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Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Common Stock, $0.0001 par value New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None
Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes x No ~

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes ©~ No x

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

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer x Accelerated filer ~ Non-accelerated filer ~
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes ~ No x

The aggregate market value of the common equity held by non-affiliates of the registrant as of August 31, 2006 was approximately $3.4 billion
based on the closing price of $23.20 of our common stock as reported by the NASDAQ Global Market on August 31, 2006. There were
193,180,053 shares of common stock outstanding as of April 27, 2007.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of Red Hat, Inc. s Definitive Proxy Statement to be filed with the Securities and Exchange Commission and delivered to stockholders in
connection with its annual meeting of stockholders to be held on August 16, 2007 are incorporated by reference into Part III of this Form 10-K.
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PART I

ITEM 1. BUSINESS
OVERVIEW

We are a global leader in providing open source software solutions to the enterprise, including our core enterprise operating system platform,
Red Hat Enterprise Linux, our enterprise middleware platform, JBoss Enterprise Middleware Suite ( JBoss Enterprise Middleware ), and other
Red Hat enterprise technologies. We employ an open source software development and licensing model that uses the collaborative input of an
international community of contributors to develop and enhance software. We actively participate in this community-oriented development
process, often in a leadership role, and leverage it to create our Red Hat-branded enterprise technologies.

We believe the open source development and licensing models offer significant advantages over the proprietary software development and
licensing models both for Red Hat and our customers. Specifically, through the open source development model, we leverage this community of
developers and users, whose collective resources and knowledge supplement the developers we employ. As a result, we believe we are able to
offer functionality enhancements and upgrades more quickly and with less development cost than is typical of proprietary software vendors. In
turn, our customers are able to take advantage of the quality and value of open source software, which we help develop, aggregate, integrate,
test, certify, deliver, maintain and support for their enterprise use.

In addition, under the open source licensing model, the collectively developed software is distributed under licenses, such as the GNU General
Public License and GNU Lesser General Public License, permitting access to the human-readable source code of the software. These licenses
also provide broader rights for the licensee to use, modify and distribute open source software than is typical in the proprietary software model.
This affords broad latitude for our customers to inspect, suggest changes, customize or enhance the software if they so choose.

Red Hat s participation in the community-driven development process is illustrated by Red Hat s role in the Fedora Project. The Fedora Project is
a collection of open source community software projects, which Red Hat sponsors. Our participation in the Fedora Project enables us to leverage
the efforts of this international community, which we believe allows us to reduce both cost and development time, and lower the risk of

including products and features in our technologies that the market and the community will not accept and support. Thus, we are able to use the
Fedora Project as a proving ground and virtual laboratory for new technology that we can draw upon for inclusion in our enterprise technologies.

We offer a choice of operating system platforms for servers, work stations and desktops that support multiple application areas, including the
data center, edge-of-the-network applications, information technology infrastructure (applications such as database, ERP and large web servers),
corporate desktop and technical/developer workstation. Our most recent version of Red Hat Enterprise Linux, RHEL 5, was released in March
2007 and offers additional technology enhancements, including integrated virtualization.

Our enterprise middleware platform, JBoss Enterprise Middleware, delivers a suite of middleware products for service-oriented architectures,
permitting web-enabled applications to run on open source and other platforms. JBoss Enterprise Middleware provides an application
infrastructure for building and deploying distributed applications that are accessible via the Internet, corporate intranets, extranets and virtual
private networks. Examples of applications deployed on JBoss Enterprise Middleware include online e-business, hotel and airline reservations,
online banking, credit card processing, securities trading, healthcare systems, customer and partner portals, retail and point of sale systems,
telecommunications network infrastructure and grid-based systems.
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Our integrated management services, Red Hat Network ( RHN ) and JBoss Operations Network ( JBoss ON ), permit these Red Hat enterprise
technologies to be updated and configured and the performance of these and other technologies to be monitored and managed in an automated
fashion. Our suite of training and other professional service offerings also enable enterprise customers to leverage the performance and

scalability benefits of our enterprise technologies.

We also provide other infrastructure enterprise technologies, including technologies for assisting developers of software, providing higher
availability clustering of platforms and file systems, scalable authentication and directory services.

We intend to continue to expand capabilities available under our open source architecture to help meet the performance, security, reliability and
scalability requirements critical to the enterprise. With the acquisition of JBoss in 2006, we targeted the middleware and application
development markets as strategic areas to broaden customer choice in our offerings. By providing an open source, service-oriented foundation
for enterprises of all sizes, our goal is to enable our customers to reduce costs and derive increased value from all aspects of their infrastructure
investments. We believe that the adoption of our enterprise technologies, as a mission-critical platform, represents a significant shift in the
computing industry.

In addition to our development and licensing models, we believe that our business model differentiates Red Hat from the typical proprietary
software company. We provide Red Hat enterprise technologies under annual or multi-year subscriptions. Through the life of the subscription,
the customer is entitled to specified levels of support as well as security updates, bug fixes, functionality enhancements and upgrades to the
technology, when and if available, via our integrated management technologies (i.e., RHN and JBoss ON), generally without additional charges.
This business model allows the customer access to more regular improvements and innovation of our product base and to purchase the
technologies and services it needs for the duration that it needs them.

We sell Red Hat enterprise technologies through both direct and indirect channels of distribution. We sell to customers directly through our sales
force and our web store. Our indirect sales channel includes distributors and resellers, telecom/network technology companies and independent
software vendors ( ISVs ). In addition, leading global server and workstation hardware vendors support and pre-load Red Hat enterprise
technologies on various servers and workstations and also sell their hardware together with Red Hat Enterprise Linux as part of pre-configured
solutions. Red Hat Enterprise Linux and JBoss Enterprise Middleware technologies also have gained widespread support from many of the
leading ISVs and independent hardware vendors ( IHVs ) of server and workstation hardware to the enterprise. With the support and tools we
make available, many of these companies have engineered and certified that their offerings run on or with Red Hat Enterprise Linux and JBoss
Enterprise Middleware technologies. We believe widespread support from these companies helps market acceptance and adoption of our
enterprise technologies. See NOTE 2 to the Consolidated Financial Statements.

The benefits of the open source development model are becoming more well-recognized and the acceptance of open source software is
continuing to grow. We see this growth both in the number of Linux server operating systems in use today, the increasing number of JBoss
Enterprise Middleware deployments and the substantial level of investment by venture capitalists in open source based startup companies
worldwide.

In May 2006, Red Hat expanded its geographical presence to Latin America through the acquisition of the local operations of its master
distributor in Brazil and Argentina. Through this acquisition, we now have a direct corporate presence in Latin America to provide regional
support, training and sales activities, as well as localized offerings. In June 2006, Red Hat acquired JBoss, Inc., the global leader in open source
middleware, and the remaining minority interest in our Indian joint venture. See NOTE 3 to Consolidated Financial Statements.

Red Hat, Inc. was incorporated in Connecticut in March 1993 as ACC Corp., Inc., which subsequently changed its name to Red Hat Software,
Inc. Red Hat Software, Inc. reincorporated in Delaware in September
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1998 and changed its name to Red Hat, Inc. in June 1999. Except as otherwise indicated, all references in this reportto we , us , our ,the
Company , the registrant ,or Red Hat refers to Red Hat, Inc. and its subsidiaries.

INDUSTRY BACKGROUND
Origins of open source software

The open source software development model originated in academic and research environments. The model is based on the collaborative
development of the software s source code, the human-readable code that is used to develop software. Whether individually or in groups, and
regardless of location, participating developers, many of whose projects are commercially funded, make their code available over the Internet,
give and receive comments on open source code and modify it accordingly. This development model gives open source software an inherent
level of transparency and choice that contrasts with the proprietary software development model.

Under the proprietary model of software development, a software vendor generally licenses the user only the machine-readable binary (or
object) code, with no or limited rights to copy, modify or redistribute that code, and does not make the source code available to the user or other
developers. Moreover, peer review and enhancements are not possible given that binary code consists of the 1 s and 0 s that only computers
understand. In contrast, under the open source development model, the software vendor provides users and other developers with access both to
the binary code and the source code and permits the user to copy, modify and redistribute the code to others.

The growth of the Internet has greatly increased the scale and efficiency of open source software development through the availability of
collaborative technologies such as email lists, news groups and websites. These technologies have enabled increasingly large communities of
independent developers, located around the world, to collaborate on more complex open source projects.

We believe that open source software is a viable and arguably superior alternative to traditional proprietary software. As compared to the
proprietary model, the open source model:

e allows a company s in-house development team to collaborate with a global community of independent developers;

e provides the user access to both binary and source code, and the right to inspect, copy, modify, alter and redistribute the software; and

e permits the user ongoing access to improvements made to the software that are distributed by others.
Moreover, we believe open source software offers many potential benefits for software customers and vendors. Not only are customers able to
take advantage of the quality and value of open source software, but they can inspect and help diagnose problems easily, and they also may
choose to customize the software to suit their particular needs. Vendors are able to leverage the community of open source developers, reducing
development costs, decreasing time to market and mitigating the risks associated with developing new software solutions.

