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Fellow Shareholders,

The year 2006 was characterized by significant changes
at Avici Systems. We substantially restructured our
business to focus on our primary customer, AT&T, and
significantly reduced our costs. We attained record
revenue levels. We achieved and maintained profitability
for the first time in the Company’s history. We were the
first Company to deploy terabit routers in a production
network with our Quad-Bay systems. We went from
burning an average of $5 million in cash per quarter in
2005 to generating an average of $5 million in cash per
quarter in 2006. We also celebrated the tenth anniversary
of Avici Systems. Most importantly, we created a future
tor the Company with our newly strengthened financial
position and we are well along the path on a new and
exciting strategic direction based on a new software

product initiative, Soapstone Networks.

2007 will also be characterized by change. In April of
2007, Avici announced that the Company is transitioning
its business away from the development and manufac-
turing of core router products and will be paying a
special cash dividend of $2.00 per share. With the
introduction of the Soapstone software product and
the solid cash flow generated by our router business,
the Company is entering a new and exciting growth
phase. Below, [ would like to share with you our financial
results for the year and discuss my thoughts on the new

strategy and outlook for the Company.

Financial Performance — Gross revenues for the year
ended December 31, 2006 were $82.8 million compared
to $37.2 million for the year ended December 31, 2005.
We recorded $8.3 million in net income or $0.60 per
share for the year ended December 31, 2006 compared
to a net loss of $24.7 million or ($1.91} per share for
the previous year. The Company recorded positive cash
flow of $19.4 million for the full year. For the first

time in its history, the Company was both profitable
and cash flow positive.

Business Transition — The decision to transition our
business away from the development and sales of core
routers and to focus on Soapstone Networks, our new
product direction, is part of the strategic plan to drive
value for the Company by focusing on opportunities in
growing markets. While we were successful in bringing
the Company to profitability in 2006 and continued to
do so in the first quarter of 2007, we recognize that
the routing market is under tremendous pressure from
alternative technologies and we do not believe our focus
on core routers and our position as the number three
supplier in this market to be a sustainable business for
the Company. Instead, we are focused on market
opportunities where we can uniquely deliver value by
taking advantage of our many years of networking
experience and applying that knowledge to areas where

we expect high growth.

Special Cash Dividend — The decision to pay the special
$2.00 dividend demonstrates our intent to return value
to our shareholders as well as our confidence in our
new business initiatives. We are pleased to be able to
reward our sharcholders in this fashion and remain
committed to drive value for shareholders by focusing

on opportunities in high growth markets.

Soapstone Networks, a new direction — The nature of
the routing business has changed. Over the last several
years routing has come under tremendous pressure
from alternative technologies such as Ethernet switches.
In the face of this evolution, we no longer view core
routing as a sustainable growth business, especially
given our market position and reliance on a single

primary customer.




The restructuring we announced in February 2006

allowed us to drive the Company to profitability by
maximizing the near-term financial return from our
core router business. The positive cash flow that Avici
has been able to generate and continues to generate has
enabled us to fund the developmcnt of Soapstonc and

to aggressively pursue that business opportunity.

Soapstone represents a natural evolution of a maturing
routing market; it will separate the control plane from
the data plane in a router or switch and move the
network control plane closer to the services control
plane in the same way the the transport plane and
control plane were separated in telephony networks in
the 80s. Avici learned through experience that when
building a large scalable router, the majority of the cost
resides in the data plane, while the value added features
reside in the control plane. Separating the two and
moving the control plane from equipment to software
allows natural value optimization to occur. Data plane
vendors such as Ethernet switch suppliers can work to
drive down the unit cost and add new features. Control
plane vendors will focus on services and feature velocity.
By making the coupling between network elements
looser, interoperability problems are minimized and
carriers can optimize their networks around the best
building block technologies in a multi-vendor environment.
It also allows the control plane to scale and adopt new
and higher performance technology faster than traditional
hardware based development. The Soapstone control
plane will exist outside the traditional router and could

as easily control an Ethernet, optical or routed network.

The Soapstone solution is destgned to enable carriers to
bring orderly, predicable, business-driven behavior to their

networks, regardiess of vendor or technology composition.

Phase one of the Soapstone product will be focused on
the Carrier Metro Ethernet market with the availability
of the Soapstone Provider Backbone Transport Controller.
Technologies like Provider Backbone Transport (PBT)
that offer lower equipment costs and better predictability

than routers can take advantage of the Soapstone
control plane software to provide common operations
for any network based on any protocol. PBT provides
greater control of converged service Quality of Service
(QoS) and traffic management than Multi Protocol
Label Switching (MPLS), but uses low-cost Ethernet
switching. PBT avoids the adaptive and relatively
unpredictable behavior of IP networks for those
services that have traditionally been rigorously

trafﬁc-manage(l and actively controlled.

Soapstone will be partnering with other Next Generation
Networks (NGN) suppliers to enable carriers to take
advantage of NGN frameworks and alternative technology
choices to drive the acceleration of new services and

business models.

In conclusion, the actions we took at the beginning of
2006 enabled us to become profitable and to continue
to generate cash. We believe that our financial strength
and commitment to innovation position us to take
advantage of the new market opportunities we see for
Soapstone. I would like to thank our employees, our
customers and our shareholders for believing in us and

supporting our eftort to build a stronger Company.

v,

William ]. Leighton
Chief Executive Officer
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ITEM1. BUSINESS

Overview

Avici Systems Inc. {referred to as Avici, we, our and the company) provides high-speed core Internet
infrastructure equipment that enables networking service providers to transmit large volumes of data, voice and
video, across their networks. Our high-performance routing solutions are designed and built to deliver the
scalability, reliability, and performance that carriers need to support a wide range of applications while lowering
the total cost of building and operating their core data networks.

The Avici core routing product family consists of three chassis platforms and several line cards to provide
carriers with flexibility in selecting a product that best fits their needs. We offer customers three different
equipment configurations, the Terabit Switch Router {TSR™), the Stackable Switch Router (SSR™), and the
Quarter-rack Scalable Router (QSR™), and each chassis is configured with our line cards and proprietary
software to support a range of speeds, protocols, and carrier services. All three chassis use the same line cards
and software to enable carriers of every size to take advantage of Avici’s proprietary carrier-class technology.
Our core routers are designed to provide our customers:

*  Carrier-class reliability;

» In-service modular scalabitity to enable non-disruptive incremental capacity additions to the network;
*  Stability and interoperability;

*  Advanced security features; and

* High performance across very large IP-based core networks.

Our current strategy is primarily to pursue direct sales of our legacy core routing products principally to our
largest customer, AT&T Inc. (“AT&T”), maximize the near-term financial returns from our core routing
business, and pursue new market initiatives and product development. Our principal customer is, and has been,
AT&T. In the past, we utilized a direct sales force to sell and market our products to incumbent Jocal exchange
carriers, inter-exchange carriers, postal telephone and telegraph operators, internet service providers and other
service providers globally. In February 2006, we announced a corporate restructuring aimed at driving Avici
toward profitability and positive cash flow.

