federal
income taxes on EMC’s consolidated tax return differ from the amounts we would owe on a separate return basis and
the difference is presented as a component of stockholders’ equity. During the three and six months ended June 30,
2014 and 2013, the difference between the amount of tax calculated on a stand-alone basis and the amount of tax
calculated per the tax sharing agreement was not material.
Due To/From Related Parties, Net
As a result of the related-party transactions with EMC and Pivotal described above, amounts due to and from related
parties, net as of June 30, 2014 consisted of the following (table in millions):

As of June 30, 2014

Due to EMC $(61 )
Due from EMC 108

Due to Pivotal (8 )
Due from Pivotal 1

Due (to) from related parties, net $40

Income tax payable due to EMC $(81 )

Balances due to or from related parties, which are unrelated to tax obligations, are generally settled in cash within 60
days of each quarter-end. The timing of the tax payments due to and from EMC is governed by the tax sharing
agreement with EMC.

Note Payable to EMC

In connection with our acquisition of AirWatch, we and EMC entered into a note exchange agreement on January 21,
2014 providing for the issuance of three promissory notes in the aggregate principal amount of $1,500. The total debt
of $1,500 includes $450 that was exchanged for the $450 promissory note issued to EMC in April 2007, as amended
and restated in June 2011.

The three notes issued may be prepaid without penalty or premium, and outstanding principal is due on the following
dates: $680 due May 1, 2018, $550 due May 1, 2020 and $270 due December 1, 2022. The notes bear interest,
payable quarterly in arrears, at the annual rate of 1.75%. During the three and six months ended June 30, 2014, $7 and
$12, respectively, of interest expense was recognized. During the three and six months ended June 30, 2013, $1 and
$2, respectively, of interest expense was recognized.

By nature of EMC’s majority ownership of us, the amounts we recorded for our intercompany transactions with EMC
may not be considered arm’s length with an unrelated third party. Therefore the condensed consolidated financial
statements included herein may not necessarily reflect our results of operations, financial position and cash flows had
we engaged in such transactions with an unrelated third party during all periods presented. Accordingly, our historical
results should not be relied upon as an indicator of our future performance as a stand-alone company.
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Liquidity and Capital Resources
At June 30, 2014 and 2013, we held cash, cash equivalents and short-term investments as follows:

June 30,

2014 2013
Cash and cash equivalents $2,054 $1,840
Short-term investments 4,583 3,483
Total cash, cash equivalents and short-term investments $6,637 $5,323

As of June 30, 2014, we held a diversified portfolio of money market funds and fixed income securities totaling
$6,053. Our fixed income securities are denominated in U.S. Dollars and consisted of highly liquid debt instruments
of the U.S. government and its agencies, U.S. municipal obligations, and U.S. and foreign corporate debt securities.
We limit the amount of our domestic and international investments with any single issuer and any single financial
institution, and also monitor the diversity of the portfolio, thereby diversifying the credit risk. As of June 30, 2014, our
total cash, cash equivalents and short-term investments were $6,637, of which $4,695 was held outside the U.S. If
these overseas funds were needed for our operations in the U.S., we would be required to accrue and pay U.S. taxes on
related undistributed earnings to repatriate these funds. However, our intent is to indefinitely reinvest our non-U.S.
earnings in our foreign operations and our current plans do not demonstrate a need to repatriate them to fund our U.S.
operations.

We expect that cash generated by operations will be used as our primary source of liquidity. We also believe that
existing cash and cash equivalents, together with any cash generated from operations will be sufficient to meet normal
operating requirements for at least the next twelve months. While we believe our existing cash and cash equivalents
and cash to be generated by operations will be sufficient to meet our normal operating requirements, our overall level
of cash needs may be impacted by the number and size of acquisitions, investments and stock repurchases. On
January 21, 2014, in connection with our agreement to acquire AirWatch, we and EMC entered into a note exchange
agreement providing for the issuance of three promissory notes in the aggregate principal amount of $1,500. Please
see below for further details regarding these promissory notes. Should we require additional liquidity, we may seek to
arrange debt financing or enter into credit facilities.

Our cash flows summarized for the three and six months ended June 30, 2014 and 2013 were as follows:

Three Months Ended Six Months Ended

June 30, June 30,

2014 2013 2014 2013
Net cash provided by (used in):
Operating activities $409 $534 $1,159 $1,210
Investing activities (862 ) (444 ) (2,060 ) (775 )
Financing activities (281 ) (90 ) 650 (204 )
Net (decrease) increase in cash and cash equivalents $(734 ) $— $(251 ) $231

Operating Activities

Cash provided by operating activities decreased by $125 and $51 during the three and six months ended June 30, 2014
from the three and six months ended June 30, 2013, respectively. The decrease during the three and six months ended
June 30, 2014 was primarily driven by a decrease in profitability, change in deferred taxes, and an increase in accounts
receivable compared to the same periods in 2013.

Investing Activities

Cash used in investing activities is generally attributable to the purchase of fixed income securities, business
acquisitions, and capital expenditures. Cash provided by investing activities is also impacted by the timing of
purchases, sales and maturities of our available-for-sale securities.

Cash used in investing activities increased during the three and six months ended June 30, 2014 compared to the same
periods in 2013 primarily due to increases in purchases of available-for-sale securities and purchases of strategic
investments. Additionally, cash used in investing activities during the six months ended June 30, 2014 increased
significantly as a result of our acquisition of AirWatch during the first quarter of 2014. The increase in restricted cash
during the six months ended June 30, 2014 primarily relates to amounts due to certain AirWatch employees, subject to
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Financing Activities

Net cash provided by financing activities during the six months ended June 30, 2014 changed compared to net cash
used in financing activities during the same period in 2013 primarily as a result of the note payable exchange
agreement we entered into with EMC in connection with our acquisition of AirWatch.

Notes Payable to EMC

As of June 30, 2014, $1,500 remained outstanding on a note payable to EMC, with interest payable quarterly in
arrears.

In connection with our acquisition of AirWatch, we entered into a note exchange agreement with EMC on January 21,
2014 providing for the issuance of three promissory notes in the aggregate principal amount of $1,500. The total debt
of $1,500 includes $450 that was exchanged for the $450 promissory note issued to EMC in April 2007, as amended
and restated in June 2011.

The three notes issued have the following principal amounts and maturity dates: $680 due May 1, 2018, $550 due
May 1, 2020 and $270 due December 1, 2022.

The notes bear interest at the annual rate of 1.75%. Interest is payable quarterly in arrears. The notes may be prepaid
without penalty or premium. We drew down on all three notes in late January 2014.

Critical Accounting Policies

Our condensed consolidated financial statements are based on the selection and application of accounting principles
generally accepted in the United States of America that require us to make estimates and assumptions about future
events that affect the amounts reported in our financial statements and the accompanying notes. Future events and
their effects cannot be determined with certainty. Therefore, the determination of estimates requires the exercise of
judgment. Actual results could differ from those estimates, and any such differences may be material to our financial
statements. We believe that the critical accounting policies set forth within Item 7 of our 2013 Annual Report on Form
10-K may involve a higher degree of judgment and complexity in their application than our other significant
accounting policies and represent the critical accounting policies used in the preparation of our financial statements. If
different assumptions or conditions were to prevail, the results could be materially different from our reported results.
New Accounting Pronouncements

During May 2014, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update ("ASU")
No. 2014-09, Revenue from Contracts with Customers (Topic 606). The updated revenue standard establishes
principles for recognizing revenue and develops a common revenue standard for all industries. Upon adoption, entities
will be required to recognize the amount of revenue that they expect to be entitled to for the transfer of promised
goods or services to their customers. The updated standard is effective for us in the first quarter of 2017 and permits
the use of either the retrospective or cumulative effect transition method. Early adoption is not permitted.
Forward-Looking Statements

This Quarterly Report on Form 10-Q contains forward-looking statements, including, without limitation, statements
regarding: achieving future business growth by building long-term relationships with our customers through the
adoption of enterprise license agreements; our vision and expected benefits of the SDDC; increased operating
expenses resulting from our acquisition of AirWatch; maintaining our industry leadership position; benefits of our
products and services to customers; the recognition of unearned revenue; the impact of our relationship with EMC
Corporation on taxes; acquisition accounting and the deductibility of goodwill and identifiable intangible assets for
U.S. income tax purposes; the sufficiency of our liquidity and capital reserves to fund our operations and business
strategy; our ability to generate positive cash flows from operations; continuation of our stock repurchase program;
our effective tax rate and the effects of potential developments in U.S. and non-U.S. tax jurisdictions; future
amortization of software development costs; our intent to indefinitely reinvest our overseas earnings in our foreign
operations; the lack of a material adverse effect on us due to the resolution of pending claims, legal proceedings and
investigations including the GSA and DOJ inquiries; and gains and losses associated with foreign currency
fluctuations.