Challenges to the widespread adoption of open source by the large enterprise

Despite a strong initial market acceptance of Red Hat Enterprise Linux, JBoss Enterprise Middleware and other Red Hat enterprise technologies
by the large enterprise, a number of obstacles exist to the continued growth and adoption of these technologies within the enterprise, including:

e competition from well-established proprietary software industry participants such as Novell Inc. ( Novell ), Sun Microsystems, Inc.
( Sun ), Oracle Corporation ( Oracle ), Microsoft Corporation ( Microsoft ), International Business Machines Corporation ( IBM ),
Hewlett-Packard Co. ( HP ) and BEA Systems, Inc. ( BEA );
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e alimited number of established, profitable, viable open source industry participants;

e uncertainty as to the long term success of a development and distribution model not based on limiting access to proprietary
technology; and

e potential concern over threats of intellectual property infringement claims.
RED HAT BUSINESS MODEL

We ordinarily offer and provide our enterprise technologies with related services to our customers in the form of annual or multi-year
subscriptions. Our subscription model is designed to provide customers with an all-inclusive solution, incorporating product delivery, problem
resolution, ongoing corrections and enhancements, certified compatibility with a portfolio of hardware and software applications, Red Hat s Open
Source Assurance program and rights to new versions. We believe that the chief information officers of large enterprises select Red Hat

enterprise technologies and choose to pay on a subscription basis because of the business value and fast innovation that we provide, in contrast

to traditional proprietary technology. We believe the success of our business model is predicated on the acceptance and widespread deployment

of open source solutions by small, medium and large enterprises, our ability to generate subscription revenues for Red Hat enterprise

technologies, our ability to increase annual average subscription revenues per customer by providing additional value to our customers in the

form of additional technology infrastructure and by providing customers with additional services.

Our subscription business model also contrasts with the typical proprietary software license model from a revenue recognition perspective.
Under our subscription model, we generally defer revenue when we bill the customer and recognize revenue over the life of the subscription
term. In contrast, under a proprietary software license model, the vendor typically recognizes license revenue in the period that the software is
initially licensed.

Commitment to the open source development model

We have fully embraced the open source model in the development of our technology solutions and services. Whereas some of our competitors
have incorporated certain aspects of this model into their businesses while retaining various features of the proprietary model, Red Hat solutions
are true open source offerings. Indeed, we share our improvements to our enterprise technologies with the development community. By
developing under a collaborative model we offer a benefit to independent and partner developers because they can influence the capabilities of
our enterprise technologies to the benefit of their customers. This ultimately increases the overall appeal of our offerings. We believe that the
collaborative open source development model is a better way to develop and deliver high-quality software and to facilitate innovation.

The foundation of our open source architecture, our open source software operating systems

One of the most widely known open source technologies is the Linux kernel, the operating system engine of Red Hat Enterprise Linux. An
operating system is the software that allows a computer and its various hardware and software components to interact. A worldwide community
of developers collaborate on improving the Linux kernel, and we believe we are able to integrate the best of those improvements into our stable,
yet innovative and high-performance Red Hat Enterprise Linux platform. Moreover, as discussed below, Red Hat Enterprise Linux enjoys the
support of major original equipment manufacturers ( OEMs ) and ISVs, increasing the interest of developers in adding further enhancements to
the Linux kernel.

We seek to engineer Red Hat Enterprise Linux to be the most comprehensive, technically advanced, reliable and stable operating system. Red
Hat Enterprise Linux is an integrated, open source operating system, which meets the performance, reliability and scalability demands of chief
information officers of large and small enterprises, from the edge of the network to the data center.
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Our operating system platforms are intended to be:

e flexible and scalable capable of running clusters of thousands of systems in a large enterprise or a single device;

e functional able to handle discrete or multiple applications accessed by multiple users;

e adaptable allowing the user to modify the software to meet particular needs and requirements;

e stable and reliable constantly reviewed and fine-tuned by developers worldwide;

e secure offering some of the highest levels of security in the commercial operating system market; and

e high performing yielding an array of quality performance results using audited industry standard benchmarks.
Technology-based systems management services

RHN and JBoss ON, our principal systems management offerings, improve the system reliability, availability and security of Red Hat enterprise
technologies, while increasing system administrator productivity to reduce the overall cost of managing Red Hat enterprise technologies. These
solutions bring together a number of tools, services and information capabilities that customers may use to help promote greater reliability,
availability and security within enterprise systems. Among other capabilities, RHN allows a system administrator to simplify management tasks
by grouping systems together rather than managing them separately. We provide the RHN Update Module, described more fully below, as part
of an annual subscription to Red Hat Enterprise Linux and other Red Hat enterprise technologies. We also provide more advanced services, such
as the Management, Provisioning and Monitoring Modules described below, for an additional subscription fee. In addition, we offer RHN in two
configurations: one which allows RHN systems management services to be provided from inside the customer s firewall and one in which the
services are provided directly from connectivity with Red Hat s facilities.

Red Hat Global Client Services

Our Global Client Services offerings consist of educational, consulting and support services designed to meet the needs of the enterprise. With
these services, our goal is to help promote customer success by providing knowledge, experience and advice at all stages of the information
technology ( IT ) life cycle.

By providing consulting and support services, together with our Red Hat enterprise technologies, we facilitate the adoption and use of our
enterprise technologies. In addition, our educational services help populate customers with skilled Red Hat Certified Engineers, Red Hat
Certified Technicians, Red Hat Certified Security Specialists and Red Hat Certified Architects, who often serve as internal open source
advocates and help to spread the successful adoption and use of our enterprise technologies. Our educational services also promote and reinforce
our Red Hat brand.

Support by leading independent software and hardware vendors to the large enterprise

In order to facilitate the widespread deployment of Red Hat Enterprise Linux, we have focused on gaining broad support for the Red Hat

Enterprise Linux operating system and other Red Hat enterprise technologies from the providers of hardware and software technology critical to

the large enterprise. For example, leading software vendors that enable applications to run on our enterprise technologies include BEA, BMC

Software, Inc. ( BMC ), Computer Associates, Inc. ( CA ), IBM, Oracle, SAP AG ( SAP ), Sybase, Inc. ( Sybase ) and Symantec Corporation

( Symantec ). In addition, we have certification and pre-load arrangements with leading hardware providers including Dell Inc. ( Dell ), HP, IBM,
Sun, Fujitsu Limited ( Fujitsu ), Fujitsu Siemens Computers (Holding) BV ( Fujitsu Siemens ), NEC Corporation ( NEC ) and Hitachi, Ltd ( Hitachi
as well as certification agreements with leading networking and storage companies including Cisco Systems, Inc.

Table of Contents 8



Edgar Filing: RED HAT INC - Form 10-K

Table of Contents



Edgar Filing: RED HAT INC - Form 10-K

Table of Conten

( Cisco ), EMC Corporation ( EMC ) and Network Appliance Inc. ( Network Appliance ). We also have strategic alliance relationships with the
leading chip providers Intel Corporation ( Intel ) and Advanced Micro Devices Inc. ( AMD ).

An online destination for the open source community

We are dedicated to helping serve the interests and needs of open source software users and developers online. Our website, redhat.com, serves
as a primary customer interface, web store and order mechanism for many of our products and services. Redhat.com also serves as a substantial
resource for information related to open source initiatives. It contains news we believe to be of interest to open source users and developers,
features for the open source community, a commerce site and a point of access for software downloads and upgrades. Visitors to our website can
organize and participate in user groups, make available incremental code improvements and bug fixes, and share knowledge regarding the use
and development of open source software. By acting as a clearinghouse of open source and Linux-related information and by facilitating the
interaction of developers, particularly through Fedora, we believe our website has become a community center for open source.

Segment reporting

Red Hat is organized primarily on the basis of three geographic business units: the Americas, EMEA (Europe, Middle East and Africa) and Asia
Pacific. These business units are aggregated into one reportable segment due to the similarity in nature of products provided (e.g., Red Hat
Enterprise Linux products), financial performance economics (e.g., revenue growth and gross margin), methods of distribution (direct and
indirect) and customer classification and base (e.g., distributors, resellers and enterprise).

Geographic Areas

As of February 28, 2007, Red Hat had more than 50 locations around the world, including offices in the U.S., Canada, France, Germany, Italy,
the Netherlands, Spain, Sweden, United Kingdom, Australia, China, Hong Kong, India, Japan, Korea and Singapore. As stated above, we
manage our international business on the basis of three geographic business units: the Americas, EMEA and Asia Pacific. See NOTE 2 to our
Consolidated Financial Statements for further discussion of our geographic areas of operation. See Item 1A, Risk Factors for a discussion of
some of the risks attendant to our international operations.
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Our business strategy is designed to (i) gain widespread acceptance and deployment of Red Hat enterprise technologies by enterprise users
globally, (ii) generate increasing subscription revenue by renewing existing subscriptions and providing additional value to our customers, and
by growing the number of enterprise technologies that comprise our open source architecture, and (iii) generate increased revenues by providing
additional systems management, developer and other services as well as from additional market penetration through a broader and deeper set of
channel partner relationships, including OEMs, and our own international expansion, among other means.

The key elements of our strategy aim to:
Increase the adoption of Red Hat enterprise technologies by enterprise users globally

We see enterprise users increasingly view Linux, including Red Hat Enterprise Linux, as a viable operating system for mission-critical areas of
the information technology infrastructure, and JBoss Enterprise Middleware, as a viable middleware platform for development and deployment
of distributed applications, business processes and web services. We intend to promote further acceptance of our enterprise technologies through
a variety of means. These means include promoting and developing additional Red Hat enterprise technologies that offer additional functionality
and applications that build on the Red Hat Enterprise Linux operating system as part of our open source architecture, bringing new systems
management services to market, improving our technology infrastructure to ease the purchasing and renewal process, offering expanded
developer services, focusing on new geographic areas, capitalizing on the success of our strategic relationships with companies such as Intel,
AMD, IBM, Symantec, Sybase, BEA, EMC, Dell, HP, Sun, Nokia Corp., Cisco, EMC, Network Appliance, Fujitsu, Fujitsu Siemens, NEC
Corporation and Hitachi and continuing to add strategic relationships with other major information technology companies. We believe the
relationships with these companies will continue to stimulate the technical advancement and widespread distribution of our enterprise
technologies, the attraction of existing third-party enterprise applications to Red Hat enterprise technologies and the development of new
third-party enterprise applications. We believe that the low-cost, high value offerings from Red Hat are a catalyst for change in the IT industry,
enabling new deployments and migrations, which encourage a larger ecosystem of compatible hardware and software solutions.