Avici was incorporated in Delaware in 1996 and held its initial public offering in July 2000. We are
headquartered in North Billerica, Massachusetts. At December 31, 2006, we had 104 full time employees. In
February 2006, we announced a corporate restructuring aimed at driving Avici toward profitability and positive
cash flow. Our corporate restructuring resulted in reduction in both full time and contract labor by approximately
45%, with the majority of this reduction occurring at the time of the announcement.

In February 2007, we announced the launch of a new preduct initiative, Soapstone Networks (“Soapstone™).
The positive cash flow that Avici has been able to generate will enable us to fund the development of Seapstone.

Industry Background

Traditional carrier networks were primarily built on technologies to support voice services. These legacy
voice networks used circuit switches, which dedicate an individual connection, or part of the network, for the
duration of a call even while there are pauses in the conversation. As the amount of data traffic carried over the
network infrastructure increased, carriers sought to increase the efficiency of data transmission through their
networks by adopting packet switching technologies, such as Asynchronous Transfer Mode (ATM) and Frame
Relay. Packet switching technologies enabled carriers to send data from multiple sources on the same
connection, substantially reducing the network bandwidth wasted using traditional circuit switch technology.
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Internet, telecom, and media networks are converging and carrier IP networks are now expected to support
critical services such as voice, video, IPTV, Virtual Private Networks {VPNs}, online gaming, security, storage,
and other business and residential applications. These types of services are required for carriers to increase
revenue and profits. In addition, these applications require significantly high levels of reliability, scale, QoS, and
performance.

Today, a maturing Internet has placed new demands on routers. As IP is increasingly used to support more
diverse and demanding applications, carriers require routing platforms purpose built for the carrier network.
Carriers recognize that they cannot cost effectively support multiple networks—one for landline voice, another
for IP traffic, another for wireless, and many more for separate data network. Carriers envision a converged IP
network where voice, data, video and wireless services are supported over a single reliable and cost effective
network. This vision requires upgrading existing best effort IP networks to a new-real time IP network powered
by carrier-grade 1P routers to improve the economics of the IP network.

Carrier Requirements for an I[P Network

The boundaries that exist between Internet, telecom, and media networks are blurring and the core routers
that run carrier networks today must evolve and support a new model of system availability, scale in service to
extend network longevity, keep pace with new traffic requirements, and deliver the levels of service and
performance to converge these networks over a common IP core. As a result, carriers are demanding solutions
with the following attributes:

Carrier-Class Reliability. The equipment that carriers deploy within their networks must offer the highest
level of up time and redundancy.

Reduced Network Cost and Complexity. Carriers are demanding modular solutions that scale in service to
accommodate new capacity requirements, reduce the number of devices needed and, consequently, reduce the
forecasting uncertainty, complexity, and costs of operating large capacity networks.

Faster Service Provisioning, Networks and service demands are changing constantly, and carriers require a
cost-effective means of increasing capacity and offering new services on a continual basis.

High Performance. As carriers consolidate existing legacy networks and deliver new services on an IP
backbone, they must provide Quality of Service, or the ability to prioritize different traffic types in order to meet
customers’ service level agreements for premium services.

Interoperability. Due to economic constraints associated with upgrading an entire network to accommodate
new technologies, it is critical that new network equipment support the protocols and devices already deployed in
carrier networks.

Industry Segments

Avici has conducted its operations in one industry segment. Please see our financial statements attached
hereto in Item 8 for financial information related to our segment.

The Avici Core Router Solution
Products and Technology

Our high-performance core routing family is engineered to provide a carrier network solution that addresses
a wide range of network applications across a carrier’s core IP network. Avici routers are designed to deliver
scalability, reliability, and performance to 1P networks using carrier-proven principles of redundancy, in-service
upgradeability, multi-generational investment protection, and quality assurance.
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Avici has developed a modular network architecture that eliminates many of the constraints of traditional
routers. Qur core routing platforms support traffic expansion by scaling, in-service, from gigabits to terabits of
capacity through the non-disruptive addition of line cards and chassis. Unlike traditional routers, every port can
be used to support customer traffic, and no ports or external switching hubs are needed for interconnection or
scaling. Our routing platforms provide carriers with a stable, scalable, and reliable foundation to support traffic
growth and lower cost requirements. Our routers can also perform both the core and aggregation/hub functions in
a single platform, thereby eliminating the nced for a separate aggregation layer. Our routing technologies provide
internal hardware and software redundancy to deliver carrier-grade 99.999+% system availability to support
SLAs on services such as IPTV, video, VPNs and Voice over IP (VolP). Because Avici products can deliver such
high levels of reliability, carriers are able to remove duplicate routers and simplify their Points of Presence (PoP).
Avici routers also enable the [P network to recover quickly from service disruptions, a critical requirement for
supporting real time services.

Qur products provide these benefits through our proprictary technologies, including our application-specific
integrated circuits, or ASICs, Velociti™ switch fabric and distributed system design, IPriori™ system software,
Composite Links™, and Non Stop Routing (NSR™) technologies. We incorporate all of these proprietary
technologies into each of our three available product platforms—the Terabit Switch Router (TSR), Stackable
Switch Router (SSR), and Quarter-rack Scalable Router (QSR). The TSR, SSR, and QSR offer customers
differing combinations of speed, capacities and numbers of available ports in order to allow them to tailor their

network infrastructure to meet their traffic needs.

ASIC-based Packet Routing Technology

We have consolidated all data-flow and control processes, including packet input and output framing,
forwarding, scheduling, and switching into our application specific integrated circuits, or ASICs. We utilize a
distributed routing architecture. Each line card has its own ASICs, and. accordingly, the addition of each line
card increases the overall capacity of our product.

Velociti Switch Fabric

Our Velociti switch fabric is the mechanism that transfers data from an input line card to specific output
cards in our products. This direct communication provides high-speed data transfer and, as additional capacity is
needed, enables cost-effective addition of line cards. The Velociti switch fabric also gives our products a high
level of reliability by creating multiple connections between pairs of input and output line cards.

1Priori Carrier System Control Software

Avici’s [Priort system software has been developed to optimize and control switching and routing in all of
our products. [Priori is built on a distributed model, which uses multiple processor units to provide increased
levels of reliability and scalability, and is specifically designed to address the system requirements arising from
scaling to a large number of ports.

Composite Links for Seamless Capacity Additions and Cost-Effective Link Protection

Avici’s proprietary Composite Links technology enables carriers to seamlessly expand capacity in the PoP
by enabling multiple physical links or fiber interfaces between two Avici routers to be grouped into a single
logical connection. This technology provides greater flexibility to carriers in migrating to higher-speed
backbones that leverage multiple generations of fiber infrastructure and speeds. Hardware upgrades can be done
without costly downtime by adding or removing router modules without disruption to packet ordering, routing
tables or traffic flows, Composite Links also provide carriers with cost-effective link protection through the
ability to recover from failures on individual member-link interfaces.

5

STVYIDONVNIS




FINANCIALS

Non-Stop Routing (NSR) Technology

Our products have been designed and manufactured to be highly reliable in the core of carrier networks.
Avici’s NSR technology provides nodal reliability by protecting against failure of the route controller, the brain
of the router, thus enabling carriers to achieve 99.999+% system availability in a single router. This functionality
is achieved by having a second route controller take over routing functions in the event the primary controller
fails. Many of today’s IP networks also use two core routers within a POP to increase reliability. Avici NSR can
provide potential cost savings by enabling carriers to end the costly practice of deploying redundant routers to
increase router reliability.