These forward-looking statements involve risks and uncertainties and the cautionary statements set forth above and
those contained in the section of this report entitled “Risk Factors” identify important factors that could cause actual
results to differ materially from those predicted in any such forward-looking statements. We assume no obligation to,
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and do not currently intend to, update these forward-looking statements.

32

50



Edgar Filing: VMWARE, INC. - Form 10-Q

Table of Contents

Available Information

Our website is located at www.vmware.com, and our investor relations website is located at http://ir.vmware.com. Our
goal is to maintain the Investor Relations website as a portal through which investors can easily find or navigate to
pertinent information about us, all of which is made available free of charge, including:

our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and any amendments
o those reports, as soon as reasonably practicable after we electronically file that material with or furnish it to the
Securities and Exchange Commission (“SEC”);

announcements of investor conferences, speeches and events at which our executives talk about our products, services
and competitive strategies;

webcasts of our quarterly earnings calls and links to webcasts of investor conferences at which our executives appear
(archives of these events are also available for a limited time);

.additional information on financial metrics, including reconciliations of non-GAAP financial measures discussed in
our presentations to the nearest comparable GAAP measure;

press releases on quarterly earnings, product and service announcements, legal developments and international news;
corporate governance information including our certificate of incorporation, bylaws, corporate governance guidelines,
board committee charters, business conduct guidelines (which constitutes our code of business conduct and ethics)
and other governance-related policies;

other news, blogs and announcements that we may post from time to time that investors might find useful or
interesting; and

opportunities to sign up for email alerts and RSS feeds to have information pushed in real time.

The information found on our website is not part of, and is not incorporated by reference into, this or any other report
we file with, or furnish to, the SEC.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

There were no material changes to our market risk exposures in the six months ended June 30, 2014. See Part II, Item
7A, “Quantitative and Qualitative Disclosures About Market Risk” of our 2013 Annual Report on Form 10-K for a
detailed discussion of our market risk exposures.

ITEM 4. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

We carried out an evaluation required by the Exchange Act, under the supervision and with the participation of our
principal executive officer and principal financial officer, of the effectiveness of the design and operation of our
disclosure controls and procedures, as defined in Rule 13a-15(e) of the Exchange Act, as of the end of the period
covered by this report. Based on this evaluation, our principal executive officer and principal financial officer
concluded that, as of the end of the period covered by this report, our disclosure controls and procedures were
effective to provide reasonable assurance that information required to be disclosed by us in the reports that we file or
submit under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in
the Securities and Exchange Commission’s rules and forms and to provide reasonable assurance that such information
is accumulated and communicated to our management, including our principal executive officer and principal
financial officer, as appropriate to allow timely decisions regarding required disclosures.

Changes in Internal Controls Over Financial Reporting

There were no changes in our internal control over financial reporting during the most recent fiscal quarter ended
June 30, 2014 that materially affected, or are reasonably likely to materially affect, our internal control over financial
reporting.

Limitations on Controls

Our disclosure controls and procedures and internal control over financial reporting are designed to provide
reasonable assurance of achieving their objectives as specified above. Management does not expect, however, that our
disclosure controls and procedures or our internal control over financial reporting will prevent or detect all errors and
fraud. Any control system, no matter how well designed and operated, is based upon certain assumptions and can
provide only reasonable, not absolute, assurance that its objectives will be met. Further, no evaluation of controls can
provide absolute assurance that misstatements
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due to error or fraud will not occur or that all control issues and instances of fraud, if any, within the Company have
been detected.
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PART II

OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

See Note I to the condensed consolidated financial statements in Part I, Item 1 of this Quarterly Report on Form 10-Q
for a description of legal proceedings. See also the risk factor entitled “We may become involved in litigation and
regulatory inquiries and proceedings that could negatively affect us” in Part II, Item 1A of this Quarterly Report on
Form 10-Q for a discussion of potential risks to our results of operations and financial condition that may arise from
legal proceedings.

ITEM 1A. RISK FACTORS

The risk factors that appear below could materially affect our business, financial condition and results of operations.
The risks and uncertainties described below are not the only risks and uncertainties facing us. Our business is also
subject to general risks and uncertainties that affect many other companies.

Risks Related to Our Business

As the market for our computer virtualization products has matured, we have been increasingly developing and
marketing products and services targeted toward the delivery, management and automation of information technology
(“IT”) infrastructure, platforms and services through cloud-based solutions. If businesses do not find our cloud
computing solutions compelling, our revenue growth and operating margins may decline.

Our products and services are based on computer virtualization and related technologies that have primarily been used
for virtualizing on-premises data centers. As the market for data center virtualization has matured, we have
increasingly directed our product development and marketing toward products and services that enable businesses to
utilize virtualization as the foundation for cloud-based computing, management and automation of the delivery of IT
resources, end-user computing and Infrastructure as a service (“IaaS”) offerings including hybrid cloud services. Our
success depends on organizations and our customers perceiving technological and operational benefits and cost
savings associated with the increasing adoption of our virtualization-based infrastructure and management solutions
for cloud computing, hybrid cloud services and end-user computing. As the market for our data center virtualization
products mature and the scale of our business increases, it may be difficult to maintain previous rates of growth in our
product sales. In addition, to the extent that our newer cloud computing infrastructure management and automation, or
software-defined data center (“SDDC”), solutions, end-user computing, and hybrid cloud solutions are adopted more
slowly or less comprehensively than we expect, our revenue growth rates may slow materially or our revenue may
decline substantially.

The large majority of our revenues have come from our data center virtualization products including our flagship
VMware vSphere product line. Decreases in demand for our data center virtualization products could adversely affect
our results of operations and financial condition.

The large majority of our revenues have come from our data center virtualization products. Although we continue to
develop other applications for our virtualization technology such as our end-user computing products and hybrid cloud
services and expand our offerings into related areas, we expect that our data center virtualization products and related
enhancements and upgrades will constitute a majority of our revenue for the foreseeable future. Declines and
variability in demand for our data center virtualization products could occur as a result of:

improved products or product versions being offered by competitors in our

markets;

competitive pricing pressures;

failure to timely execute and implement our product strategy, which could lead to quality issues, integration issues
with ecosystem partners, and difficulties in creating and marketing suites of interoperable solutions;

failure to release new or enhanced versions of our data center virtualization products on a timely basis, or at all;
technological change that we are unable to address with our data center virtualization products or that changes the
way enterprises utilize our products; and

eeneral economic conditions.

Also, as more and more businesses achieve the virtualization of their data centers and other IT functions, the market
for our VMware vSphere product line may become saturated. If we fail to introduce compelling new features in future
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upgrades to our VMware vSphere product line, develop new applications for our virtualization technology or provide
product suites based on the VMware vSphere platform that address customer requirements for integration, automation
and management of their IT systems, demand for VMware vSphere may decline.
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Due to our product concentration, our business, financial condition, results of operations, and cash flows would
therefore be adversely affected by a decline in demand for our data center virtualization products.