Continue to pursue strategic acquisitions and alliances

Red Hat s strategy is to continue to expand the capabilities available under our open source architecture by pursuing a selective acquisition
strategy as opportunities arise to complement and expand our offerings and service capabilities. We also intend to create and extend our strategic
alliances and channel partner relationships where it is beneficial to our business.

Continue to grow our presence in international markets

We have operations in a number of countries in the Americas, EMEA and Asia Pacific. We are continuing to expand our operations
geographically, with over 50 offices worldwide. In May 2006, Red Hat expanded its geographical presence to Latin America through the
acquisition of the local operations of its master distributor in Brazil and Argentina. Through this acquisition, we now have a direct corporate
presence in Latin America to provide regional support, training and sales activities, as well as localized offerings. In June 2006, Red Hat
acquired JBoss, Inc., the global leader in open source middleware, and the remaining minority interest in our Indian joint venture.

We offer Red Hat Enterprise Linux software and documentation in various languages. See NOTE 2 to the Consolidated Financial Statements for
a discussion of our revenues by geographic area.
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Continue to invest in the development of open source technology

We intend to continue to invest significant resources in the development of new open source technology, capitalizing on our substantial
experience working with the open source model and community. We expect this continued investment to take the form of expenditures on
internal development efforts, as well as continued funding of third-party open source projects and the expansion of our developer services.

PRODUCTS AND SERVICES

Red Hat s software solutions, consisting of Red Hat enterprise technologies such as Red Hat Enterprise Linux and JBoss Enterprise Middleware,
are at the center of our subscription strategy and our open source architecture. Our services offerings, principally directed toward our medium &
large enterprise customers and the leading hardware providers with whom we have strategic agreements, include technical support and
maintenance, training, professional services, embedded services, engineering services and hardware certification.

Generally, our software products come with a limited duration services subscription. They are delivered on an annual and multi-year
subscription basis and include varying levels of support services and access to the basic software update and configuration management
functionality via our integrated management technologies RHN and JBoss ON.

Red Hat Enterprise Linux and Red Hat Desktop technologies

Red Hat Enterprise Linux is a version of the Linux operating system designed expressly for enterprise computing. Red Hat Enterprise Linux is
built around a common core of open source software that delivers the features required for commercial deployments, including:

e Support for a wide range of ISV applications from vendors such as IBM, EMC, SAP, Sybase and Symantec;

e Certification on multiple architectures and leading OEM platforms, including Dell, HP, IBM, Sun, Fujitsu, Fujitsu Siemens, NEC and
Hitachi;

e Comprehensive service offerings, with up to 24x7, one-hour response, available both from Red Hat and selected ISV/OEM partners
and delivery of new technology throughout the product lifecycle;

e Performance and scalability, with leading audited industry benchmarks;

e  Stability with 18-24 month version upgrade cycles and seven-year support lifecycle; and

e A suite of products that enables interoperation of systems from the technical/developer workstation to the data center.
Red Hat operating system platforms have traditionally been available in four versions: Red Hat Enterprise Linux AS, Red Hat Enterprise Linux
ES, Red Hat Enterprise Linux WS and Red Hat Desktop. Red Hat Enterprise Linux AS, our top-of-the-line Red Hat Enterprise Linux product,
was designed for use in mission-critical areas of the information technology infrastructure. Supporting the largest commodity-architecture
servers and available with the highest levels of support, Red Hat Enterprise Linux AS was intended for large departmental, middle tier of the
information technology infrastructure and data center server deployments. Red Hat Enterprise Linux ES was designed for systems ranging from
the edge-of-network to medium-scale departmental deployments. Red Hat Enterprise Linux WS was designed for power users and a wide range
of high-performance technical client applications such as cluster computing, software development and engineering design. Red Hat Desktop
was designed for general corporate users who need a variety of software functionality from email to web applications. It is intended for volume
deployments that require a secure and centralized management infrastructure for client systems.
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With the release of our most recent version of Red Hat Enterprise Linux, RHEL 5, the product family for RHEL 5 is now offered in three
configurations:

®  Red Hat Enterprise Linux a direct follow-on from earlier releases with many new features, including server virtualization support.

®  Red Hat Enterprise Linux Advanced Platform a high functionality configuration that provides additional storage and server
virtualization capabilities. The Red Hat Enterprise Linux Advanced Platform targets customers who require a complete, integrated
virtualization solution. Advanced Platform is a comprehensive solution bundle that includes Red Hat Enterprise Linux, Red Hat
Global File System and Red Hat Cluster Suite. Previously, these products were only available when purchased separately.

®  Red Hat Enterprise Linux Desktop providing the next generation of open source desktop capabilities.
We believe that these configurations will simplify the product selection and purchase process and drive deeper product adoption, while
providing the flexibility that customers desire.

JBoss Enterprise Middleware

JBoss Enterprise Middleware provides an application infrastructure for building and deploying distributed applications that are accessible via the
Internet, corporate intranets, extranets and virtual private networks. JBoss Enterprise Middleware consists of several application infrastructure
products including JBoss Application Server ( JBoss AS ), JBoss Hibernate, JBoss Portal, JBoss jBPM, JBoss Rules and JBoss Transactions. By
combining these technologies, JBoss Enterprise Middleware provides an infrastructure platform for the development and deployment of
service-oriented applications, business processes and web services.

e JBoss Application Server ( JBoss AS ) provides the key features expected in a Java Enterprise Edition ( Java EE ) application server via
a service oriented architecture ( SOA ) microkernel.

e JBoss Hibernate is an object/relational persistence and query service. Hibernate lets you develop persistent classes following
object-oriented idiom including association, inheritance, polymorphism, composition, and collections.

e JBoss Portal provides a customizable, standards-based framework for hosting, serving, managing and publishing websites.

e JBoss jBPM is a workflow and orchestration framework that helps coordinate disparate applications and services.

e JBoss Rules provides an open source and standards-based business rules engine that simplifies business policy access, change and
management.

e JBoss Transactions is a product for simplifying distributed transaction processing and delivering standards-based interoperability.
Additional Red Hat enterprise technologies

Red Hat enterprise technologies also include software applications, among others, for managing web content, software development, high
availability clusters of Linux systems and storage, authentication of users as well as directory server services. These applications broaden
customer choice and are key components of our open source architecture vision for the enterprise. Red Hat Developer Suite provides an
integrated development environment for application developers. Red Hat Cluster Suite features clustering and uses application fail-over
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for appropriately limiting access to mission critical resources and data. Red Hat Directory Server centralizes application settings, user profiles,
group data, policies and access control information into an operating system-independent, network-based registry.

Red Hat systems management solutions: RHN, JBoss ON and Command Center

RHN and JBoss ON provide systems management and software delivery services for Red Hat Enterprise Linux and JBoss Enterprise
Middleware technologies. With a focus on open standards and scalability, our management solutions help organizations increase productivity,
lower costs and enhance security by provisioning, monitoring and updating systems. As detailed below, services are also available in both
Hosted and Satellite architectures to provide organizations with the appropriate level of flexibility, security and scalability based on their size
and needs.

RHN consists of the following four modules:

Update Module Included in a Red Hat Enterprise Linux subscription, the Update Module is the entry-level offering for RHN, providing
functionality enhancements and upgrades to individual systems. Update Module includes functionality such as a graphical user interface, priority
notification, errata information, Red Hat Package Manager ( RPM ) dependency checking and auto update. Update Module also gives customers
access to electronic delivery of software related to their Red Hat subscriptions.

Management Module The Management Module allows customers to manage Red Hat enterprise technologies infrastructure. Designed to enable
scalable enterprise administration, the Management Module features systems grouping, role-based administration and scheduled actions.

Provisioning Module The Provisioning Module includes features such as operating system provisioning (for new, unformatted systems or
previously deployed systems), configuration management, multi-state rollback, scheduled remote actions, auto discovery, configuration tools
and RPM-based application provisioning.

Monitoring Module The Monitoring Module, only available in Satellite deployments, adds performance-tracking capabilities to RHN. Users can
configure monitoring checks based on 60 pre-built probes, or they can create their own. Email or pager warnings send alerts when defined
performance thresholds are crossed.

With the exception of the Update Module, which is provided with a subscription to Red Hat Enterprise Linux, customers purchase entitlements
to these services on an annual per-system subscription basis.

RHN has two architectures designed to satisfy customers requirements:

Hosted With the Hosted architecture, the customer s individual systems connect to RHN via the Internet to receive information, functionality
enhancements and upgrades from our central RHN servers. This architecture is the RHN service included with a subscription to Red Hat
Enterprise Linux. To reduce Internet bandwidth consumption, RHN Proxy Servers can be added to a Hosted deployment to cache content
locally.

Satellite The Satellite architecture stores all RHN functionality, such as system profiles, reporting data and application server, locally on a
customer s network behind its IT firewall. The Satellite server connects with RHN over the Internet to download functionality enhancements.
The architecture allows customers greater control over their management solution, as they may use Satellite to distribute custom or third-party
content to their Red Hat Enterprise Linux systems. Customers may also disconnect RHN technology from the Internet, if desired, to improve
security. Additional RHN Proxy Servers can also be added to a Satellite deployment to improve performance and package downloads for remote
locations.