Strategy

In February 2006, we announced a plan to restructure the business and realign our cost structure 1o execute a
focused strategy aimed at driving Avici toward profitability and positive cash flow.

In February 2007, we announced the launch of Soapstone, a new product initiative.

The Soapstone software-based solution we are developing is designed to manage the complexities between
carrier service offerings and applications, and the underlying transport equipment and technologies. Soapstone’s
mission is to enable carriers to bring orderly, predicable, business-driven behavior to their 1P networks,
regardless of vendor or technology composition.

The Soapstone solution is based on key industry standards such as service-oriented architecture (SOA),
telemanagement forum (TMF), international telecommunications union (ITU)Y and next generation networks
{NGN) among others, and utilizes open application programming interfaces (APIs) between the network and
operational support systems (OSS). It maps the abstract service needs expressed by the business plane into a
simple configuration command set that can be applied to an array of technologies and equipment, With this
capability, even the simplest network devices can provide support for complex service provisioning and SLA
management.

The key elements of our strategy are to:

Focus on Major Customer. We restructured the core routing business to focus on becoming profitable and
cash flow positive by pursuing direct sales principally to our major customer, AT&T. We are focused on
dynamically responding to our customer’s volume and service requirements, given changing dynamics in a
multi-network, multi-vendor environment and limited visibility into future volume requirements.

Develop and Market Soapstone Solution. Carrier networks are undergoing unprecedented transformations as
they migrate to the NGN (Next Generation Network) model. In order to increase their service offerings and grow
revenues, they will have to support multiple access networks and devices at the lowest cost possible. The
complexity of today’s networks creates a need for a product that will form a common control framework for
over-1P, IP, over-Ethernet and optical technologies and allow for seamless service migration among them. We
are developing the Soapstone solution to deliver a network abstraction layer that decouples the services from the
network infrastructure,

Selectively Pursue Indirect Sales Channels for Soapstone. The Soapstone solution will be targeted to the
service provider market. We will seek distribution partners to capture new carrier opportunities.

Sales, Marketing, and Customer Service and Support

Historically, we sold and marketed our products through our direct sales force, sales agents, systems
integrators, and distribution partners. Subsequent to our restructuring, announced in February 2006, we have
primarily sold and marketed our core router products through a downsized domestic sales force.
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In the past, we also marketed, sold, and supported our products through systems integrators, sales agents,
and distribution partners, including Nortel Networks and Huawei Technologies. In May 2003, we entered into a
strategic relationship with Huawei Technologies for sales and support of our products in Greater China. The term
of the agreement was two years and expired during 2005. In January 2004, we entered into a worldwide three-
year strategic agreement with Nortel Networks to market, sell, and support our products. The term of the
agreement is three years and expired in January 2007. During 2005, we entered into a Supply Agreement with
Alcatel Teletas to provide Turk Telekom with Avici equipment for its IP/MPLS network. The Alcatel Teletas
arrangement was terminated in October 2006.

In the future, we plan to market our Soapstone solution both directly and through strategic indirect channel
partners.

Customers

AT&T is our primary customer. Our agreement with AT&T has no minimum purchase commitment level
and remains in effect until December 31, 2009. The agreement describes the conditions under which AT&T may
purchase equipment and services from us. AT&T has deployed our TSR product in sixteen locations within its
North American IP backbone network.

AT&T accounted for 94%, 94% and 60% of our gross revenue in 2006, 2005 and 2004 respectively. In
2004, Huawei and Nortel accounted for 27% and 12%, respectively, of our gross revenue.

Research and Development

We have a team of skilled engineers responsible for product design and development, quality assurance, and
documentation. Qur engineers have significant experience in optical networking, hardware and software, As part
of the restructuring of the business announced in February 2006, our development resources were reduced and
partially redeployed to focus on the Soapstone initiative. We have also utilized offshore and outsourced
development resources. We have made, and will continue to make, although at a reduced level, substantial
investments in research and development. Research and development expenses were $30.1 million, $36.2
million, $32.4 million, and $46.5 million for the years ended December 31, 2006, 2005, 2004, and 2003,
respectively.

Competition

The market for data networking equipment is intensely competitive, subject to rapid technological change
and significantly affected by new product introductions and other market activities of industry participants. This
market historically has been dominated by Cisco Systems, which as a result of its leadership position in the
market has been able to develop and promote a broad product line of routers. We also compete with other
established companies such as Juniper Networks. For new technology initiatives such as our Soapstone product,
we will face competition from large equipment and software companies, as our product will serve as an
abstraction layer that will bridge IT/OSS and network centric domains. We may experience reluctance by our
prospective customers fo replace or expand their current solutions, which may be supplied by competitors, with
our products. Competitors have significantly broader product lines and market presence than we do and may
bundle their products with other products that we do not offer. In addition, we have faced significant competition
and pricing pressure in the core router market.

In order for our Soapstone solution to compete effectively, we must deliver a technologically advanced
product that is superior in meeting the needs of carriers, namely a product which:
* hides complexity of transport elements from services, contro! functions, and OSS;

+ provides common API for specifying resources and their SLAs;

7
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* interoperates with existing solutions and equipment vendors;

* enables seamless migration of legacy services onto NGN while supporting new NGN-based service
offerings;

» mediates between resource requests from services/control and OSS and available resources of the IP
network; and

* creates a cost-effective solution for our target customers.
In addition, we will be required to leverage our Soapstone differentiators to extend customer acceptance.

Many of our current and polential competitors have greater selling and marketing, technical, manufacturing,
financial and other resources, more customers, greater market recognition, and more established relationships and
alliances in the industry. As a result, these competitors may be able to develop, enhance and expand their product
offerings more quickly, adapt more swiftly to new or emerging technologies and changes in customer demands,
devote greater resources to the marketing and sale of their offerings, pursue acquisitions and other opportunities
more readily, and adopt more aggressive pricing policies than us.

Intellectual Property

We presently have 20 patents granted in the United States and over 50 United States and foreign patent
applications pending. Our success and ability to compete are dependent on our ability to develop and maintain
the proprietary aspects of our technology and operate without infringing on the proprietary rights of others. We
rely on a combination of patent protection, copyrights, trademarks, trade secret laws, contractual restrictions on
disclosure, and other methods to protect the proprietary aspects of our technology. These legal protections afford
only limited protection for our technology. We cannot be certain that patents will be granted based on our
pending or any other applications, or that, even if issued, the patents will adequately protect our technology. We
seek to protect our source code for our software, documentation and other written materials under trade secret
and copyright laws, and we seek to limit disclosure of our intellectual property by requiring employees,
consultants, and any third-party with access to our proprietary information to execute confidentiality agreements
with us.

While we rely on patent, copyright, trade secret and trademark law to protect our technology, we also
believe that factors such as the technological and creative skills of our personnel, new product developments and
enhancements, and reliable product maintenance are essential to establishing and maintaining a technology
leadership position. We cannot assure you that others will not develop technologies that are similar or superior to
our technology.