Our new product and technology initiatives subject us to additional business, legal and competitive risks.

Over the last several years, we have introduced new product and technology initiatives that aim to leverage our
virtualization infrastructure software products into the emerging areas of cloud computing and end-user computing as
alternatives to the provisioning of physical computing resources.

One of VMware’s core strategies is to deliver the software-defined data center. In 2010, we introduced the first of our
vCenter and vCloud products, which we combined in 2011 with our vShield security product line to create our Cloud
Infrastructure and Management (“CIM”) Suite offering. In 2012, we delivered the vCloud Suite, which delivers a
comprehensive suite for cloud computing in a single SKU with simplified licensing.

In 2012, we acquired two companies that furthered VMware’s SDDC strategy - Dynamic Ops, a provider of cloud
automation solutions that enable provisioning and management of IT services across heterogeneous environments, and
Nicira, a developer of software-defined networking and a leader in network virtualization for open source initiatives.
In 2013, we acquired Virsto Software, a developer of software that optimizes storage performance and utilization in
virtual environments.

We also continue to expand and enhance our end-user computing offerings, such as VMware View and Horizon Suite,
a solution that provides end users with a single place to get access to their applications, data and desktops and gives IT
a single management console to manage entitlements, policies and security. In 2012, we acquired Wanova, a leading
provider of intelligent desktop solutions that centralize and simplify the management of physical desktop images
while enabling users to take advantage of the native performance of a PC. In 2013, we acquired Desktone, a leader in
the Desktop-as-a-Service space.

In the second quarter of 2013, we introduced our hybrid cloud service called vCloud Hybrid Service. vCloud Hybrid
Service is designed to deliver a public cloud as a service offering that is interoperable with our customers’ existing
VMware virtualized infrastructure, enabling customers to extend the same skills, tools, networking and security
models across both on-premise and off-premise environments. We are currently making significant investments in
developing and introducing new technologies and product offerings related to our SDDC, vCloud Hybrid Service and
end user and mobile computing initiatives.

In the first quarter of 2014, we acquired AirWatch, a leader in enterprise mobility management and security solutions.
The acquisition of AirWatch expands our portfolio of mobile solutions within the enterprise mobility and security
space.

The expansion of our offerings to deliver the SDDC, address I'T management and automation, and enhance our
end-user computing capabilities and our hybrid cloud offerings subjects us to additional risks, such as the following:
These initiatives may present new and difficult technological challenges. Significant investments will be required to
acquire and develop solutions to those challenges. Customers may choose not to adopt our new product or service
offerings and we may be unable to recoup or realize a reasonable return on our investments.

Some of our new initiatives are hosted by third parties whom we do not control but whose failure to prevent service
disruptions, or other failures or breaches may require us to issue credits or refunds or indemnify or otherwise be liable
to customers or third parties for damages that may occur. Any transition of our services from a third party hosting
service to our own data centers would also entail a risk of service disruption during a transition. We may be subject to
claims if customers of these service offerings experience service disruptions or failures, security breaches, data losses
or other quality issues.

The success of these new offerings depends upon the cooperation of hardware, software and cloud hosting vendors to
ensure interoperability with our products and offer compatible products and services to end users. If we are unable to
obtain such cooperation, it may be difficult and more costly for us to achieve functionality and service levels that
would make our new products and services attractive to end users.

We will need to develop and implement appropriate go-to-market strategies and train our sales force in order to
effectively market offerings in product categories in which we may have less experience than our competitors.
Accordingly, end users could choose competing products and services over ours, even if such offerings are less
advanced than ours.
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Our increasing focus on developing and marketing IT management and automation and IaaS (including
software-defined networking and vCloud Hybrid Services), offerings that enable customers to transform their I'T
systems will require a greater focus on marketing and selling product suites and more holistic solutions, rather than
selling on a product-by-product basis. Consequently, we will need to develop new strategies for marketing and selling
our offerings, our customers’ purchasing decisions may become more complex and require additional levels of
approval and the duration of sales cycles for our offerings may increase.
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We will need to develop appropriate pricing strategies for our new product initiatives. For example, it has frequently
been challenging for software companies to derive significant revenue streams from open source projects, such as
certain of our offerings. Additionally, in some cases our new product initiatives are predicated on converting free and
trial users to paying customers of the premium tiers of these services, and therefore we must maintain a sufficient
conversion ratio for such services to be profitable. Also, certain of our new product initiatives have a subscription
model. We may not be able to accurately predict subscription renewal rates or their impact on results, and because
revenue is recognized for our services over the term of the subscription, downturns or upturns in sales may not be
immediately reflected in our results.

The success of vCloud Hybrid Service will be dependent on the final global implementation of the offering and
building successful go-to-market strategies. We will need to build sales expertise and infrastructure to support the new
offering. This hybrid cloud offering involves significant risk and may not be accepted by customers. Further, this
offering may lead our team to reduce the time spent on selling our existing product portfolio, which could have a
material negative impact on revenues.

Our new products and services may compete with offerings from companies who are members of our developer and
technology partner ecosystem. Consequently, we may find it more difficult to continue to work together productively
on other projects, and the advantages we derive from our ecosystem could diminish.

The cloud computing and virtualized end-user computing industries are in early stages of development. Other
companies seeking to enter and develop competing standards for the cloud computing space, such as Microsoft, IBM,
pracle, Google, Amazon and Cisco, and the end-user computing space, such as Citrix and Microsoft, have introduced
or are likely to introduce their own initiatives that may compete with or not be compatible with our cloud and
end-user computing initiatives which could limit the degree to which other vendors develop products and services
around our offerings and end users adopt our platforms.

Emerging IT sectors, such as those within aaS, are frequently subject to a “first mover” effect pursuant to which certain
product and service offerings can rapidly capture a significant portion of market share and developer attention.
Therefore, if competitive product and service offerings in these sectors gain broad adoption before ours, it may be
difficult for us to displace such offerings regardless of the comparative technical merit, efficacy or cost of our
products and services.

Developing and launching new technologies in new areas, as we are doing with our VMware NSX virtual networking,
Virtual SAN virtual storage and vCloud Hybrid Service initiatives, requires significant investments of resources and
often entails greater risk than incremental investments in existing industries. If these investments are not successful,
our rate of growth may decline or reverse and our operating results will be negatively affected.

Marketing and selling new technologies to enterprises requires significant investment of time and resources in order to
educate customers on the benefits of our new product offerings. These investments can be costly and the additional
effort required to educate both customers and our own sales force can distract from their efforts to sell existing
products and services.

As our vSphere-related products continue to mature, our future revenue growth is increasingly dependent on revenue
from our new product and technology offerings. Our newer initiatives may be less profitable than our established
products, and we may not be successful enough in these newer activities to recoup our investments in them. If any of
these risks were to occur, it could damage our reputation, limit our growth and negatively affect our operating results.
Our vCloud Hybrid Service offering relies upon a number of third-party providers for data center space, equipment,
maintenance and other colocation services, and the loss of, or problems with, one or more of these providers may
impede the growth of our vCloud Hybrid Service offerings, adversely impact our plans to expand the service and
damage our reputation.

We launched our vCloud Hybrid Service cloud service offerings in 2013 in the United States and announced plans to
expand the services globally. Our vCloud Hybrid Service offerings rely upon third-party providers to supply data
center space, equipment maintenance and other colocation services. While we have entered into various agreements
for the lease of data center space, equipment maintenance and other services, third parties could fail to live up to the
contractual obligations under those agreements. For example, a data center landlord may fail to adequately maintain
its facilities or provide an appropriate data center infrastructure for which it is responsible. If that were to happen, our
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ability to deliver services at levels acceptable to our customers and at levels that we have committed to could be
impaired. Additionally, if the third parties that we rely on do fail to deliver on their obligations, our reputation could
be damaged, our customers could lose confidence in us, and our ability to maintain and expand our vCloud Hybrid
Service offerings would be impaired.
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Ongoing uncertainty regarding global economic conditions and the stability of regional financial markets may reduce
information technology spending below current expectations and therefore adversely impact our revenues, impede
end-user adoption of new products and services and product and service upgrades, and adversely impact our
competitive position.