JBoss ON provides a counterpart to RHN Satellite, for the management of JBoss middleware environments. Similar to RHN Satellite, JBoss ON
base functionality includes inventory, software update, management and deployment. JBoss ON also provides an extended module for
monitoring and alert notification.
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Red Hat Command Center is a hosted system monitoring product that provides a monitoring, notification and trending analysis solution. The
product sends proactive status alerts via email, pager, or SNMP trap when pre-set thresholds are reached. Its web-based interface offers
auto-discovery, point-and-click configuration and flexible reporting.

Global Client Services

Red Hat Global Client Service offerings are designed to help enterprise customers derive additional value from Red Hat enterprise technologies
and open source technology.

Global Learning Services offers an array of hands-on training courses worldwide to meet the diverse training needs of customers. Certifications
include Red Hat Certified Technician, Red Hat Certified Engineer, Red Hat Certified Security Specialist and Red Hat Certified Architect.
Courses span topics such as system administration and advanced enterprise development, deployment and security. We offer open enrollment at
training centers in locations worldwide and, as an alternative, via e-learning or by on-site instruction.

Global Professional Services offers consulting services for open source IT deployments, from assessment and implementation to upgrade
planning.

Global Support Services ( GSS ) is Red Hat s worldwide, mission-critical technical support group. GSS provides production support as part of
every Red Hat enterprise technology subscription as well as an online knowledge base of technical information. GSS provides additional
premium services for enterprise customers, such as 24 hour per day, 7 day per week service levels, developer support and technical account
management.

COMPETITION

In the operating systems market, we compete with a number of large and well-established companies that have significantly greater financial
resources, larger development staffs and more extensive marketing and distribution capabilities. These competitors include Microsoft, Oracle,
Sun and Novell, all of which offer hardware-independent, multi-user operating systems for Intel platforms. Moreover, HP, Unisys Corporation,
IBM and Sun each offer the UNIX operating system. Many of these competitors bundle competitive operating systems such as UNIX with their
own hardware offerings, thereby making it more difficult for us to penetrate their customer bases. Moreover, Sun has provided their Solaris
UNIX software under an open source license and model, now called Open Solaris.

Within the specific category of Linux operating systems, our chief competitor has historically been Novell, with its SUSE brand of Linux. Other,
less well capitalized Linux brands include Mandriva, Debian, Canonical Ubuntu and other regionally-specific distributions. The financial and
legal barriers to creating a new Linux distribution are relatively low because the open source license governing Linux distributions permits
copying, modification and redistribution. In October 2006, the competitive environment for Linux services intensified when Oracle, a large and
well capitalized company, announced plans to sell support for its version of the Linux operating system. See Item 1A, Risk Factors . While the
effects on our competitive environment as a result of the Oracle announcement appear to date to have been modest, the long-term effects of this
announcement on our competitive environment and business remain uncertain. Accordingly, no assurance can be given that our efforts to
compete effectively will be sufficient.

In November 2006, Microsoft and Novell announced an agreement to collaborate on technology, a cross covenant not to sue the other party s
customers for patent infringement and an agreement by Microsoft to purchase and distribute coupons for SUSE Linux maintenance and support.
While Red Hat provides its subscription customers with certain protections in the event that a third party were to bring a claim alleging
intellectual property infringement, there is no assurance that Red Hat s efforts in this regard will be sufficient to
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satisty the concerns of customers in all instances, including any concerns created by the Microsoft/Novell agreement. Also, the coupons to
SUSE Linux distributed by Microsoft may create downward pressure on the prices that Red Hat charges and/or reduced demand for our products
which could affect our ability to renew current customers and obtain new customers and impact revenue, operating margin and market share. See
Item 1A, Risk Factors .

In the middleware market, we compete with a number of large and well-established companies that have significantly greater financial
resources, larger development staffs and more extensive marketing and distribution capabilities. These competitors include, but are not limited to
IBM, BEA, Oracle and Sun, all of which offer broad portfolios of enterprise Java middleware products. All of these vendors, with the exception
of Sun, offer the majority of their middleware products under a typical proprietary software license model. IBM and Sun often bundle hardware
and software for its customers, making it more difficult to penetrate its customer base.

With our professional services offerings, we face competition in the market for services related to the deployment of our enterprise technologies
including Red Hat Enterprise Linux and RHN. Our competitors in the market include IBM, Sun, Novell, Oracle and HP, as well as other
technology consulting companies.

In the systems management services market, we compete with a number of large companies that have significantly greater financial resources,
larger development staffs and more extensive marketing and distribution capabilities. These competitors include IBM, HP, CA, Novell,
Microsoft, Oracle and BMC, all of which offer heterogeneous operating system support, including support for operating systems such as Linux,
Solaris, AIX, HP-UX and Windows. Many of these competitors have legacy client/server offerings that require relatively long implementation
cycles and are difficult to displace in enterprise customers due to switching costs.

The open source software market is not characterized by the traditional barriers to entry that are found in the proprietary software model due to

the nature of open source technology. For example, anyone can copy, modify and redistribute Red Hat Enterprise Linux, JBoss Enterprise
Middleware and our other open source products. However, they are not permitted to refer to these products as Red Hat or JBoss products unless
they have a relationship with us. Moreover, as it relates to our enterprise technologies and RHN offerings, our customers agree not to utilize the
subscription services that they receive from us for any system for which they have not purchased a subscription. In addition, the only means by
which customers can receive a certified version of Red Hat Enterprise Linux and receive certified functionality enhancements and upgrades to a

copy of Red Hat Enterprise Linux is to purchase and maintain a current subscription directly from us or our certified partners with which we

have agreements.

We believe that the major factors affecting the competitive landscape for our products include:

e the name and reputation of vendor;

e the ability to adapt development, sales, marketing and support to the open source model;

e the product price, performance, reliability and functionality;

e the alliances of the vendor with major industry hardware and/or software providers;

e the quality of our support and consulting services;

e the financial and value relationship of subscription services;

e the number of Global 2000 reference accounts;
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e the availability of third-party enterprise infrastructure applications that are compatible with the technology;

e the breadth of hardware ecosystem compatibility;
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e the management framework for administering the software technologies;

e the distribution strength and number of distribution partners of the vendor; and

e the strength of the vendor s relationships and reputation in the open source community.
Although we believe that overall we generally compete on par or favorably with many of our competitors in a number of respects, including
product performance, price and breadth of hardware compatibility, we believe that a number of our key competitors currently have superior
distribution capabilities. In addition, there are significantly more enterprise infrastructure applications available for competing operating systems
technologies, such as Windows and UNIX, than there are for Red Hat Enterprise Linux. An integral part of our strategy has been to help address
these shortcomings by, among other methods, strengthening our existing strategic relationships and entering into new ones to expand our
distribution capabilities and by attracting more attention to the open source movement. Also, increasing the volume of installed subscriptions of
Red Hat enterprise technologies should create additional opportunities and incentives for software developers to write more applications that are
compatible with Red Hat enterprise technologies.

SOFTWARE ENGINEERING AND DEVELOPMENT

We have invested, and intend to continue to invest, significant resources in product and technology development. We expended $71.0 million,
$40.9 million and $32.5 million, in our fiscal years ending February 28, 2007, 2006 and 2005, respectively, in research and development costs.
We focus and modify our product development efforts based on the needs of users and changes in the marketplace. We are currently focusing
our development efforts on improving or adding the functionality to our offerings that are needed by the Global 2000 or required for leading
third-party applications upon which the Global 2000 are dependent.

Our software engineers collaborate with open source software development teams working across the Internet and through our Fedora Project.
This involvement enables us to remain abreast of, and lead, certain technical advances, plans for development of new features and timing of
releases, as well as other information related to the development of open source projects.

Our software engineers have contributed to the development and maintenance of some of the most important components of the Red Hat
Enterprise Linux operating system, including the installation program and the package management program, RPM, the GCC compilers and
virtualization.

Our software development engineers perform extensive testing of Red Hat Enterprise Linux, JBoss Enterprise Middleware, RHN, JBoss ON and
other Red Hat enterprise technologies. We use various industry methods of quality assurance testing to help ensure that our enterprise
technologies are solidly engineered and ready for use by our customers when shipped. We also work closely with leading hardware and software
vendors to help ensure their applications will operate effectively on the Red Hat Enterprise Linux platform.

In addition, we continue to invest substantial resources in the development/commercialization of open source technologies that provide added
value in addition to the operating system, such as Red Hat Directory Server and Red Hat Global File System.

INTELLECTUAL PROPERTY

Red Hat Enterprise Linux and our other open source products have been developed and made available for licensing under the GNU General
Public License and other open source licenses. These licenses permit anyone to copy, modify and distribute the software. Some, such as the
GNU General Public License, require that any resulting or derivative work that is distributed to others be licensed under the same terms.
Therefore, although we
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retain the copyrights to the code that we develop ourselves, due to the nature of our open source software products and the licenses under which
we develop and distribute them, our most valuable intellectual property is our collection of trademarks and the recognition of our brand. We rely
on a combination of trademarks, copyrights and patents to protect our intellectual property. We also generally enter into confidentiality and
nondisclosure agreements with our employees and consultants, and generally control access to and distribution of our confidential
documentation and other proprietary information.

We pursue registration of some of our trademarks in the United States and in other countries. We have registered the trademark Red Hat and the
Red Hat Shadowman logo in countries in North America, South America, Europe, Asia, Africa and Australia.

Despite our efforts to protect our trademark rights, unauthorized third parties have in the past attempted, and in the future may attempt, to
misappropriate our trademark rights. We cannot be certain that we will succeed in preventing the continued misappropriation of our tradename
and trademarks in these circumstances or that we will be able to prevent this type of unauthorized use in the future. The laws of some foreign
countries do not protect, or deter misappropriation of our trademark rights to the same extent as do the laws of the United States. In addition,
policing unauthorized use of our trademark rights is difficult, expensive and time consuming. However, we maintain an active enforcement
program. The loss of any material trademark or tradename could have a material adverse effect on our business, operating results and financial
condition.