Our success will depend upon our ability to obtain necessary intellectual property rights and protect our
intellectual property rights. We cannot be certain that we will be able to obtain the necessary intellectual property
rights or that other parties will not contest our intellectual property rights.

Manufacturing

We outsource the manufacture and assembly of our products to contract manufacturers. We primanily use
Celestica Corporation and Sanmina-SCl1 Corporation, both of which provide comprehensive manufacturing
services, including assembly, test and control and procurement of material, on our behalf. We design product
tests that are conducted using our test equipment by the contract manufacturer. We believe that the outsourcing
of our manufacturing enables us to conserve the working capital that would be required to purchase capital
equipment, allows us to adjust manufacturing volumes to meet changes in demand and enables us to more
quickly deliver products. Because we outsource our manufacturing, compliance with U.S. federal, state and local
environmentai laws has not had a material effect on our results or costs,




Employees

As of December 31, 2006, we had 104 full time employees. Qur future success will depend in part on our
ability to atiract, retain and motivate highly qualified personnel, for whom competition is intense. Our employees
are not represented by any labor union. We believe our relations with our employees are good. Additionally, as of
December 31, 2006, we utilized on-shore and off-shore contract labor, approximating 66 full time equivalent
employees.

Financial Information about Geographic Areas

See section (m) of Note 1 to Consolidated Financial Statements at Item 8 incorporated herein by reference.

Additional Information

Qur Internet address is www.avici.com. On our Investor Relations web site, located at www.avici.com, we
post the following filings as soon as reasonably practicable after they are electronically filed with or furnished to
the Securities and Exchange Commission: our annual report on Form 10-K, our quarterly reports on Form 10-Q,
our current reports on Form 8-K, our proxy statement on Form 14A related to our annual stockholders’” meeting
and any amendments to those reports or statements filed or furnished pursuant to Section 13(a) or 15(d) of the
Securities Exchange Act of 1934. All such filings on our Investor Relations web site are available free of charge.

ITEM 1A. RISK FACTORS

Our company, business and operations are subject to a number of risks and uncertainties. We discuss
material risks and uncertainties below. To the extent any of these risks and uncertainties materialize, our
business, results of operation and financial condition would suffer. You should carefully consider these risk
factors in evaluating our company.

We are reliant on our major customer AT&T, from which we derive substantially all of our revenue, and
if AT&T does not continue to select our legacy router products to be deployed in its networks, our revenue and
cash flow would be adversely affected.

We have adjusted our corporate strategy to focus our efforts on a limited target customer base, particularly
AT&T, and core product functionalities. As a result, we have grown increasingly reliant on the revenues
generated by the sale of our legacy router products to AT&T, which accounted for 94%, 94% and 60% of our
gross revenue in 2006, 2005 and 2004, respectively. In 2004, Huawei and Nortel accounted for 27% and 12%,
respectively, of our gross revenue, We expect that in the next twelve moaths substantially all of our revenue will
continue to depend on sales of our products to our major customer AT&T. Our products compete in a multi-
vendor environment for use in AT&T’s networks and our agreement with AT&T does not require AT&T to
purchase any minimum level of product from us. We generally have limited ability to forecast the volume, mix or
titning of orders from AT&T beyond the current quarter due to, among other things, supply chain dynamics as
well as limited visibility on the network traffic and capacity demands on our customer. In addition, our business
will be affected by shifts in the nature and architecture of our customers’ networks, including multi-vendor
environments, Shifts by AT&T to networks or architectures less reliant on our core router products, as a result of
technological changes in the industry, adoption of competitive or alternative products or soluticns, or otherwise,
would adversely affect our legacy core router business. While we continue to invest in targeted product
development required by AT&T, we have limited the development of new products and features for our core
routers, and as a result our legacy router products may not continue to meet AT&T’s technical requirements. The
loss of or reduction in business from AT&T would materially reduce our revenue and cash flow, and adversely
affect our ability to achieve and maintain profitability.

In November 2005, AT&T completed its merger with SBC Communications and in December 2006, AT&T
completed its acquisition of BellSouth and Cingular. These developments give rise to new risks and challenges
for our business as our major customer experiences changes associated with integrating new businesses and
networks and as we face additional incumbent vendors. We will face additional competitive challenges in
maintaining our position despite our established customer relationship.
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We compete in the rapidly changing telecommunications industry and, as a result, our products could
become obsolete.

The market for high-speed core router products has been and is likely to continue to be characterized by
rapid technological change, evolving industry standards, and frequent new product introductions. New products
and technologies will emerge and existing products and technologies will further develop. These new products
and technologies may reduce the prices for our core product functionalities or they may be superior to, and
render obsolete, the legacy core products and services we offer and the technologies we use, and may
consequently reduce the revenues generated by our products and services. It may be very expensive for us to
enhance or upgrade our products and technology in order to continue to compete effectively, and we do not
currently plan to significantly invest in new router development that has not been requested by our major
customer.

We currently depend on a limited number of products offered in the core routing market segment and our
Juture revenues depend on enhancements to these products and their commercial success.

We depend on the commercial success of our TSR, S8R and QSR products, from which we have historically
derived all of our revenue and which are the only products that we currently offer. We ofter these products in the
core routing market. We must continue to enhance the features and functionality of our products to meet
customer requirements. in addition, the failure of these planned product enhancements to operate as expected
could delay or prevent future sales of our products.

QOur plan to restructure our business and realign our cost structure may not continue to produce the
revenue or profitability results that we achieved in 2006, and, accordingly, our future results from operations
may decline.

We have restructured our legacy core rouler business to focus our efforts on our major customer, AT&T.
We cannot predict the volume or sustainability of business from AT&T. We will monitor and adjust our
operating expenses in our core router business in the future in line with our expectations of business volumes. In
addition, the restructuring resulted in significant charges and a reduction in our staff and capabilities in key areas
such as sales and marketing, product development and engineering and international operations, and as a resuit
has limited our operational flexibility. Further, in connection with the restructuring we continue to evaluate our
commercial relationships with certain of our existing customers, distributors and vendors, and the outcome of
any such evaluation could have a negative impact on our business, financial position and results of operations. In
connection with this evaluation we may face claims, costs or expenses beyond our current restructuring charges.

New technology initiatives require a substantial commitment of resources and are not certain of ultimate
success.

New technology initiatives require significant capital expenditures, management attention and resources.,
Our commitment of resources and capital to a new technological concept means that those resources and capital
are unavailable for other activities and operations. Our decision to launch a new initiative is based on our
assessment that a significant opportunity exists in the marketplace; however, investments in new technology are
inherently speculative and the market is unproven. Commercial success depends on many factors including
innovativeness and accurate anticipation of technological and market trends, developer support and effective
distribution and marketing. For example, our ability to realize revenue from the Soapstone initiative depends on,
among other things, our timely release of the product. Product development delays may result from numerous
factors, including;:

* unanticipated engineering complexities;
* claims of infringement of third-party intellectual property;
= difficulties in hiring and reallocating existing engineering resources and overcoming resource

limitations;
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« changing market or competitive product requirements; and

» the timing and level of research and development and prototype expenses.