Our business depends on the overall demand for information technology and on the economic health of our current
and prospective customers. The purchase of our products and services is often discretionary and may involve a
significant commitment of capital and other resources. Weak economic conditions or significant uncertainty regarding
the stability of financial markets could adversely impact our business, financial condition and results of operations in a
number of ways, including by lengthening sales cycles, affecting the size of enterprise license agreements (“ELAs”) that
customers will commit to, reducing the level of our non-ELA transactional sales, lowering prices for our products and
services, reducing unit sales and reducing the rate of adoption of our products and services by new customers and the
willingness of current customers to purchase upgrades to our existing products and services. For example, a recurrence
of the sovereign debt crisis in Europe or that region's failure to recover from recession would threaten to suppress
demand and our customers’ access to credit in that region, which is an important market for our products and services.
Additionally, in response to sustained economic uncertainty, many national and local governments that are current or
prospective customers for our products and services, including the U.S. federal government, have made, or threatened
to make, significant spending cutbacks which could reduce the amount of government spending on IT and the
potential demand for our products and services from the government sector.

Regional economic uncertainty can also result in general and ongoing tightening in the credit markets, lower levels of
liquidity, increases in the rates of default and bankruptcy and significant volatility in the credit, equity and fixed
income markets. As a result, current or potential customers may be unable to fund software purchases, which could
cause them to delay, decrease or cancel purchases of our products and services. Even if customers are willing to
purchase our products and services, if they do not meet our credit requirements, we may not be able to record accounts
receivable or unearned revenue or recognize revenues from these customers until we receive payment, which could
adversely affect the amount of revenues we are able to recognize in a particular period.

In addition, although we plan to continue making strategic investments in our business, many of our competitors have
significantly greater financial, technical and other resources than we do, and if the economic recovery is anemic or not
sustained, they may be better positioned to continue investment in competitive technologies.

We expect to face increasing competition that could result in a loss of customers, reduced revenues or decreased
operating margins.

The virtualization, cloud computing, end-user computing and software-defined data center industries are inter-related
and rapidly evolving. We experienced increased competition during 2013 and expect it to remain intense throughout
2014. For example, Microsoft continues to make incremental improvements to its virtual infrastructure and virtual
management products and is expected to release updated versions of its Hyper V virtualization product. In September
2012, Microsoft began shipping Windows Server 2012, which includes a more advanced version of its Hyper-V
virtualization product which continues its push into the virtualization space, its System Center 2012 bundle of
management products targeted at legacy and virtual environments and its VDI offering for smaller businesses.
Microsoft also offers IaaS capabilities in Azure with a similar hybrid cloud message. We also face competition from
other companies that have announced a number of new product initiatives, alliances and consolidation efforts. For
example, Citrix Systems continues to enhance its end-user desktop and mobility offerings and their networking and
cloud platform offerings. IBM, Google and Amazon have existing cloud computing offerings and announced new
cloud computing initiatives. For example, Amazon released their Workspaces offering for the DaaS space.
Additionally, Red Hat has released commercial versions of Linux that have virtualization capabilities as part of the
Linux kernel (“KVM”) and has also announced plans for cloud computing products. Other companies have indicated
their intention to expand offerings of virtual management and cloud computing solutions as well. Additionally, our
hybrid cloud computing offering, which allows enterprises to pool internal and external IT resources running on a
common vSphere infrastructure competes with low-cost public cloud infrastructure offerings such as Amazon EC2
and Google Compute Engine. Enterprises and service providers have also shown significant interest in building their
own clouds based on open source projects such as OpenStack.
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Following our acquisition of Nicira and the resulting release of our NSX product, a number of competitors have
announced software-defined networking offerings. Specifically, Cisco has announced plans to ship its Application
Centric Infrastructure product.

We believe that the key competitive factors in the virtualization and cloud computing spaces include:

the level of reliability, security and new functionality of product offerings;

the ability to provide comprehensive and scalable solutions, including management and security capabilities;

the ability to offer products and services that support multiple hardware platforms, operating systems, applications
and application development frameworks;
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the ability to deliver an intuitive end-user experience for accessing data, applications and services from a wide variety
of end-user devices;

the ability to effectively run traditional IT applications and emerging applications;

the proven track record of formulating and delivering a roadmap of virtualization and cloud computing capabilities;
the ability to attract and preserve a large installed base of customers;

pricing of products and services, individually and in bundles;

the ability to attract and preserve a large number of application developers to develop to a given cloud ecosystem;

the ability to create and maintain partnering opportunities with hardware vendors, infrastructure software vendors and
cloud service providers;

the ability to develop robust indirect sales channels; and

the ability to attract and retain cloud, virtualization and systems experts as key employees.

Existing and future competitors may introduce products and services in the same areas we serve or intend to serve,
and competing products and services may have better performance, lower prices, better functionality and broader
acceptance than our products and services. Our competitors may also add features to their virtualization, end-user and
cloud computing products similar to features that presently differentiate our product offerings from theirs. Many of
our current or potential competitors also have longer operating histories, greater name recognition, larger customer
bases and significantly greater financial, technical, sales, marketing and other resources than we do. This competition
could result in increased pricing pressure and sales and marketing expenses, thereby materially reducing our operating
margins, and could also prevent our new products and services from gaining market acceptance, thereby harming our
ability to increase, or causing us to lose, market share. Increased competition also may prevent us from entering into
or renewing service contracts on terms similar to those that we currently offer and may cause the length of our sales
cycle to increase. Additionally, some of our competitors and potential competitors supply a wide variety of products
and services to, and have well-established relationships with, our current and prospective end users. For example,
small to medium sized businesses and companies in emerging markets that are evaluating the adoption of
virtualization-based technologies and solutions may be inclined to consider Microsoft solutions because of their
existing use of Windows and Office products. Some of these competitors have in the past and may in the future take
advantage of their existing relationships to engage in business practices that make our products and services less
attractive to our end users. Other competitors have limited or denied support for their applications running in VMware
virtualization environments. These distribution, licensing and support restrictions, as well as other business practices
that may be adopted in the future by our competitors, could materially impact our prospects regardless of the merits of
our products and services. In addition, competitors with existing relationships with our current or prospective end
users could in the future integrate competitive capabilities into their existing products and services and make them
available without additional charge. For example, Oracle provides free server virtualization software intended to
support Oracle and non-Oracle applications, and Microsoft offers its own server virtualization software packaged with
its Windows Server product and offers built-in virtualization in the client version of Windows. As a result, existing
VMware customers may elect to use products that are perceived to be “free” or “very low cost” instead of purchasing
VMware products and services for certain applications where they do not believe that more advanced and robust
capabilities are required. Competitors may also leverage open source technologies to offer zero or low cost products
and services capable of putting pricing pressure on our own product offerings. By engaging in such business practices,
our competitors can diminish competitive advantages we may possess by incentivizing end users to choose products
that lack some of the technical advantages of our own offerings. In addition, even if customers find our products and
services to be technically superior, they may choose to employ a “multiple-vendor” strategy, where they purposely
deploy multiple vendors in their environment in order to prevent any one vendor from gaining too much control over
their IT operations.

We also face potential competition from our partners. For example, third parties currently selling our products and
services could build and market their own competing products and services or market competing products and
services of other vendors. If we are unable to compete effectively, our growth and our ability to sell products and
services at profitable margins could be materially and adversely affected, which could materially and adversely impact
our financial condition and results of operations.
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Industry alliances or consolidation may result in increased competition.