Red Hat has also undertaken patent protection of some of the innovative ideas of our software developers. Not all of these inventions are
applicable to our current technologies. Some provide protection of potential new technologies. As part of Red Hat s commitment to the open
source community, we provide our Patent Promise to permit development and distribution of open source applications that read on our patents.
Consequently, it is unlikely that our patents will, of themselves, provide us substantial revenue. Rather, they may provide a measure of
deterrence against the potential patent infringement claims of third parties and may help ensure that new technologies and innovations covered
by our patents remain open. We have also joined with other industry leaders (including IBM, NEC, Philips, Sony and Novell) to form the Open
Invention Network LLC, which acquires patents with the goal of promoting innovation in open source for the Linux platform.

Third parties have in the past asserted, and may in the future assert, infringement claims against us which may result in costly litigation or
require us to obtain a license to third-party intellectual property rights. See Item 3, Legal Proceedings . There can be no assurance that such
licenses will be available on reasonable terms or at all, which could have a material adverse effect on our business, operating results and
financial condition. Red Hat regularly commits to its subscription customers that if portions of our enterprise products are found to infringe third
party intellectual property rights we will, at our expense and option: (i) obtain the right for the customer to continue to use the product consistent
with their subscription agreement with us; (ii) modify the product so that its use is non-infringing; or (iii) replace the infringing component with
a non-infringing component, and indemnify them against specified infringement claims. Although we cannot predict whether we will need to
satisfy these commitments and often have limitations on these commitments, satisfying these commitments could be costly and time consuming
and could materially and adversely affect our financial results.

EMPLOYEES

As of February 28, 2007, Red Hat had more than 1,800 employees. From time to time we also employ independent contractors. Our employees
are not represented by any labor union and are not organized under a collective bargaining agreement, and we have never experienced a work
stoppage. We believe our relations with our employees are generally good.
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COMPANY INFORMATION

Our website is located at www.redhat.com. This Annual Report on Form 10-K, our Quarterly Reports on Form 10-Q, our Current Reports on
Form 8-K and all amendments to these reports, as well as proxy statements and other information we file with or furnish to the Securities and
Exchange Commission ( SEC ) are accessible free of charge on our website. We make these documents available as soon as reasonably
practicable after we file them with, or furnish them to, the SEC. Except as otherwise stated in these documents, the information contained on our
website or available by hyperlink from our website is not incorporated by reference into this report or any other documents we file with or
furnish to the SEC.

ITEM 1A. RISK FACTORS
Set forth below are certain risks and cautionary statements, which supplement other disclosures in this report.

Moreover, certain statements contained in this report and the documents incorporated by reference in this report, including in Management s
Discussion and Analysis of Financial Condition and Results of Operations, constitute forward-looking statements within the meaning of the
Private Securities Litigation Reform Act of 1995. Forward-looking statements provide current expectations of future events based on certain
assumptions and include any statement that is not strictly a historical statement (for example, statements regarding current or future financial
performance, management s plans and objectives for future operations, product plans and performance, management s expectations regarding
market risk and market penetration, management s assessment of market factors or strategies, objectives and plans of Red Hat and its
partners). Words such as anticipates,  believes,  expects,  estimates, intends, plans, projects, and similar expressions, may
also identify such forward-looking statements. Investors are cautioned that these forward-looking statements are not guarantees of Red Hat s
future performance and are subject to a number of risks and uncertainties that could cause Red Hat s actual results to differ materially from
those found in the forward-looking statements and from historical trends. These risks and uncertainties include the risks and cautionary
statements detailed below and elsewhere in this report as well as in Red Hat s other filings with the Securities and Exchange Commission

( SEC ), copies of which may be accessed through the SEC s web site at http://www.sec.gov. Readers are urged to carefully review these risks
and cautionary statements. The forward-looking statements included in this report represent our views as of the date of this report. We
specifically disclaim any obligation to update these forward-looking statements in the future. These forward-looking statements should not be
relied upon as representing our views as of any date subsequent to the date of this report.

RISKS RELATED TO BUSINESS UNCERTAINTY

If we fail to continue to establish and maintain strategic distribution and other collaborative relationships with industry-leading
companies, we may not be able to attract and retain a larger customer base.

Our success depends in part on our ability to continue to establish and maintain strategic distribution and other collaborative relationships with
industry-leading hardware manufacturers, distributors, software vendors and enterprise solutions providers such as SAP, Dell, HP, IBM, Sun,
Fujitsu, NEC and others. These relationships allow us to offer our products and services to a much larger customer base than we would
otherwise be able to through our direct sales and marketing efforts. We may not be able to maintain these relationships or replace them on
attractive terms. In addition, our existing strategic relationships do not, and any future strategic relationships may not, afford us any exclusive
marketing or distribution rights. As a result, many of the companies, with which we have strategic alliances pursue alternative technologies and
develop alternative products and services in addition to or in lieu of our products and services, either on their own or in collaboration with
others, including our competitors. Moreover, we cannot guarantee that the companies with which we have strategic relationships will market our
products effectively or continue to devote the resources necessary to provide us with effective sales, marketing and technical support.
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We have entered into and may continue to enter into or seek to enter into business combinations and acquisitions, which may be
difficult to complete and integrate, disrupt our business, dilute stockholder value or divert management attention.

As part of our business strategy, we have in the past entered into business combinations and acquisitions, and we may continue to do so in the
future. We have limited experience in making acquisitions, and acquisitions present significant challenges and risks, including:

e The difficulty of integrating the operations, systems and personnel of the acquired companies;

e  The difficulty of gathering full information regarding the target business prior to the acquisition;

e The maintenance of acceptable standards, controls, procedures and policies;

e The potential disruption of our ongoing business and distraction of management;

e The impairment of relationships with employees and customers as a result of any integration of new management and other personnel;

e The inability to maintain a relationship with customers of the acquired business;

e Challenges in maintaining good and effective relations with existing business partners or of those of the acquired business, including
as a result of the changes in the competitive landscape effected by the acquisition;

e The difficulty of incorporating acquired technology and rights into our products and services and of maintaining quality standards
consistent with our brand;

e The potential failure to achieve the expected benefits of the combination or acquisition;

e  Expenses related to the acquisition;

e Potential unknown liabilities associated with the acquired businesses; and

e Unanticipated expenses related to acquired technology and its integration into existing technology.
There can be no assurance that we will manage these challenges and risks successfully. Moreover, if we are not successful in completing
acquisitions that we have or may pursue, our business may be adversely affected, and we may incur substantial expenses and divert significant
management time and resources. In addition, in pursuing such acquisitions, we could use substantial portions of our available cash as all or a
portion of the purchase price. We could also issue additional securities as consideration for these acquisitions, which could cause our
stockholders to suffer significant dilution, or we may incur substantial debt. Any acquisition may not generate additional revenue or profit for us,
which may adversely affect our operating results.

If we fail to effectively manage our growth, our operations and financial results could be adversely affected.
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We have expanded our operations rapidly in recent years. For example, our total revenues increased from approximately $278.3 million for the
fiscal year ended February 28, 2006 to approximately $400.6 million for the fiscal year ended February 28, 2007. Moreover, the total number of
our employees increased from over 1,100 as of February 28, 2006 to over 1,800 as of February 28, 2007 and is expected to generally increase in
the foreseeable future. In addition, we continue to explore ways to extend our product and service offerings and geographic reach. Our growth
has placed and will likely continue to place a strain on our management systems, information systems, resources and internal controls. Our
ability to successfully offer products and services and implement our business plan requires adequate information systems and resources and
oversight from our senior management. As we grow, we must also continue to hire, train, supervise and manage new employees. As we grow
and expand globally, controls and oversight functions will become more complex and distributed and may in part be outsourced. We may not be
able to adequately screen and hire or adequately train, supervise and
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manage sufficient personnel or develop management, or effectively manage and develop our controls and oversight functions and information
systems to adequately manage our expansion effectively. If we are unable to adequately manage our growth and expansion, our operations and
financial results could be materially adversely affected.

We rely, to a significant degree, on an indirect sales channel for distribution of our products and services, and disruption of any part of
this channel could adversely affect the sales of our products.

We use a variety of different distribution methods to sell our products and services, including indirect channel partners, such as third party

OEMs, resellers and distributors. A number of these partners in turn distribute via their own networks of channel partners (e.g., distributors and
resellers), with whom we have no direct relationship. We rely, to a significant degree, on our channel partners to, among other activities, select,
screen and maintain relationships with our distribution network and for the distribution of our products and services in a manner that is

consistent with Red Hat s quality standards. Our indirect distribution channel could be affected by disruptions in the relationships of and with our
channel partners and their networks, including their customers or suppliers. As a result, we may be required to devote greater support and
professional services resources to distribute our products and support our customers, which could drive up costs and may not be as effective. We
cannot guarantee that our channel partners will market our products effectively. Disruptions in our distribution channel or poor marketing

support by channel partners could lead to decreased sales or slower than expected growth or increased distribution and support costs.

We rely on software licensed from other parties, the loss of which could increase our costs and delay software shipments.

We utilize various types of software licensed from unaffiliated third parties. Our business would be disrupted if any of the software we license
from others or functional equivalents of this software were either no longer available to us or no longer offered to us on commercially reasonable
terms. In either case, we would be required to either redesign our products to function with software available from other parties or develop
these components ourselves, which would result in increased costs and could result in delays in our product shipments and the release of new
product offerings. Furthermore, we might be forced to limit the features available in our current or future products. If we fail to maintain or
renegotiate any of these software licenses, we could face significant delays and diversion of resources in attempting to license and integrate a
functional equivalent of the software.