There are no assurances that our new technology will receive sufficient consumer acceptance and if our new
technology initiative does not develop and grow substantially and achieve profitability, it could have a material
adverse effect on our growth, operating resulis, margins and profitability. Further, even if our products initially
obtain market acceptance, we may not be able to effectively support the product or successfully respond on a
timely basis to products introduced into the marketplace by our competitors. In order for our Soapstone solution
to compete effectively, we must: deliver a technologically advanced product that is superior in meeting the needs
of carriers; promote the market for that solution; and effectively market and sell that product to carriers and
indirect channel partners, against established and emerging competitive vendors.

We have reduced our sales capability as a result of our 2006 restructuring and, accordingly, we may face
difficulties in appropriately marketing new technology initiatives such as our Soapstone product to our target
customer base.

Our products require a sophisticated and in depth sales effort targeted at key individuals within worldwide
target end user customer organizations. Qur future success in penetrating our target customer base is highly
dependent upon establishing and maintaining successful relationships with a variety of indirect distribution
channels. Our inability to develop and manage our distribution channels could affect sales of our products. We
expect that a significant amount of revenue from new technology initiatives will be through indirect channel
sales. By relying on indirect channels, we may have little or no contact with the ultimate users of our products,
thereby making it more difficult for us to establish brand awareness, service ongoing customer requirements and
respond to evolving customer needs.

Recruiting and training qualified channel partners for our technology offerings requires significant time and
resources. In order to develop and expand our distribution channel, we must scale our sales, marketing, and
service organizations and the processes and procedures that support indirect channel relationships.

STVIDNVNI4

Our failure to compete effectively in the core router business, particularly against Cisco Systems, Juniper
Networks, and other established participants with greater financial and other resources than ours, could result
in order cancellations, lost customer opportunities and price and volume reductions.

The competition in the network infrastructure equipment market is intense. This market historically has
been dominated by Cisco Systems, although we also compete with other companies such as Juniper Networks.
Further, many of our competitors have greater selling and marketing, technical, manufacturing, financial and
other resources, more customers, greater market recognition and more established relationships and alliances in
the industry. As a result, these competitors may be able to develop, enhance and expand their product offerings
more quickly, adapt more swiftly to new or emerging technologies and changes in customer demands, devote
greater resources to the marketing and sale of their offerings, pursue acquisitions and other opportunities more
readily and adopt more aggressive pricing policies. In addition, established or emerging network equipment
vendors may also focus on our target market, thereby further intensifying competition. Accordingly, we may not
be able to compete effectively with these competitors.

In addition, we believe that understanding the infrastructure requirements of telecommunications carriers
and other service providers, experience in working with these providers to develop new services for their
customers and an ability to provide vendor-sponsored financing are important competitive factors in our market.
We have limited experience in working with telecommunications carriers and other service providers. In
addition, we do not currently anticipate an ability to provide vendor-sponsored financing and this may influence
the purchasing decision of prospective customers, which may decide to purchase products from one of our
competitors that offer such financing.
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If we are unable to compete successfully against our current and future competitors, we could experience
order cancellations, lost customer opportunities and price and volume reductions. If this occurs, our revenues
may decline, our gross margins could decrease and we could experience additional material losses.

QOur failure to stabilize our revenues and manage our costs would prevent us from achieving and
maintaining profitability.

Although we recorded net income in 2006, we had prior to 2006, incurred significant losses in each
quarterly and annual period since inception. As of December 31, 2006, we had an accumulated deficit of $417.4
million. Although historically we have derived all of our revenue from our legacy core router products, we
cannot be certain that we will increase or maintain our revenues or that we will generate sufficient revenues to
sustain profitability. We plan to focus product development on our recent Soapstone product initiative, which is
at an early stage and unproven. These efforts will continue to require significant expenditures, a substantial
portion of which we will make long before any significant revenue related to these expenditures may be realized.
We do not expect to recognize material revenue from Soapstone in the next twelve months. Accordingly, we will
not likely maintain profitability unless our new product line achieves commercial success that outpaces a relative
decline in our core router business.

Our operating expenses are based largely on anticipated revenue trends and a significant portion of our
expenses, such as personnel and real estate facilities costs, is fixed. As a result, we will need to generate
stgnificant revenues and manage ongoing costs to maintain profitability. If we fail to achieve such revenue levels,
material operating losses could result. In the future we may never achieve sustained profitability or consistently
generale positive cash flows from operations.

We have had and may continue to experience difficulties identifying, analyzing and consummating
strategic alternatives, and any such alternatives may not lead to the achievement of desired resulls.

In connection with our February 2006 restructuring, we are in an ongoing process of examining strategic
alternatives to enhance shareholder value. The strategic options we may consider could include a variety of
different business arrangements including, but not limited to: combinations with or a sale to another entity; the
sale or spin off of certain assets; strategic partnerships and joint ventures; the acquisition of complementary
businesses, technologies or product lines; investments in new businesses; recapitalization, dividend or
distribution alternatives; equity or debt financings; or other alternatives. Any strategic decision will involve risks
and uncertainties and present challenges in implementation and integration. As a result, any such business
arrangement may not lead to increased shareholder value. In addition, any strategic decision could lead to
non-recurring or other charges.

We rely on single or limited source suppliers for several key components. If we are unable to purchase
these components for any reason or on a timely basis, we will not be able to deliver our products to our
customers within the timeframes required and we may experience order cancellations.

We currently specify and purchase through our contract manufacturers several key components from single
or limited sources such as ASICs, optical components, field programmable gate arrays and other miscellaneous
components. At times some of these components are subject to end of life notices, atlocation and/or lead-times
far in excess of 12 weeks. We do not have a long-term, fixed price or minimum volume of supply agreements
with component vendors. Although we believe that there are alternative sources for many of these components,
in the event of a disruption in supply, we may not be able to develop an alternate source in a timely manner or at
favorable prices.

We typically specify for purchase through our contract manufacturers all of our components, including our
ASICs. From time to time and in end of life purchases, Avici may directly place purchase orders for stocking
inventory. We otherwise do not generally carry significant inventories of components and have no guaranteed
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supply arrangements with our vendors. If we are unable to purchase our critical components, or to provide for the
preduction of our ASICs, at times and in volumes as our business requirements necessitate, we will not be able to
manufacture and deliver our products to our customers in accordance with their volume and schedule
requirements. If we are not able to satisfy the delivery requirements of our customers, which are difficult to
forecast, they may reduce any future orders or eliminate our status as a vendor.

We have worked with I.S] Logic for many years to develop and manufacture several of our key proprietary
application specific integrated circuits, or ASICs, which are custom designed integrated circuits built to perform
a specific function more rapidly than a general purpose microprocessor. These proprietary ASICs are very
complex and LSI Logic is the sole source supplier for them. LSI Logic announced the discontinuation of a
product technology used in several of Avici’s ASIC designs. In the second quarter of 2006, Avici executed an
end of life purchase for these items to meet its anticipated production requirements for the foreseeable future.
Changes in demand for our product in the future may render our inventory stocking purchases to be in excess or
short of future requirements, and in the event we require additional supplies we may be unable to transition to an
alternative vendor on a timely or cost effective basis.