Some of our competitors have made acquisitions and entered into or extended partnerships or other strategic
relationships to offer more comprehensive virtualization and cloud computing solutions than they individually had
offered. Citrix Systems continues to invest in desktop virtualization marketing by continuing its collaboration with
Microsoft and has acquired smaller players like Zenprise, Virtual Computer and Framehawk. IBM acquired SoftLayer
to increase their data center footprint and grow their cloud business. Moreover, information technology companies are
increasingly seeking to deliver top-to-bottom IT solutions to end users that combine enterprise-level hardware and
software solutions to provide an alternative to our

39

63



Edgar Filing: VMWARE, INC. - Form 10-Q

Table of Contents

virtualization platform. For example, Oracle offers integrated hardware and software virtualization solutions, and
Microsoft and Hewlett-Packard continue their collaboration based on Microsoft’s cloud computing and virtualization
platforms. In addition, Citrix offers an [aaS cloud services solution, and Red Hat continues to invest in the Open
Virtualization Alliance (“OVA”) to bolster KVM as a direct competitor to VMware vSphere. In 2012, Dell acquired
Wyse Technologies to bolster its ability to serve the “cloud client” space and Quest to enhance its management and
automation solutions. A number of competitors are active in the emerging software-defined networking space. For
example, in 2013, Cisco acquired Insieme, and Juniper acquired Contrail Systems in late 2012. In June 2013, Oracle
and Microsoft entered into a partnership pursuant to which Oracle now supports the use of Oracle products in
Microsoft Hyper-V deployments as well as Windows Azure. In July 2014, Cisco and Microsoft announced an
initiative to integrate Cisco data center solutions and networking switches with Microsoft cloud offerings and to
jointly market and sell their data center and hybrid cloud solutions. We expect these trends to continue as companies
attempt to strengthen or maintain their positions in the evolving virtualization infrastructure and enterprise IT
solutions industry. Many of the companies driving this trend have significantly greater financial, technical and other
resources than we do and may be better positioned to acquire and offer complementary products and technologies. The
companies and alliances resulting from these possible combinations may create more compelling product and service
offerings and be able to offer greater pricing flexibility than we can or may engage in business practices that make it
more difficult for us to compete effectively, including on the basis of price, sales and marketing programs (such as
providing greater incentives to our channel partners to sell a competitor’s product), technology or product
functionality. This competition could result in a substantial loss of customers or a reduction in our revenues, which
could materially and adversely impact our financial condition and results of operations.

We may not be able to respond to rapid technological changes with new solutions and services offerings, which could
have a material adverse effect on our sales and profitability.

The virtualization, cloud computing, end-user computing and SDDC industries are characterized by rapid
technological changes, changing customer needs, frequent new software product introductions and evolving industry
standards. The introduction of third-party solutions embodying new technologies and the emergence of new industry
standards could make our existing and future software solutions obsolete and unmarketable. Cloud computing is
proving to be a disruptive technology that will alter the way that businesses consume, manage and provide physical IT
resources, applications, data and IT services. We may not be able to establish or sustain our thought leadership in the
cloud computing and enterprise software fields, and our customers may not view our products and services as
innovative and best-of-breed, which could result in a reduction in market share and our inability to command a pricing
premium over competitor products and services. We may not be able to develop updated products and services that
keep pace with technological developments and emerging industry standards and that address the increasingly
sophisticated needs of our customers or that interoperate with new or updated operating systems and hardware devices
or certify our products and services to work with these systems and devices. As a result, we may not be able to
accurately predict the lifecycle of our software solutions, and they may become obsolete before we receive the amount
of revenues that we anticipate from them. There is no assurance that any of our new offerings would be accepted in
the marketplace. Significant reductions in server-related costs or the rise of more efficient infrastructure management
software could also affect demand for our software solutions. As hardware and processors become more powerful, we
will have to adapt our product and service offerings to take advantage of the increased capabilities. For example, while
the introduction of more powerful servers presents an opportunity for us to provide better products for our customers,
the migration of servers to microprocessors with an increasing number of multiple cores also allows an end user with a
given number of licensed copies of our software to multiply the number of virtualization machines run per server
socket without having to purchase additional licenses from us. If we are unable to revise our solutions and offerings in
response to new technological developments, our ability to retain or increase market share and revenues in the
virtualization software space could be materially adversely affected.

Our operating results may fluctuate significantly, which makes our future results difficult to predict and may result in
our operating results falling below expectations or our guidance and cause the price of our Class A common stock to
decline.
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Our operating results may fluctuate due to a variety of factors, many of which are outside of our control. As a result,
comparing our operating results on a period-to-period basis may not be meaningful. Our past results should not be
relied upon as an indication of our future performance. In addition, a significant portion of our quarterly sales
typically occurs during the last month of the quarter, which generally reflects customer buying patterns for enterprise
technology. As a result, our quarterly operating results are difficult to predict even in the near term. If our revenues or
operating results fall below the expectations of investors or securities analysts or below any guidance we may provide
to the market, the price of our Class A common stock would likely decline substantially.

In addition, factors that may affect our operating results include, among others:

general economic conditions in our domestic and international markets and the effect that these conditions have on
our customers’ capital budgets and the availability of funding for software purchases;
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fluctuations in demand, adoption rates, sales cycles and pricing levels for our products and

services;
fluctuations in foreign currency exchange rates;
changes in customers’ budgets for information technology purchases and in the timing of their purchasing decisions;
the timing of recognizing revenues in any given quarter, which, as a result of software revenue recognition policies,
can be affected by a number of factors, including product announcements, beta programs and product promotions that
can cause revenue recognition of certain orders to be deferred until future products to which customers are entitled
become available;
the sale of our products and services in the time frames we anticipate, including the number and size of orders in each
quarter;
our ability to develop, introduce and ship in a timely manner new products and services and enhancements that meet
customer demand, certification requirements and technical requirements;
the introduction of new pricing and packaging models for our product offerings;
the timing of the announcement or release of upgrades or new products and services by us or by our competitors;
our ability to maintain scalable internal systems for reporting, order processing, license fulfillment, product delivery,
purchasing, billing and general accounting, among other functions;
our ability to control costs, including our operating expenses;
changes to our effective tax rate;
the increasing scale of our business and its effect on our ability to maintain historical rates of growth;
our ability to attract and retain highly skilled employees, particularly those with relevant experience in software
development and sales;
our ability to conform to emerging industry standards and to technological developments by our competitors and
customers;
renewal rates and the amounts of the renewals for ELAs as original ELA terms expire;
the timing and amount of software development costs that may be capitalized beginning when technological
feasibility has been established and ending when the product is available for general release;
unplanned events that could affect market perception of the quality or cost-effectiveness of our products and
solutions; and
the recoverability of benefits from goodwill and acquired intangible assets, and the potential impairment of these
assets.
The failure by customers to renew large license agreement transactions on a satisfactory basis could materially
adversely affect our business, financial condition, operating results and cash flow.
Our core customers are large enterprises with multi-year enterprise license agreements, each of which involves
substantial aggregate fee amounts. The failure to renew those transactions in the future, or to replace those enterprise
license agreements with new transactions of similar scope, on terms that are commercially attractive to us could
materially adversely affect our business, financial condition, operating results and cash flow.
Our current research and development efforts may not produce significant revenues for several years, if at all.
Developing our products and services is expensive. Our investment in research and development may not result in
marketable products or services or may result in products and services that take longer to generate revenues, or may
generate less revenues, than we anticipate. Our research and development expenses were approximately 22% of our
total revenues during the first six months of 2014 and approximately 21% in the fiscal year 2013. Our future plans
include significant investments in software research and development and related product opportunities. We believe
that we must continue to dedicate a significant amount of resources to our research and development efforts to
maintain our competitive position. However, we may not receive significant revenues from these investments for
several years, if at all.
Our products and services are sold using ELAs and through our transactional business, and this strategy may not drive
long-term sales and revenue growth.
We sell our products and services through two primary means, which we refer to as our ELA and our non-ELA, or
transactional, sales.
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ELAs are comprehensive long-term license agreements that provide for multi-year maintenance and support and
constitute an increasing percentage of total overall sales. In recent periods, 25% to 40% of our overall sales each
quarter have been comprised of ELAs. These are generally larger size transactions, typically driven by our direct sales
force and are primarily attractive to our larger enterprise customers.