We may not be able to continue to attract capable management personnel

Our ability to retain key management personnel or hire capable new management personnel as we grow may be challenged to the extent the
technology sector performs well and/or if companies with more generous compensation packages or greater perceived growth opportunities
compete for the same personnel. In addition, historically we have used stock options as a key component of our compensation packages.
Changes in the accounting for equity compensation, including stock options, could adversely affect our earnings or force us to use more cash
compensation to attract and retain capable personnel. Volatility in the stock market may reduce the value of our equity awards to the recipient.
Such events, or if we are unable to secure shareholder approval for increases in the number of shares eligible for equity compensation grants,
could adversely affect our ability to successfully attract and retain key management personnel.

We depend on our key personnel that we employ.

Our future success depends on the continued services of a number of key officers and employees. The loss of the technical knowledge and
industry expertise of any of these individuals could seriously impede our success. Moreover, the loss of these individuals, particularly to a
competitor, some of which may be in a position to offer greater compensation, and any resulting loss of customers could reduce our market share
and diminish the Red Hat brand and adversely affect our business or stock price.
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Our CEO and other key employees have become, or will soon become, vested in a significant amount of their equity compensation awards.
Employees may be more likely to leave us after a significant portion of their equity compensation awards fully vest, especially if the shares
underlying the options have significantly appreciated in value. If we do not succeed in retaining and motivating our existing CEO and key
employees and attracting new key personnel, our business, its financial performance and our stock price may decline.

Qur corporate culture has contributed to our success, and if we cannot maintain this culture as we grow, we could lose the innovation,
creativity and teamwork fostered by our culture, and our business may be harmed.

We believe that a critical contributor to our success has been our corporate culture, which we believe fosters innovation, creativity and
teamwork. As our organization grows, and we are required to implement more complex organizational management structures, we may find it
increasingly difficult to maintain beneficial aspects of our corporate culture. If we are unable to maintain our corporate culture, we may find it
difficult to attract and retain motivated employees.

Our subscription-based contract model may encounter customer resistance or we may experience a decline in the demand for our
products

The subscription agreement used for many of our products, including Red Hat Enterprise Linux, requires customers to agree to a subscription for
our services for each installed system on which they deploy our subscription based products. At the same time, the subscription agreement
places no restriction on the customer s right to redistribute the products. While we believe this practice complies with the requirements of the
GNU General Public License, and while we have reviewed this practice with the Free Software Foundation, the organization that maintains and
provides interpretations of the GNU General Public License, we may still encounter customer resistance to this distribution model. To the extent
we are unsuccessful in promoting or defending this distribution model, our business and operating results could be materially and adversely
affected.

If our current and future customers do not renew their subscription agreements with us, our revenue and operating results may be
adversely impacted.

Our customers may not renew their subscriptions for our service after the expiration of their subscription agreements and in fact, some customers
elect not to do so. In addition, our customers may opt for a lower priced edition of our services or for fewer subscriptions. We have limited
historical data with respect to rates of customer subscription renewals, so we cannot accurately predict customer renewal rates. Our customers
renewal rates may decline or fluctuate as a result of a number of factors, including their level of satisfaction with our services and their ability to
continue their operations and spending levels. Government contracts could be subject to future funding that may affect the extension or
termination of programs and generally are subject to the right of the government to terminate for convenience or non-appropriation. If we
experience a decline in the renewal rates for our customers or they opt for lower priced editions of our offerings or fewer subscriptions, our
revenue and operating results may be adversely impacted.

If open source software programmers, most of whom we do not employ, do not continue to develop and enhance open source
technologies, we may be unable to develop new products, adequately enhance our existing products or meet customer requirements for
innovation, quality and price.

We rely to a significant degree on a number of largely informal communities of independent open source software programmers to develop and
enhance our products. For example, Linus Torvalds, a prominent open source software developer, and a relatively small group of software
engineers, many of whom are not employed by us, are primarily responsible for the development and evolution of the Linux kernel, which is the
heart of the Red Hat Enterprise Linux operating system. If these groups of programmers fail to adequately further develop and enhance open
source technologies, we would have to rely on other parties to develop and enhance our
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products or we would need to develop and enhance our products with our own resources. We cannot predict whether further developments and
enhancements to these technologies would be available from reliable alternative sources. In either event, our development expenses could be
increased and our product release and upgrade schedules could be delayed. Moreover, if third party software programmers fail to adequately
further develop and enhance open source technologies, the development and adoption of these technologies could be stifled and our products
could become less competitive. Delays in developing, completing or shipping new or enhanced products could result in delayed or reduced
revenue for those products and could also adversely affect customer acceptance of those offerings.

If third-party enterprise hardware and software providers do not continue to make offerings compatible with our offerings, our
software will cease to be competitive.

Our products will not be competitive unless third-party enterprise hardware and software offerings are compatible with our offerings. We intend
to encourage the development of additional applications that operate on both current and new versions of our offerings by, among other means,
attracting third-party developers to the Linux platform, providing open source tools to create these applications and maintaining our existing
developer relationships through marketing and technical support. We intend to encourage the compatibility of our software with various
hardware platforms by maintaining and expanding our relationships, both business and technical, with relevant independent hardware vendors. If
we are not successful in achieving these goals, however, our products will not be competitive and our sales growth will be adversely affected.

We may be unable to predict the future course of open source technology development, which could reduce the market appeal of our
products and damage our reputation.

We do not exercise control over many aspects of the development of open source technology. Different groups of open source software
programmers compete with one another to develop new technology. Typically, the technology developed by one group will become more widely
used than that developed by others. If we acquire or adopt new technology and incorporate it into our products but competing technology
becomes more widely used or accepted, the market appeal of our products may be reduced and that could harm our reputation, diminish the Red
Hat brand and result in decreased revenue.

Because of the characteristics of open source software, there are few technology barriers to entry in the open source market by new
competitors and it may be relatively easy for new competitors with greater resources than we have to enter our markets and compete
with us.

One of the characteristics of open source software is that anyone can modify the existing software or develop new software that competes with
existing open source software. Such competition can develop without the degree of overhead and lead time required by traditional proprietary
software companies. It is possible for new competitors with greater resources than ours to develop their own open source solutions, potentially
reducing the demand for our solutions. For example, in October 2006 Oracle announced plans to sell support for its version of the Linux
operating system. In addition, some competitors make their open source software available for free download and use on an ad hoc basis or may
position their open source software as a loss leader. We cannot guarantee that we will be able to compete successfully against current and future
competitors or that competitive pressure and/or the availability of open source software will not result in price reductions, reduced operating
margins and loss of market share, any one of which could seriously harm our business.

Our continued success depends on our ability to adapt to a rapidly changing industry as well as maintaining a strong brand. Investment
in new business strategies and initiatives could disrupt our ongoing business and may present risks not originally contemplated.

We must continue to invest significant resources in research and development in order to enhance our existing products and services and
introduce new high-quality products and services and technology
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infrastructure. If we are unable to ensure that our users and customers have a high quality experience with our products and services, then they
may become dissatisfied and move to competitors products and services. In addition, if we are unable to predict user preferences or industry
changes, or if we are unable to modify our products and services on a timely basis, we may lose customers.

We believe that the brand identity that we have developed has contributed significantly to the success of our business. We also believe that
maintaining and enhancing the Red Hat brand is important to expanding our customer base and attracting talented employees. In order to
maintain and enhance our brand, we may be required to make substantial investments that may or may not be successful. If we fail to promote
and maintain our brand, or if we incur excessive costs in doing so, our business, operating results and financial condition may be materially and
adversely affected. Maintaining our brand will depend in part on our ability to remain a leader in open source technology and our ability to
continue to provide high quality products and services.

Our future success will depend on our ability to adapt to rapidly changing technologies, to adapt our services to evolving industry standards and
to improve the performance and reliability of our services. Our failure to adapt to such changes would harm our business. In addition, the
widespread adoption of other technological changes could require substantial expenditures to modify or adapt our services or infrastructure.

Moreover, we believe that our continued success depends on our investing in new business strategies or initiatives that complement our strategic
direction and product road map. Such endeavors may involve significant risks and uncertainties, including distraction of management s attention
away from other business operations, and insufficient revenue generation to offset liabilities and expenses undertaken with such strategies and
initiatives. Because these endeavors may be inherently risky, no assurance can be given that such endeavors will not materially adversely affect
our business, operating results or financial condition.

Security and privacy breaches may expose us to liability and cause us to lose clients.

Our security and testing measures may not prevent security breaches that could harm our business. For example, a significant number of our
users provide us with credit card and other confidential information and authorize us to bill their credit card accounts directly for our products
and services. Typically, we rely on encryption and authentication technology licensed from third parties to enhance transmission security of
confidential information. Advances in computer capabilities, new discoveries in the field of cryptography, inadequate facility security or other
developments may result in a compromise or breach of the technology used by us to protect customer data. Any compromise of our security
could harm our reputation or financial condition and, therefore, our business. In addition, a party who is able to circumvent our security
measures or exploit inadequacies in our security measures, could, among other effects, misappropriate proprietary information, cause
interruptions in our operations or expose customers to computer viruses or other disruptions. Actual or perceived vulnerabilities may lead to
claims against us. While our customer agreements typically contain provisions that seek to limit our liability, there is no assurance these
provisions will be enforceable and effective under applicable law.

We are vulnerable to system failures, which could harm our business.