We depend upon contract manufacturers and any disruption in these relationships may cause us to fail to
meet the demands of our customers and damage our customer relationships.

We do not have internal manufacturing capabilities. We rely on a small number of contract manufacturers to
manufacture our products in accordance with our specifications and to fill orders on a timely basis. These
contract manufacturers procure material on our behalf and provide comprehensive manufacturing services,
including assembly, test and control. We have historically been dependent on two contract manufacturers,
Sanmina-SCI Corporation and Celestica Corporation. We may not be able to effectively manage our relationships
with these contract manufacturers, they may not meet our future requirements for timely delivery and quality,
and our business terms, such as pricing and credit terms, may change in a manner not favorable to us. If we
experience changing demand for our products, the challenges we face in managing our relationships with these
manufacturers will be increased, Each of our contract manufacturers also builds products for other compantes,
and we cannot be certain that they will always have sufficient quantities of inventory available to fill orders
placed by our customers, or that they will allocate their internal resources to fill these orders on a timely basis.
Qualifying a new contract manufacturer and commencing volume production is expensive and time consuming
and could result in a significant interruption in the supply of our product. If we are required or choose to change
one or both of our contract manufacturers, we could experience a material 1oss in our revenue and significant
damage to our customer relationships.

If we fail to accurately predict our manufacturing requirements, we could incur additional invenfory
costs or experience manufacturing delays.

Our contract manufacturers are not obligated to supply products to us for any specific period, in any specific
quantity or at any certain price, except as may be provided in a particular purchase order. We generally provide
forecasts of our demand to these manufacturers up to 12 months prior to scheduled delivery of product to our
customers. If we overestimate our requirements, we may purchase excess inventory, which would consume cash
by increasing our costs and may require us to take additional charges for excess and obsolete inventory. If we
underestimate our requirements, we may have an inadequate amount of inventory, which could result in delays in
delivery to our customers and in recognition of revenue or in increased costs incurred to expedite product
delivery. In addition, the lead times for materials and components we order vary significantly and depend on
factors such as the specific supplier, contract terms and demand for each component at a given time, We also
may experience shortages of other components from time to time, which also could delay the manufacturing of
our products and delay our recognition of revenue.

In addition, we may be subject to regulatory requirements which could affect our ability to manufacture and
deliver product on a timely and cost-effective basis.
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Our complex products may have errors or defects or may not interoperate within the networks of our
customers, which could result in reduced demand for our products or costly litigation against us.

Our products are technologically sophisticated and are designed to be deployed in complex networks.
Accordingly, our products can only be fully tested when completely deployed in these types of networks. Despite
deployment and internal testing, our customers may discover errors or defects in the hardware or the software, or
the product may not operate as expected even after it has been fully deployed. In addition, our customers will
require that our products be designed to interface with their existing networks, each of which may have different
specifications. Our products must interface with many of the products within these networks as well as future
products in order to meet the requirements of our customers. Because our products are critical to the networks of
our customers, any significant interruption in their service as a result of defects in our product or the failure of
our product to interoperate within our customers’ networks could result in lost profits or damage to these
customers. These problems could cause us to incur significant service and warranty costs, divert engineering
personnel from product development efforts and significantly impair our ability to maintain existing customer
relations and attract new customers. Although our existing and future customer contracts will generally contain
provisions designed to limit our exposure to potential product liability claims, such as disclaimers of warranties
and limitations on liability for special, consequential and incidental damages, a court might not enforce a
limitation on our liability, which could expose us to additional financial loss. In addition, a product liability
claim, whether successfut or not, would likely be time consuming and expensive to resolve and would divert
management time and attention. Further, if we are unable to fix the errors or other problems that may be
identified in full deployment, we would likely experience loss of or delay in revenues and loss of market share
and our business and prospects would suffer.

The unpredictability of our quarterly results of operations may adversely affect the trading price of our
common stock.

Our quarterly operating results are likely to vary significantly in the future based on a number of factors
related to our industry, the markets for our products and how we manage our business. We have little or no
contro) over many of these factors and any of these factors could cause the price of our common stock to
fluctuate significantly. In addition to the risks discussed elsewhere in this section, the following may also
adversely affect the trading price of our common stock:

» fluctuations and uncertainties int core router product and service demands from our major customer
AT&T;

» the sustainability of demand for the existing capabilities of our core router products;

* our ability to manufacture and deliver product within short order timeframes;

« the timing and size of customer orders for our products or cancellations of orders;

» the timing and extent of product acceptance by customers;

= the timing and level of research and development and prototype expenses;

¢ the timing of new product launches;

* the distribution channels through which we sell our products;

= the timing and impact of special charges such as the restructuring program enacted in February 2006;
+  general economic conditions; and

» conditions specific to the telecommunications industry, including uncertainty related to consolidation.
We plan to invest in research and development and, in the future, sales and marketing and customer support

related to new product initiatives, as well as research and development in selective enhancements to our legacy
core router products. Our operating expenses will largely be based on revenue trends and a high percentage of
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our expenses are, and will continue to be, fixed in the short term. As a result, if revenue for a particular quarter is
below our expectations for any of the reasons set forth above, or for any other reason, we may not be able to
proportionately reduce operating expenses for that quarter. Accordingly, this revenue shortfall would have a
disproportionate effect on our expected operating results and could result in material operating losses for that
quarter, which could result in significant variations in our operating results from quarter to quarter.

Due to the foregoing factors, we believe that quarter-to-quarter comparisons of our operating results are not
a good indication of our future performance. You should not rely on our results or growth for any single quarter
as an indication of our future performance. It is likely that in some future quarters, our operating results may be
below the expectations of public market analysts and investors. In this event, the price of our common stock may
decline.

A vendor’s leadership position in our market may allow that vendor to set de facto industry standards,
which could create fechnical challenges to our ability to sell our producis.

In developing our products, we have made, and will continue to make, assumptions aboul the standards that
may be adopted by our customers and competitors. If the standards adopted are different from those that we have
chosen to support, market acceptance of our products would likely be significantly reduced and our business will
be seriously harmed.

Customer requirements are likely to evolve, and we will not retain our target customer base or attract new
customers if we do not anticipate and meet specific customer requirements.

Our future success will depend upon our ability to develop and manage key customer relationships in order
to develop Soapstone products and product enhancements that address the increasingly sophisticated needs of our
target base of customers. Qur current customers may require product features and capabilities that our core
legacy products do not have. We must effectively anticipate and adapt on a timely basis to customer requirements
and offer products that meet those demands in a timely manner. Our long-term strategy is to focus on Soapstone
which we believe is well positioned to take advantage of opportunities in the market. Our failure to develop
products that satisfy customer requirements would seriously harm our ability to achieve market acceptance for
our preducts. In addition, we may experience design, engineering, manufacturing, marketing and other
difficulties that could delay or prevent our development or introduction of new products and enhancements.
Material delays in introducing new products may cause customers to forego purchases of our products and
purchase those of our competitors, which could seriously harm our business.

Our ability to develop, market and support products depends on retaining our management team and
attracting and retaining highly qualified individuals in our industry.