Transactional sales, in contrast, tend to be smaller in scope, shorter in duration with a standard one-year maintenance
term, and are principally driven by our sales channel partners. Historically, they have represented two-thirds to
three-quarters of our overall sales.

During 2013, we expanded the sales of product suites, such as our vCloud suite, that integrate advanced management
and automation features with our vSphere cloud infrastructure platform and which are primarily sold through ELAs.
We believe that ELAs help us grow our business by building long-term relationships with our enterprise customers.
Although our year-over-year growth rates for overall sales and ELA sales both increased in 2013 compared to 2012,
the year-over-year growth rate for our transactional sales declined in 2013 compared to 2012. Although the growth
rate for our transactional business increased during the first half of 2014, as we develop and add new product and
service capabilities to our higher-end product offerings, and as our ELA volume continues to grow, we may not be
successful in our strategy to increase the value of the products and services sold through the transactional business.
Consequently, we may not be able to increase sales volumes in our transactional business or help attract new
customers to our product ecosystem with our enhanced product features and capabilities.

If our overall go-to-market strategy is not successful, our growth rates may decline further, and our business, financial
condition and results of operations could be materially adversely affected.

Our sales cycles can be long and unpredictable, our sales efforts require considerable time and expense, and timing of
sales is subject to changing purchasing behaviors of our customers. As a result, our sales are difficult to predict and
may vary substantially from quarter to quarter, which may cause our operating results to fluctuate significantly.

The timing of our revenues is difficult to predict. Our sales efforts involve educating our customers about the use and
benefit of our products and services, including their technical capabilities, potential cost savings to an organization
and advantages compared to lower-cost products and services offered by our competitors. Customers typically
undertake a significant evaluation process that has in the past resulted in a lengthy sales cycle which typically lasts
several months, and may last a year or longer. We spend substantial time, effort and money on our sales efforts
without any assurance that our efforts will produce any sales. In addition, product and service purchases are frequently
subject to budget constraints, economic conditions, multiple approvals, and unplanned administrative, processing and
other delays. Moreover, the greater number of competitive alternatives, as well as announcements by our competitors
that they intend to introduce competitive alternatives at some point in the future, can lengthen customer procurement
cycles, cause us to spend additional time and resources to educate end users on the advantages of our product and
service offerings and delay product and service sales. Economic downturns and uncertainty can also cause customers
to add layers to their internal purchase approval processes, adding further time to a sales cycle. Additionally, as we
sell more products and services to domestic and foreign governments, we may encounter lengthier sales cycles,
complicated budgeting processes and complex procurement regulations. These factors can have a particular impact on
the timing and length of our ELA sales cycles and our overall sales during any particular fiscal period may have
greater variability as a greater portion of our sales is made utilizing ELAs.

Additionally, our quarterly sales have historically reflected an uneven pattern in which a disproportionate percentage
of a quarter’s total sales occur in the last month, weeks and days of each quarter. Similarly, our yearly sales have
historically reflected a disproportionate percentage of the year’s sales in the fourth fiscal quarter. These patterns make
prediction of revenues, earnings and working capital for each financial period especially difficult and uncertain and
increase the risk of unanticipated variations in financial condition and results of operations. We believe this uneven
sales pattern is a result of many factors including the following:

the tendency of customers to wait until late in a quarter to commit to a purchase in the hope of obtaining more
favorable pricing;

the fourth quarter influence of customers spending their remaining capital budget authorization prior to new budget
constraints in the following year; and

seasonal influences, such as holiday or vacation periods.
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If sales expected from specific customers for a particular quarter are not realized in that quarter or at all, our results
could fall short of public expectations and our business, financial condition and results of operations could be
materially adversely affected.
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We are dependent on our management and our key development personnel, and the loss of key personnel may prevent
us from implementing our business plan in a timely manner.

Our success depends largely upon the continued services of our existing management. We are also substantially
dependent on the continued service of our key development personnel for product and service innovation and timely
development and delivery of upgrades and enhancements to our existing products and services. The market for expert
software developers upon whom we rely has become increasingly competitive. We generally do not have employment
or non-compete agreements with our existing management or development personnel, and, therefore, they could
terminate their employment with us at any time without penalty and could pursue employment opportunities with any
of our competitors. Changes to management and key employees can also lead to additional unplanned losses of key
employees. The loss of key employees could seriously harm our ability to release new products and services on a
timely basis and could significantly help our competitors.

Because competition for our target employees is intense, we may not be able to attract and retain the highly skilled
employees we need to support our planned growth, and our compensation expenses may increase.

To execute on our strategy, we must continue to attract and retain highly qualified personnel. Competition for these
personnel is intense, especially for senior sales executives and engineers with high levels of experience in designing
and developing software. We may not be successful in attracting and retaining qualified personnel. We have from time
to time in the past experienced, and we expect to continue to experience in the future, difficulty in hiring and retaining
highly skilled employees with appropriate qualifications. Many of the companies with which we compete for
experienced personnel have greater resources than we have. Research and development personnel are also
aggressively recruited by startup and emerging growth companies, which are especially active in many of the
technical areas and geographic regions in which we conduct product and service development. In addition, in making
employment decisions, particularly in the high-technology industry, job candidates often consider the value of the
stock-based compensation they are to receive in connection with their employment. Declines in the value of our stock
could adversely affect our ability to attract or retain key employees and result in increased employee compensation
expenses. If we fail to attract new personnel or fail to retain and motivate our current personnel, our business and
future growth prospects could be severely harmed.

Our success depends upon our ability to develop new products and services, integrate acquired products and services
and enhance our existing products and services and develop appropriate business and pricing models.

If we are unable to develop new products and services, integrate acquired products and services, enhance and improve
our products and support services in a timely manner, or position or price our products and services to meet market
demand, customers may not buy new software licenses from us, update to new versions of our software or renew
product support. In addition, information technology standards from both consortia and formal standards-setting
forums as well as de facto marketplace standards are rapidly evolving. We cannot provide any assurance that the
standards on which we choose to develop new products and services will allow us to compete effectively for business
opportunities in emerging areas such as cloud computing.

New product and service development and introduction involves a significant commitment of time and resources and
is subject to a number of risks and challenges including:

managing the length of the development cycle for new products and services and product and service enhancements,
which has frequently been longer than we originally expected;

increasing complexity of our product offerings as we introduce product suites such as our vCloud Suite, which can
significantly increase the development time and effort necessary to achieve the interoperability of product suite
components while maintaining product quality;

managing customers’ transitions to new products and services, which can result in delays in their purchasing decisions;
adapting to emerging and evolving industry standards and to technological developments by our competitors and
customers;

entering into new or unproven markets with which we have limited experience;

reacting to trends and predicting which technologies will be successful and develop into industry standards;

tailoring our business and pricing models appropriately as we enter new markets and respond to competitive pressures
and technological changes;
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tncorporating and integrating acquired products and technologies; and
developing or expanding efficient sales channels.
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In addition, if we cannot adapt our business models to keep pace with industry trends, our revenues could be
negatively impacted. For example, if we increase our adoption of subscription-based pricing models for our products,
we may fail to set pricing at levels appropriate to maintain our revenue streams or our customers may choose to
deploy products from our competitors that they believe are priced more favorably. Additionally, we may fail to
accurately predict subscription renewal rates or their impact on results of operations, and because revenue from
subscriptions is recognized for our services over the term of the subscription, downturns or upturns in sales may not
be immediately reflected in our results. As we offer more products that depend on converting users of free services to
users of premium services and as such services grow in size, our ability to maintain or improve and to predict
conversion rates will become more important.