We rely on our technology infrastructure, among other functions, to sell our products and services, support our partners, fulfill orders and bill,
collect and make payments. Our systems are vulnerable to damage or interruption from natural disasters, power loss, telecommunication failures,
terrorist attacks, computer viruses, computer denial-of-service attacks and other events. A significant number of our systems are not redundant,
and our disaster recovery planning is not sufficient for every eventuality. Our systems are also subject to break-ins, sabotage and intentional acts
of vandalism by internal employees and contractors as well as third parties. Despite any precautions we may take, such problems could result in,
among other consequences, interruptions in our services, which could harm our reputation and financial condition. We do not carry business
interruption insurance sufficient to compensate us for losses that may result from interruptions in our services as a result of system failures.
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Any interruption in the availability of our websites and on-line interactions with customers and partners would create a large volume of user
questions and complaints that would need to be addressed by our support personnel rather than by self-help. If our support personnel cannot
meet this demand, customer and partner satisfaction levels may fall, which in turn could cause additional claims or reduced revenues.

RISKS RELATED TO LEGAL UNCERTAINTY

If our products are found or alleged to infringe third-party intellectual property rights, we could be required to redesign our products,
replace components of our products, enter into license agreements with third parties and provide infringement indemnification.

We regularly commit to our subscription customers that if portions of our enterprise products are found to infringe any third party intellectual
property rights we will, at our expense and option: (i) obtain the right for the customer to continue to use the product consistent with their
subscription agreement with us; (ii) modify the product so that it is non-infringing; or (iii) replace the infringing component with a
non-infringing component, and indemnify them against specified infringement claims. Although we cannot predict whether we will need to
satisfy these commitments and often have limitations on these commitments, satisfying the commitments could be costly and time consuming
and could materially and adversely affect our financial position and results. In addition, our insurance policies would likely not adequately cover
our exposure to this type of claim.

We are vulnerable to claims that our products infringe third-party intellectual property rights because our products are comprised of
software components, many of which are developed by numerous independent parties, and an adverse legal decision affecting our
intellectual property could materially harm our business.

We are vulnerable to claims that our products infringe third-party intellectual property rights, including patent, copyright and trade secrets
because our products are comprised of software components, many of which are developed by numerous independent parties. Moreover,
because the scope of software patent protection is often not well defined, patent applications in the United States are not publicly disclosed at the
time of filing, and the number of software patents that are issued each year is significant and growing, we may be unable to assess the relevance
of patents to our products, or take appropriate responsive action, in a timely or economic manner. We expect that our products could
increasingly be subject to intellectual property infringement claims as the number of products and competitors in our industry segment grows
and the functionality of products in different industry segments overlaps. Defending patent infringement, copyright infringement and/or trade
secret claims, even claims without significant merit, can be expensive.

The SCO Group, Inc. ( SCO ) as well as others have publicly alleged that Linux may infringe certain third-party intellectual property rights. As
noted below, SCO has also filed suit against IBM, alleging, among other things, that certain Linux kernels wrongfully include SCO s intellectual
property. Uncertainty concerning SCO s or others allegations, regardless of their merit, could adversely affect sales of our products. If SCO or
others were to prevail in this or other actions related to their claims regarding Linux or other products, our business could be materially and
adversely affected.

An adverse legal decision regarding the intellectual property in and to our technology and other offerings could harm our business and may do
so materially. See Legal Proceedings .

We could be prevented from selling or developing our software if the GNU General Public License and similar licenses under which our
products are developed and licensed are not enforceable or are modified so as to become incompatible with other open source licenses.

A number of our offerings, including Red Hat Enterprise Linux, have been developed and licensed under the GNU General Public License and
similar open source licenses. These licenses state that any program licensed under them may
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be liberally copied, modified and distributed. The GNU General Public License is a subject of litigation in the case of The SCO Group, Inc. v.
International Business Machines Corp., pending in the United States District Court for the District of Utah. It is possible that a court would hold
these licenses to be unenforceable in that or other litigation or that someone could assert a claim for proprietary rights in a program developed
and distributed under them. Any ruling by a court that these licenses are not enforceable, or that open source components of our product
offerings may not be liberally copied, modified or distributed, may have the effect of preventing us from distributing or developing all or a
portion of our products. In addition, licensors of open source software employed in our offerings may, from time to time, modify the terms of
their license agreements in such a manner that those license terms may no longer be compatible with other open source licenses in our offerings
or our end user license agreement, and thus could, among other consequences, prevent us from continuing to distribute the software code subject
to the modified license.

Our products may contain defects that may be costly to correct, delay market acceptance of our products and expose us to litigation.

Despite our testing procedures, errors have been and will continue to be found in our products after commencement of commercial shipments.
This risk is exacerbated by the fact that much of the code in our products is developed by independent parties over whom we exercise no
supervision or control. If errors are discovered, we may have to make significant expenditures of capital and devote significant technical
resources to analyze, correct, eliminate or work around them and may not be able to successfully do so in a timely manner or at all. Errors and
failures in our products could result in a loss of, or delay in, market acceptance of our products, loss of existing or potential customers and
delayed or lost revenue and could damage our reputation and our ability to convince commercial users of the benefits of Linux-based operating
systems and other open source software products.

In addition, failures in our products could cause system or other failures for our customers who may assert warranty and other claims for
substantial damages against us. Although our license agreements with our customers often contain provisions which seek to limit our exposure
to potential product liability claims, it is possible that these provisions may not be effective or enforceable under the laws of some jurisdictions.
In addition, our insurance policies may not adequately limit our exposure to this type of claim. These claims, even if unsuccessful, could be
costly and time consuming to defend and could materially harm our business.

Our efforts to protect our trademarks may not be adequate to prevent third parties from misappropriating our intellectual property
rights in our trademarks.

Our most valuable intellectual property is our collection of trademarks. The protective steps we have taken in the past have been, and may in the
future continue to be, inadequate to protect and deter misappropriation of, our trademark rights. Although we do not believe that we have
suffered material harm from misappropriation to date, we may be unable to detect the unauthorized use of, or take appropriate steps to enforce,
our trademark rights in a timely manner. We have registered some of our trademarks in countries in North America, South America, Europe,
Asia, Africa and Australia and have other trademark applications pending in each of those regions. Effective trademark protection may not be
available in every country in which we offer or intend to offer our products and services. Failure to adequately protect our trademark rights could
damage or even destroy the Red Hat brand and impair our ability to compete effectively. Furthermore, defending or enforcing our trademark
rights could result in the expenditure of significant financial and managerial resources.

Efforts to assert intellectual property ownership rights in our products could impact our standing in the open source community, which
could limit our product innovation capabilities and adversely affect our business.

When we undertake actions to protect and maintain ownership and control over our intellectual property, including patents, copyrights and
trademark rights, our standing in the open source community could be
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adversely affected, which in turn could limit our ability to continue to rely on this community, upon which we are dependent, as a resource to
help develop and improve our products and further our research and development efforts, and could adversely affect our business.

In connection with our restatement of historical financial statements, class action lawsuits have been filed against us and additional
lawsuits may be filed.

Following our announcement in July 2004 of our intention to restate certain historical financial statements, 14 class action lawsuits were
commenced against us and certain of our current and former directors and officers, by or on behalf of persons claiming to be our stockholders
and persons claiming to have purchased or otherwise acquired our securities at specified dates beginning as early as June 19, 2001 and
continuing through July 13, 2004. The 14 class action lawsuits have since been consolidated into a single lawsuit. Additional lawsuits or legal
proceedings may be commenced against us. Regardless of the outcome, it is likely that we will incur substantial defense costs, and these matters
may cause a diversion of our management s time and attention. If we do not prevail in these matters, we could be required to pay substantial
damages or settlement costs, which could have a material adverse affect on our financial condition or results of operations. We are unable at this
time to assess the validity of the claims or estimate the possible range of damages that might be incurred as a result of the lawsuits. We have not
yet established any financial reserves relating to any of these lawsuits. See Legal Proceedings .

We may suffer material adverse consequences if we are deemed to be an investment company and may incur significant costs to avoid
investment company status.

We may be deemed to be an investment company under the Investment Company Act of 1940 (the 1940 Act ), if we own investment securities
with a value exceeding 40% of our total assets, unless a particular exclusion or safe harbor provision applies. A large portion of our assets has

been invested in investment-grade, interest-bearing securities, many of which constitute investment securities under the 1940 Act. As of

February 28, 2007, we believe our investment securities did not exceed 40% of our total assets. Even if our investment securities exceeded 40%
of our total assets, we believe that we would be otherwise excluded from the definition of investment company and the registration requirements

of the 1940 Act, but, absent an exemptive order from the SEC, this result cannot be assured. Investment companies are subject to registration

under the 1940 Act and compliance with a variety of restrictions and requirements imposed under the 1940 Act. If we were to be deemed an
investment company, we would become subject to the restrictions and requirements of the 1940 Act and the consequences of having been an
investment company without registering thereunder, which could have a material adverse impact on our business.

In addition, we may incur significant costs to avoid or eliminate investment company status if an exclusion from the 1940 Act were to be
considered unavailable for our use at a time when the value of our investments that constitute investment securities exceeds 40% of our total
assets. If we were required to change the allocation of our assets to reduce our ownership of securities that constitute investment securities, and
acquire non-investment security assets, this could result in transaction costs, the realization of losses on investment securities sold, and a
reduction in the rate of return on our liquid assets.

Our business is subject to a variety of U.S. and international laws regarding data protection.

Our business is subject to federal, state and international laws regarding privacy and protection of user data. We post, on our website, our
privacy policies and practices concerning the use and disclosure of user data. Any failure by us to comply with our posted privacy policies or
other federal, state or international privacy-related or data protection laws and regulations could result in proceedings against us by
governmental entities or others which could have a material adverse effect on our business, results of operations and financial condition.