Qur future success depends on the continued services of our management team, which has significant
experience with the data communications, telecommunications and Internet infrastructure markets, in addition to
relationships with many of the communications service providers and business partners that we currently or may
in the future rely on in implementing our business plan. The loss of the services of our management team or any
key executive could have a significant detrimental effect on our ability to execute our business strategy.

Our future success also depends on our continuing ability to selectively identify, hire as needed, train,
assimilate and retain highly qualified engineering, sales and marketing, managerial, support and other personnei.
The demand and competition for qualified personnel is high, and we have from time to time experienced, and we
expecl 1o continue to experience in the future, difficulty in hiring and retaining highly skilled employees with
appropriate qualifications. In particular, we have experienced difficulty in hiring qualified engineering personnel.
The loss of the services of any of our key employees, the inability to attract or retain qualified personnel in the
future or delays in hiring required personnel, particularly engineers, could delay product development,
particularly with respect to new product initiatives and negatively impact our ability to sell our products.
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Our office lease expires in 2007 and, as a result, we will incur costs associated with negotiating a new or
renewed lease, as well as possible relocation costs.

We lease office space. used as our headquarters and primary business location, at 101 Billerica Avenue,
North Billerica, Massachusetts. Our current lease expires in the second half of 2007. As a result, we have
engaged a real estate agent to assist us in considering our options. We anticipate that we will lease a new facility
in the sane general vicinity as our current location, but which will nevertheless require us to relocate our
operations and incur relocation costs. The process of evaluating our options, negotiating & new or renewed lease,
and managing a relocation will require expense, time and attention from members of management. Further, if we
elect to lease a new facility, we will incur related expenses and will encounter disruption of operations related to
the move, all of which could have a material adverse effect on our financial condition and results of operations.

We face risks associated with international sales and operations that could impair our ability to grow our
revenues abroad.

International activities involve risks that we do not have to address in the domestic market, such as
difficulties in managing foreign operations, different regulatory requirements and different technology standards.
We currently do not have significant foreign operations or sales capabilities. Any future international sales will
be subject to, among other things. currency exchange rate fluctuation risks. As a result, increases in the value of
the United States dollar relative 1o foreign currencies would cause our products to become less competitive in
international markets and could result in limited, if any, sales and profitability. To the extent that we denominate
sales in foreign currencies or incur significant operating expenses denominated in local currencies, we will be
exposed 1o increased risks of currency exchange rate fluctuations.

We may experience difficulty in identifving, acquiring and integrating acquisition candidates.

We may acquire complementary businesses, technologies or product lines. We may not be able to identify
and acquire suitable candidates on reasonable terms. We compete for acquisition candidales with other
companies that have subsiantially greater financial, management and other resources than we do. If we do
complete an acquisition, then we may face numerous business risks. These risks include difficulties in
assimilating the acquired operations, technologies, personnel and products, difficulties in managing
geographically dispersed and international operations; difficulties in assimilating diverse financial reporting and
management information systems, the diversion of management’s attention from other business concerns; the
potential disruption of our business; and the potential loss of key employees, customers, distributors or suppliers.
We may finance acquisitions by issuing shares of our common stock, which could dilute our existing
stockholders. We may also use cash or incur additional debt to pay for these acquisitions. In addition, we may be
required to expend substantial funds to develop acquired technologies, We may also be required to amortize
significant intangible assets in connection with future acquisitions, which could adversely affect our operating
results.

Our intellectual property protection may be inadequate to protect our proprietary rights, and we may be
subject to infringement claims that could subject us to significant liability and divert the time and attention of
our management.

We regard our products and technology as proprietary. We attempt to protect them through a combination of
patent protection, copyrights, trademarks, trade secret laws, contractual restrictions on disclosure and other
methods. These methods may not be sufficient to protect our proprietary rights. We presently have 20 patents
granted in the United States and over 50 United States and foreign patent applications pending. We cannot be
certain that patents will be granted based on these or any other applications, or that, even if issued, the patents
will adequately protect our technology. We also generally enter into confidentiality agreements with our
employees, consultants and customers, and generally control access to and distribution of our documentation and
other proprietary information. Despite these precautions, it may be possible for a third party to copy or otherwise
misappropriate and use our products or technology without authorization, particularly in foreign countries where
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the laws may not protect our proprietary rights to the same extent as do the laws of the United States, or to
develop similar technology independently. We may need to resort to litigation in the future to enforce our
intellectual property rights, to protect our trade secrets or to determine the validity and scope of the proprietary
rights of others, This litigation could result in substantial costs and diversion of resources and could harm our
business,

We also license technologies from third parties, some of which we license without indemnification from the
licensor for infringement of third party intellectual property rights. We are continuing to develop and acquire
additional intellectual property. Although we have not been involved in any litigation relating to our intellectual
property, including intellectual property that we license from third parties, we expect that participants in our
markets will be increasingly subject to infringement claims. Third parties may try to claim our products infringe
their intellectual property. Any claim, whether meritorious or not, could be time consuming, result in costly
litigation and/or require us to enter into rovalty or licensing agreements. Although we carry general liability
insurance, our insurance may not cover potential claims of this type or may not be adequate to indemmify us for
all liability that may be imposed. In addition, any royalty or licensing agreements might not be available on terms
acceptable (o us or at all, in which case we would have to cease selling, incorporating or using the products that
incorporate the challenged intellectual property and expend substantial amounts of resources to redesign our
products. If we are forced to enter into unacceptable royalty or licensing agreements or to redesign our products,
our business and prospects would suffer.

We are uncertain of our ability to obtain additional financing for our future capital needs,

We expect our current cash, cash equivalents and marketable securities will meet our normal working
capital and capital expenditure needs for at least the next twelve months. We may need to raise additional
funding at that time or earlier if we decide to undertake more rapid expansion, including acquisitions of
complementary products or technologies, or if we increase our research and development or other efforts, or in
connection with any strategic aliernative. We cannot be certain that we will be able to obtain additional financing
on favorable terms, if at all. We may obtain additional financing by issuing shares of our common stock, which
could dilute our existing stockholders, or through the incurrence of debt, which could affect our cash flows and
flexibility with respect to future operations, financings and acquisitions. If we cannot raise needed funds on
acceptable terms, or at all, we may not be able to develop or enhance our products or respond appropriately to
competitive pressures, which would seriously harm our business.

The market price of our common stock may be materially adversely affected by market volatility.

The price at which our common stock trades is highly volatile and fluctuates substantially. Given the limited
volume of our product sales and our limited number of customers, the announcement of any significant customer
developments, awards or losses or of any significant partnerships or acquisitions by us or our competitors could
have a material adverse effect on our stock price. In addition, the stock market in general has, and technology
companies in particular have, from time to time experienced extreme price and volume fluctuations that have
often been unrelated or disproportionate to the operating performance or prospects of such companies,

In the past, securities class action litigation has often been brought against companies following periods of
volatility in the market price of their securities. Those companies, like us, that are involved in rapidly changing
technology markets are particularly subject to this risk. Securities class action lawsuits have been filed against us
in the United States District Court for the Southern District of New York. The consolidated amended complaint
generally alleges that our offering documents failed to disclose certain underwriting fees and commissions and
underwriter tie-ins and other arrangements with certain customers of the underwriters that impacted the price of
our common stock in the after-market. The plaintiffs are seeking unspecified damages. We believe that the
claims in this case against us lack merit, and we have defended the litigation vigorously.