Breaches of our cybersecurity systems could degrade our ability to conduct our business operations and deliver
products and services to our customers, delay our ability to recognize revenue, compromise the integrity of our
software products, result in significant data losses and the theft of our intellectual property, damage our reputation,
expose us to liability to third parties, and require us to incur significant additional costs to maintain the security of our
networks and data.

We increasingly depend upon our IT systems to conduct virtually all of our business operations, ranging from our
internal operations and product development activities to our marketing and sales efforts and communications with
our customers and business partners. Unauthorized parties have attempted to penetrate our network security and our
website. Such cyberattacks threaten to misappropriate our proprietary information and cause interruptions of our IT
services. Because the techniques used by unauthorized persons to access or sabotage networks change frequently and
may not be recognized until launched against a target, we may be unable to anticipate these techniques. Further, if
unauthorized access or sabotage remains undetected for an extended period of time, the effects of such breach could
be exacerbated. In addition, sophisticated hardware and operating system software and applications that we produce or
procure from third parties may contain defects in design or manufacture, including “bugs” and other problems that could
unexpectedly interfere with the operation of the system. Our exposure to cybersecurity threats and negative
consequences of cybersecurity breaches will likely increase as our vCloud Hybrid Service business expands and we
store increasing amounts of customer data and host or manage parts of customers’ businesses in cloud-based IT
environments.

We have also outsourced a number of our business functions to third party contractors, and our business operations
also depend, in part, on the success of our contractors’ own cybersecurity measures. We also use third parties to
provide colocation services (i.e. data center services) for our hybrid cloud offering. Similarly, we rely upon
distributors, resellers, system vendors and systems integrators to sell our products and our sales operations depend, in
part, on the reliability of their cybersecurity measures. Additionally, we depend upon our employees to appropriately
handle confidential data and deploy our IT resources in safe and secure fashion that does not expose our network
systems to security breaches and the loss of data. Accordingly, if our cybersecurity systems and those of our
contractors, partners and vendors fail to protect against unauthorized access, sophisticated cyberattacks and the
mishandling of data by our employees, contractors, partners or vendors, our ability to conduct our business effectively
could be damaged in a number of ways, including:

sensitive data regarding our business, including intellectual property and other proprietary data, could be stolen;

our electronic communications systems, including email and other methods, could be disrupted, and our ability to
conduct our business operations could be seriously damaged until such systems can be restored and secured;

our ability to process customer orders and electronically deliver products and services could be degraded, and our
distribution channels could be disrupted, resulting in delays in revenue recognition;

defects and security vulnerabilities could be exploited or introduced into our software products or our hybrid cloud
offering, thereby damaging the reputation and perceived reliability and security of our products and services and
potentially making the data systems of our customers vulnerable to further data loss and cyberincidents; and
personally identifiable or confidential data of our customers, employees and business partners could be stolen or lost.
Should any of the above events occur, we could be subject to significant claims for liability from our customers,
regulatory actions from governmental agencies, our ability to protect our intellectual property rights could be
compromised and our reputation and competitive position could be significantly harmed. Also, the regulatory and
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contractual actions, litigations, investigations, fines, penalties and liabilities relating to data breaches that result in
losses of personally identifiable or credit card information of users of our services can be significant in terms of fines
and reputational impact, and necessitate changes to our business operations that may be disruptive to us. Additionally,
we could incur significant costs in order to upgrade our cybersecurity systems and remediate damages. Consequently,
our financial performance and results of operations could be adversely affected.
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Our products and services are highly technical and may contain errors, defects or security vulnerabilities which could
cause harm to our reputation and adversely affect our business.

Our products and services are highly technical and complex and, when deployed, have contained and may contain
errors, defects or security vulnerabilities. Some errors in our products or services may only be discovered after a
product or service has been installed and used by customers. Any errors, defects or security vulnerabilities discovered
in our products or services after commercial release could result in loss of revenues or delay in revenue recognition,
loss of customers and increased service and warranty cost, any of which could adversely affect our business, financial
condition and results of operations. Undiscovered vulnerabilities in our products or services could expose them to
hackers or other unscrupulous third parties who develop and deploy viruses, worms, and other malicious software
programs that could attack our products or services. In the past, VMware has been made aware of public postings by
hackers of portions of our source code. It is possible that the released source code could expose unknown security
vulnerabilities in our products and services that could be exploited by hackers or others. We may also inherit unknown
security vulnerabilities when we integrate the products or services of companies that we acquire into existing and new
VMware products or services.

Actual or perceived security vulnerabilities in our products or services could harm our reputation and lead some
customers to return products or services, to reduce or delay future purchases or to use competitive products or
services. End users, who rely on our products and services for the interoperability of enterprise servers and
applications that are critical to their information systems, may have a greater sensitivity to product errors and security
vulnerabilities than customers for software products generally. Any security breaches could lead to interruptions,
delays and data loss and protection concerns. By their nature, security breaches are often difficult to detect and the
failure to detect a breach for an extended period of time could significantly increase the damage it could cause. In
addition, we could face claims for product liability, tort or breach of warranty, including claims relating to changes to
our products and services made by our channel partners. Our contracts with customers contain provisions relating to
warranty disclaimers and liability limitations, which may not be upheld, and customers and channel partners may seek
indemnification from us for their losses and those of their customers. Defending a lawsuit, regardless of its merit, is
costly and time-consuming and may divert management’s attention and adversely affect the market’s perception of us
and our products and services. In addition, if our business liability insurance coverage proves inadequate or future
coverage is unavailable on acceptable terms or at all, our business, financial condition and results of operations could
be adversely impacted.

Operating in foreign countries subjects us to additional risks that may harm our ability to increase or maintain our
international sales operations and investments.

Revenues from customers outside the United States comprised approximately 53% of our total revenues in both the
first six months ended 2014 and 2013. We have sales, administrative, research and development and technical support
personnel in numerous countries worldwide. We expect to continue to add personnel in additional countries.
Additionally, our investment portfolio includes investments in non-U.S. financial instruments and holdings in
non-U.S. financial institutions, including European institutions. Our international operations subject us to a variety of
risks, including:

the difficulty of managing and staffing international offices and the increased travel, infrastructure and legal
compliance costs associated with multiple international locations;

tncreased exposure to foreign currency exchange rate risk;

difficulties in enforcing contracts and collecting accounts receivable, and longer payment cycles, especially in
emerging markets;

difficulties in delivering support, training and documentation in certain foreign markets;

tariffs and trade barriers and other regulatory or contractual limitations on our ability to sell or develop our products
and services in certain foreign markets;

economic or political instability and security concerns in countries that are important to our international sales and
operations;

macroeconomic disruptions, such as monetary and credit crises, that can threaten the stability of local and regional
financial institutions and decrease the value of our international investments;
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the overlap of different tax structures or changes in international tax laws;

reduced protection for intellectual property rights, including reduced protection from software piracy, in some
countries;

difficulties in transferring funds from certain countries; and

difficulties in maintaining appropriate controls relating to revenue recognition practices.
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Additionally, as we continue to expand our business globally, we will need to maintain compliance with legal and
regulatory requirements covering the foreign activities of U.S. corporations, such as export control requirements and
the Foreign Corrupt Practices Act, as well as with local regulatory requirements in non-U.S. jurisdictions. These risks
will increase as we expand our operations to locations with a higher incidence of corruption and fraudulent business
practices. Our success will depend, in large part, on our ability to anticipate and effectively manage these and other
risks associated with our international operations. We expect a significant portion of our growth to occur in foreign
countries, which can add to the difficulties in maintaining adequate management and compliance systems and internal
controls over financial reporting, and increase challenges in managing an organization operating in various countries.
In addition, potential fallout from recent disclosures related to the U.S. Internet and communications surveillance
could also make foreign customers reluctant to purchase cloud computing products and services from U.S.-based
companies and impair our growth rate in foreign markets.