It is possible that these laws may be interpreted and applied in a manner that is inconsistent with our data practices. If so, in addition to the
possibility of fines and penalties, a governmental order requiring that we
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change our data practices could result, which in turn could have a material adverse effect on our business. Compliance with these regulations
may involve significant costs or require changes in business practices that result in reduced revenue. Noncompliance could result in penalties
being imposed on us or orders that we cease conducting the noncompliant activity.

RISKS RELATED TO FINANCIAL UNCERTAINTY
You should not rely on our quarterly results of operations as an indication of our future results.

Due to the unpredictability of the technology spending environment, among other reasons, our revenue and operating results have fluctuated and
may continue to fluctuate. We base our current and projected future expense levels, in part, on our estimates of future revenue. Our expenses are,
to a large extent, fixed in the short term. Accordingly, we may not be able to adjust our spending quickly enough to protect our projected
operating results for a quarter if our revenue in that quarter falls short of our expectations. If, among other considerations, our future operating
results fall below expectations of securities analysts or investors or we are unable to increase or maintain profitability, the market price of our
common stock may decline.

Qur stock price has been volatile historically and may continue to be volatile. Further, the sale of our common stock by significant
stockholders may cause the price of our common stock to decrease.

The trading price of our common stock has been and may continue to be subject to wide fluctuations. Our stock price may fluctuate in response
to a number of events and factors, such as quarterly variations in operating results, announcements of technological innovations or new products
by us or our competitors, announcements relating to strategic decisions, announcements related to key personnel, customer purchase delays,
service disruptions, changes in financial estimates and recommendations by securities analysts, the operating and stock price performance of
other companies that investors may deem comparable to us and news reports relating to trends in our markets or general economic conditions.

In addition, several of our stockholders own significant portions of our common stock. If these stockholders were to sell all or a portion of their
holdings of our common stock, then the market price of our common stock could be negatively impacted. The effect of such sales, or of
significant portions of our stock being offered or made available for sale, could result in strong downward pressure on our stock price. Investors
should be aware that they could experience significant short-term volatility in our stock if such stockholders decide to sell all or a portion of their
holdings of our common stock at once or within a short period of time.

We may lack the financial and operational resources needed to increase our market share and compete effectively.

In the market for operating systems and applications, we face significant competition from larger companies with greater financial, operational
and technical resources and name recognition than we have. Competitors, which offer hardware-independent multi-user operating systems for
Intel platforms and/or Linux and UNIX-based operating systems, include Microsoft, Oracle, Novell, IBM, Sun and HP. We may lack the
resources needed to compete successfully with our current competitors as well as potential new competitors. Moreover, we compete in certain
areas with our strategic partners and potential strategic partners, and this may adversely impact our relationship with an individual partner or a
number of partners. Competitive pressures could affect prices or demand for our products and services, resulting in reduced profit margins and
loss of market opportunity. We may have to lower the prices of our products and services to stay competitive, which could affect our margins
and financial condition. In addition, if our pricing and other factors are not sufficiently competitive, we may lose market share. Industry
consolidation may also effect competition by creating larger and potentially stronger competitors in the markets in which we compete, which
may have an adverse effect on our business.
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In the market for services offerings, we face significant competition from larger companies, including those that currently provide service and
training related to the Linux operating system as well as other operating systems, particularly UNIX-based operating systems, due to the fact that
Linux- and UNIX-based operating systems share many common features. These larger companies, including IBM, Oracle, Novell and HP, may
be able to leverage their existing service organizations and provide higher levels of consulting and training on a more cost-effective basis than
we can. We may not be able to compete successfully with our current or potential competitors.

During the latter part of our fiscal 2007 third quarter, several of our largest competitors made announcements relevant to markets in which we
operate, including an announcement by Oracle to offer Linux support services and an announcement by Novell regarding an agreement with
Microsoft to collaborate on technology, a cross covenant not to sue the other party s customers for patent infringement and an agreement by
Microsoft to purchase and distribute coupons for SUSE Linux maintenance and support. Given the recent nature of these developments, the
impact of such developments remains unclear.

We may not be able to meet the financial and operational challenges that we will encounter as our international operations, which
represented 36.1% of our total revenue for the fiscal year ended February 28, 2007, continue to expand.

Our international operations accounted for 36.1% of total revenue for the fiscal year ended February 28, 2007. As we expand our international
operations, we may have difficulty managing and administering a globally-dispersed business and we may need to expend additional funds to,
among other activities, reorganize our sales force and technical support services team, outsource general and administrative functions, staff key
management positions, obtain additional information technology infrastructure and successfully localize software products for a significant
number of international markets, which may negatively affect our operating results.

Additional challenges associated with the conduct of our business overseas that may negatively affect our operating results include:

e Fluctuations in exchange rates;

e TLonger payment cycles and less financial stability of customers;

e Compliance with a wide variety of foreign laws;

e Difficulty selecting and monitoring channel partners outside of the United States;

e Difficulty protecting our intellectual property rights overseas due to, among other reasons, the uncertainty of laws and enforcement in
certain countries relating to the protection of intellectual property rights;

e Difficulty maintaining quality standards consistent with the Red Hat brand;

e  Export controls and times of crisis could prevent us from shipping our products into and out of certain markets;

e Changes in import/export duties, quotas or other trade barriers could affect the competitive pricing of our products and service and
reduce our market share in some countries; and

e  Economic or political instability or terrorist acts in some international markets could result in the loss or forfeiture of some foreign
assets and the loss of sums spent developing and marketing those assets and the revenues associated with them.
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these laws, our employees, contractors and agents, as well as those companies to which we outsource certain of our business operations, may
take actions in violation of our policies and procedures. Any such violation, even if prohibited by our policies and procedures or the law, could
have a material adverse effect on our business. Any failure by us to effectively manage the challenges associated with the international
expansion of our operations could adversely affect our business, operating results and financial condition.

We may be subject to greater tax liabilities.

We are subject to income and other taxes in the U.S. and in numerous foreign jurisdictions. Our domestic and foreign tax liabilities are subject to
the allocation of revenues and expenses in different jurisdictions. Additionally, the amount of taxes paid is subject to our interpretation of
applicable tax laws in the jurisdictions in which we operate. We are regularly subject to audits by tax authorities. While we endeavor to comply
with all applicable tax laws, there can be no assurance that a governing tax authority will not have a different interpretation of the law than we
do or that we will comply in all respects with applicable tax laws, which could result in additional taxes. There can be no assurance that the
outcomes from these audits will not have an adverse effect on our results of operations in the period for which the review is made.

Because we recognize revenue from subscriptions for our service over the term of the subscription, downturns or upturns in sales may
not be immediately reflected in our operating results.

We generally recognize subscription revenue from customers ratably over the term of their subscription agreements, which are typically 12 to 36
months. As a result, much of the revenue we report in each quarter is deferred revenue from subscription agreements entered into during
previous quarters. Consequently, a decline in subscriptions in any one quarter will not necessarily be fully reflected in the revenue in that quarter
and will negatively affect our revenue in future quarters. In addition, we may be unable to adjust our cost structure to reflect these reduced
revenues. Accordingly, the effect of significant downturns in sales and market acceptance of our service may not be fully reflected in our results
of operations until future periods. Our subscription model also makes it difficult for us to rapidly increase our revenue through additional sales in
any period, as revenue from new customers must be recognized over the applicable subscription term.

If our goodwill or amortizable intangible assets become impaired, we may be required to record a significant charge to earnings.

Under generally accepted accounting principles, we review our amortizable intangible assets for impairment when events or changes in
circumstances indicate the carrying value may not be recoverable. Goodwill is required to be tested for impairment at least annually. Factors that
may be considered a change in circumstances indicating that the carrying value of our goodwill or amortizable intangible assets may not be
recoverable include a decline in stock price and market capitalization, future cash flows and slower growth rates in our industry. We may be
required to record a significant charge to earnings in our financial statements during the period in which any impairment of our goodwill or
amortizable intangible assets is determined resulting in an adverse impact on our results of operations.

We may be exposed to potential risks if we do not have an effective system of disclosure controls or internal controls or fail on an
ongoing basis to properly address Section 404 of the Sarbanes-Oxley Act of 2002.

We must comply, on an on-going basis, with the requirements of Section 404 of the Sarbanes-Oxley Act of 2002 ( SOX ), including those
provisions that establish the requirements for both management and auditors of public companies with respect to reporting on internal control
over financial reporting. We cannot be certain that measures we have taken, and will take, will be sufficient or timely completed to meet the
Section 404 requirements on an on-going basis, or that we will be able to implement and maintain adequate disclosure controls and controls over
our financial processes and reporting in the future, particularly in light of our rapid growth, international expansion and changes in our products
and services, which are expected to result in on-going changes to our control systems and areas of potential risk.
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If we fail to maintain an effective system of disclosure controls or internal control over financial reporting, including satisfaction of the
requirements of Section 404 of SOX, we may not be able to accurately or timely report on our financial results or adequately identify and reduce
fraud. As a result, the financial position of our business could be harmed; current and potential future shareholders could lose confidence in us
and/or our reported financial results, which may cause a negative effect on our trading price; and we could be exposed to litigation or regulatory
proceedings, which may be costly or divert management attention.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.

ITEM 2. PROPERTIES

Our headquarters are currently located in a leased facility in Raleigh, North Carolina, which consists of approximately 120,000 square feet. In
January 2002, we assumed this lease from an unrelated third party. The lease, which has an original term of 20 years, will expire on June 10,
2020. The annual rental expense under this lease is approximately $1.6 million. In March 2006, we assumed a second lease in Raleigh, North
Carolina as part of our headquarters facilities. The second facility consists of approximately 25,000 square feet. The lease term will expire on
June 30, 2008. The annual rental expense under this second lease is approximately $0.4 million.

In addition to our headquarters we h