We can provide no assurance as to the outcome of this securities litigation. Any conclusion of this litigation
in a manner adverse to us could have a material adverse effect on our business, financial condition, results of
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operations and cash flows. In addition, the cost to us of defending the litigation, even if resolved in our faver,
could be substantial. Such litigation could also substantially divert the attention of our management and our
resources in general. Uncertainties resulting from the initiation and continuation of this litigation could harm our
ability to compete in the marketplace. Because the price of our common stock has been, and may continue to be,
volatile, we can provide no assurance that additional securities litigation will not be filed against us in the future.

The market price of our common stock might decline due to future non-cash charges to earnings.

As of January t, 2000, we account for employee stock-based compensation costs in accordance with
Statement of Financial Accounting Standards No. 123R, “Share-Based Payment™ (“SFAS 123R™). Our adoption
of this SFAS 123R resulted in material non-cash charges to our earnings and we expect such non-cash charges to
continue to have a material impact on future earnings. It may not be possible to calcuiate the future impact with
respect to stock-based grants as the amount of these charges to earnings fluctuates with the price of our common
stock and other factors. It is possible that some investors might consider this impact on operating resuits to be
material, which could result in a decline in the price of our common stock.

Our estimates and judgments related to critical accounting policies could be inaccurate.

We consider accounting policies related to revenue recognition, inventory valuation, warranty liabilities,
long-lived assets, restructuring and impairment charges and stock-based compensation to be critical in fully
understanding and evaluating our financial results. Management makes certain significant accounting judgments
and estimates related to these policies. Our business, operating results and financial condition could be materially
and adversely impacted in future periods if our accounting judgments and estimates related to these critical
accounting policies prove to be inadequate.

Any failure to maintain effective internal information systems or to implement effective internal controls
over financial reporting could adversely impact our business.

We must continue to maintain our internal information systems in order to manage our business operations.
We must also maintain internal controls over financial reporting in accordance with The Sarbanes-Oxley Act of
2002 (“Sarbanes-Oxiey”). Our disclosure controls and procedures and internal controls over financial reporting
may not prevent all errors and intentional misrepresentations. Any system of internal control can only provide
reasonable assurance that all control objectives are met. Some of the potential risks involved could include but
are not limited to management judgments, simple errors or mistakes, willful misconduct regarding controls or
misinterpretation. There is no guarantee that existing controls will prevent or detect all material issues or that
existing controls will be effective in future conditions, which could materially and adversely impact our financial
results. Under Sarbanes-Oxley, we are required to evaluate and determine the effectiveness of our internal
controls over financial reporting. Compliance with this legislation will require management’s attention and
resources and will cause us to continue to incur significant expense. Management's assessment of our internal
controls over financial reporting may identify weaknesses that need to be addressed in our internal controls over
financial reporting or other matters that may raise concerns for investors. Should we determine that we have
material weaknesses in our internal controls over financial reporting, our results of operations or financial
condition may be materially adversely affected or the price of our common stock may decline.

QOur charter documents, Shareholder Rights Plan, and Delaware law could inhibit a takeover that some
stockholders may consider favorable.

There are provisions of Delaware law and our charter, by-taws, and Shareholder Rights Plan that could
make it more difficult for a third party to acquire us, even if doing so would be beneficial to some of our
stockholders by providing them the opportunity to sell their shares at a premium over the market price. If a
change of control or change in management is delayed or prevented, the market price of our common stock could
be affected.
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ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

Our headquarters is currently located in a leased facility in North Billerica, Massachusetts, consisting of
approximately 81,000 square feet under a lease expiring in the second half of 2007.

We anticipate that we will lease a new facility in the same general vicinity as our current location,
particularly to house employees associated with the Soapstone initiative, which will require us to relocate
operations and incur relocation costs. The commercial real estate market in the Boston area is unpredictable in
terms of available space, rental and occupancy rates and preferred locations,

ITEM 3. LEGAL PROCEEDINGS

In addition to claims in the normal course of business, twelve purported securities class action lawsuits were
filed against Avici and one or more of Avici’s underwriters in Avici’s initial public offering, and certain officers
and directors of Avici. The lawsuits alleged violations of the federal securities laws and were docketed in the
U.S. District Court for the Southern District of New York (the “Court™) as: Felzen, et al. v. Avici Systems Inc., et
al., C.A. No. 01-CV-3363; Lefkowitz, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-3541; Lewis, et al. v.
Avici Systems Inc., et al., C.A. No. 01-CV-3698; Mandel, et. al v. Avici Systems Inc., et al., C.A.

No. 01-CV-3713; Minai, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-3870; Steinberg, et al. v. Avici
Systems Inc., et al., C.A. No. 01-CV-3983; Pelissier, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-4204;
Esther, et al. v. Avici Systems Inc., et al., C.A. No. 01-CV-4352; Zhous, et al. v. Avici Systems Inc. et al., C.A.
No. 01-CV-4494; Mammen, et al. v. Avici Systems Inc., et. al., C.A. No. 01-CV-5722; Lin, et al. v. Avici
Systems Inc., et al., C.A. No. 01-CV-5674; and Shives, et al. v. Banc of America Securities, et al., C.A.

No. 01-CV-4956. On April 19, 2002, a consolidated amended class action complaint (the “Complaint”™), which
superseded these twelve purported securities class action lawsuits, was filed in the Court. The Complaint is
captioned “In re Avici Systems, Inc. Initial Public Offering Securities Litigation” (21 MC 92, 01 Civ. 3363
{SAS)) and names as defendants Avici, certain of the underwriters of Avici’s initial public offering, and certain
of Avici’s officers and directors. The Complaint, which seeks unspecified damages, alleges violations of the
federal securities laws, including among other things, that the underwriters of Avici’s initial public offering
(“IPO”) improperly required their customers to pay the underwriters excessive commissions and to agree to buy
additional shares of Avici’s stock in the aftermarket as conditions of receiving shares in Avici’s IPO. The
Complaint further claims that these supposed practices of the underwriters should have been disclosed in Avici's
[PO prospectus and registration statement. In addition to the Complaint against Avici, various other plaintiffs
have filed other substantially similar class action cases against approximately 300 other publicly traded
companies and their IPO underwriters in New York City, which along with the case against Avici have all been
transferred to a single federal district judge for purposes of case management, Avici and its officers and directors
believe that the claims against Avici lack merit, and have defended the litigation vigorously. In that regard, on
July 15, 2002, Avici, together with the other issuers named as defendants in these coordinated proceedings, filed
a collective motion to dismiss the consolidated amended complaints against them on various legal grounds
commeoen to all or most of the issuer defendants.

On October 9, 2002, the Court dismissed without prejudice all claims against the individual current and
former officers and directors who were named as defendants in our litigation, and they are no longer parties to
the lawsuit. On February 19, 2003, the Court is