Our failure to manage any of these risks successfully could negatively affect our reputation, limit our growth, harm
our operations and reduce our international sales.

If operating system and hardware vendors do not cooperate with us or we are unable to obtain early access to their
new products, or access to certain information about their new products to ensure that our solutions interoperate with
those products, our product development efforts may be delayed or foreclosed.

Our products interoperate with Windows, Linux and other operating systems and the hardware devices of numerous
manufacturers. Developing products that interoperate properly requires substantial partnering, capital investment and
employee resources, as well as the cooperation of the vendors and developers of the operating systems and hardware.
Operating system and hardware vendors may not provide us with early access to their technology and products, assist
us in these development efforts or share with or sell to us any application programming interfaces, or APIs, formats or
protocols we may need. If they do not provide us with the necessary early access, assistance or proprietary technology
on a timely basis, we may experience product development delays or be unable to expand our products into other
areas. To the extent that software or hardware vendors develop products that compete with ours or those of our
controlling stockholder, EMC Corporation (“EMC”), they may have an incentive to withhold their cooperation, decline
to share access or sell to us their proprietary APIs, protocols or formats, or engage in practices to actively limit the
functionality, compatibility and certification of our products. To the extent that we enter into collaborations or joint
development and marketing arrangements with certain hardware and software vendors, vendors who compete with our
collaborative partners may similarly choose to limit their cooperation with us. In addition, hardware or operating
system vendors may fail to certify or support or continue to certify or support our products for their systems. If any of
the foregoing occurs, our product development efforts may be delayed or foreclosed and our business and results of
operations may be adversely affected.

We rely on distributors, resellers, system vendors and systems integrators to sell our products and services, and our
failure to effectively develop, manage or prevent disruptions to our distribution channels and the processes and
procedures that support them could cause a reduction in the number of end users of our products and services.

Our future success is highly dependent upon maintaining and increasing the number of our relationships with
distributors, resellers, system vendors and systems integrators. Because we rely on distributors, resellers, system
vendors and systems integrators, we may have little or no contact with the ultimate users of our products and services,
thereby making it more difficult for us to establish brand awareness, ensure proper delivery and installation of our
products and services, service ongoing customer requirements, estimate end-user demand and respond to evolving
customer needs.

Recruiting and retaining qualified channel partners and training them in the use of our technology and product
offerings requires significant time and resources. In order to develop and expand our distribution channel, we must
continue to expand and improve our processes and procedures that support our channel, including our investment in
systems and training, and those processes and procedures may become increasingly complex and difficult to manage.
The time and expense required for sales and marketing organizations of our channel partners to become familiar with
our product and service offerings, including our new product and service developments, may make it more difficult to
introduce those products and services to end users and delay end-user adoption of our product and service offerings.
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We generally do not have long-term contracts or minimum purchase commitments with our distributors, resellers,
system vendors and systems integrators, and our contracts with these channel partners do not prohibit them from
offering products or services that compete with ours. Our competitors may be effective in providing incentives to
existing and potential channel partners to favor products and services of our competitors or to prevent or reduce sales
of our products and services. Certain system vendors now offer competing virtualization products preinstalled on their
server products and services. Additionally, our competitors could attempt to require key distributors to enter into
exclusivity arrangements with them or otherwise apply their pricing or marketing leverage to discourage distributors
from offering our products and services. Accordingly, our channel partners may choose not to offer our products and
services exclusively or at all. Our failure to maintain and increase the number of relationships with channel partners
would likely lead to a loss of end users of our products and services, which would result in us receiving lower
revenues from our channel partners. Three of our distributors each accounted for 10% or more of
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revenues during the first six months of 2014. Our agreements with distributors are typically terminable by either party
upon 30 to 90 days’ prior written notice to the other party, and neither party has any obligation to purchase or sell any
products or services under the agreements. While we believe that we have in place, or would have in place by the date
of any such termination, agreements with replacement distributors sufficient to maintain our revenues from
distribution, if we were to lose the distribution services of a significant distributor, such loss could have a negative
impact on our results of operations until such time as we arrange to replace these distribution services with the
services of existing or new distributors.

The concentration of our product sales among a limited number of distributors and the weakness in credit markets
increase our potential credit risk. Additionally, weakness in credit markets could affect the ability of our distributors,
resellers and customers to comply with the terms of credit we provide in the ordinary course of business. Accordingly,
if our distributors, resellers and customers find it difficult to obtain credit or comply with the terms of their credit
obligations, it could cause significant fluctuations or declines in our product revenues.

Three of our distributors each accounted for 10% or more of revenues during the first six months of 2014. We
anticipate that sales of our products to a limited number of distributors will continue to account for a significant
portion of our total product revenues for the foreseeable future. The concentration of product sales among certain
distributors increases our potential credit risks. For example, approximately 40% of our total accounts receivable as of
June 30, 2014 was from our three largest distributors. Some of our distributors may experience financial difficulties,
which could adversely impact our collection of accounts receivable. One or more of these distributors could delay
payments or default on credit extended to them. Our exposure to credit risks of our distributors may increase if our
distributors and their customers are adversely affected by global or regional economic conditions. Additionally, we
provide credit to distributors, resellers, and certain end-user customers in the normal course of business. Credit is
generally extended to new customers based upon a credit evaluation. Credit is extended to existing customers based
on ongoing credit evaluations, prior payment history, and demonstrated financial stability. We often allow distributors
and customers to purchase and receive shipments of products in excess of their established credit limit. We are unable
to recognize revenue from such shipments until the collection of those amounts becomes reasonably assured. Any
significant delay or default in the collection of significant accounts receivable could result in an increased need for us
to obtain working capital from other sources, possibly on worse terms than we could have negotiated if we had
established such working capital resources prior to such delays or defaults. Any significant default could result in a
negative impact on our results of operations and delay our ability to recognize revenue.

Our revenues, collection of accounts receivable and financial results may be adversely impacted by fluctuation of
foreign currency exchange rates. Although foreign currency hedges can offset some of the risk related to foreign
currency fluctuations, we will continue to experience foreign currency gains and losses in certain instances where it is
not possible or cost effective to hedge our foreign currency exposures.

Our revenues and our collection of accounts receivable may be adversely impacted as a result of fluctuations in the
exchange rates between the U.S. Dollar and foreign currencies. For example, we have distributors in foreign countries
that may incur higher costs in periods when the value of the U.S. Dollar strengthens against foreign currencies. One or
more of these distributors could delay payments or default on credit extended to them as a result. Any significant
delay or default in the collection of significant accounts receivable could result in an increased need for us to obtain
working capital from other sources. If we determine that the amount of accounts receivable that is uncollectible is
greater than our estimates, we would recognize an increase in bad debt expense, which would have a negative impact
on our results of operations. In addition, in periods when the value of the U.S. Dollar strengthens, we may need to
offer additional discounts, reduce prices or offer other incentives to mitigate the negative effect on demand.

We invoice and collect in certain non-U.S. Dollar denominated currencies, thereby conducting a portion of our
revenue transactions in currencies other than the U.S. Dollar. Although this practice may alleviate credit risk from our
distributors during periods when the U.S. Dollar strengthens, it shifts the risk of currency fluctuations to us and may
negatively impact our revenues, anticipated cash flows and financial results due to fluctuations in foreign currency
exchange rates, particularly the Euro, the British Pound, the Japanese Yen and the Australian Dollar relative to the
U.S. Dollar. While variability in operating margin may be reduced due to invoicing in certain of the local currencies in
which we also recognize expenses, increased exposure to foreign currency fluctuations will introduce additional risk
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for variability in revenue-related components of our condensed consolidated financial statements.

We enter into foreign currency forward contracts to hedge a portion of our net outstanding monetary assets and
liabilities against movements in certain foreign exchange rates. Although we expect the gains and losses on our
foreign currency forward contracts to generally offset the majority of the gains and losses associated 