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Fellow Shareholders:

The past year has been a season of exciting changes

for Zhone. Telecommunications operator interest in the
multi-service access network equipment we’ve pioneered
has accelerated significantly, as carriers move more
quickly to transition to converged IP networks, adopt
new fiber- and copper-based access technologies to meet
demands for higher data rates, and diversify their service
portfolios. Our foundation work over the past few years
on core technologies and praducts—including a number
of key additions in the past year— has built us the
industry’s broadest portfolio of truly integrated multi-
service access solutions. Accelerating demand, our
product strengths, and aggressive execution by the entire
Zhone team has given us traction with a new class of
customers whose large-scale network deployment plans
represent a tremendous launching pad for Zhone's

continued success.

Our work and achievements in 2007 were all about
refining our focus on these growth opportunities in
mulri-service access —our target market segment since

inception, Highlights include:

Mory Ejabat

Chief Executive Officer, President and
Chairman of the Board of the Directors
Zhone Technologies, Inc.

> Achievement of a top-4 global market shate position i
the multi-service access platform category, with a clea

#1 rank in the Caribbean and Latin American market

3 Successful launch of our Gigabit Passive Optical
Network (GPON]) solution and key extensions to our
Ethernet in the First Mile (EFM) product portfolio,

strengthening our integrated product portfolio lead

> A steady stream of new customer wins, from small
independent telcos to thriving competitive local
exchange carricrs in the US, budding alternative
carriers in Europe, and aggressive national incumbent

carriers in several markets outside the US

Y Installation at Saudi Telecom of the industry’s largest
EFM service deployment to date, enabled by more thar,
50,000 lines of Zhone EFM technology

» Over 9% growth for the year in our international
revenues~—and in Q4, international revenues topped
54% of our 1otal for the quarter, evidence of the
dynamic growth we see in telecom markets worldwide,
our focus on those growth markets, and our reduced

exposure to any domestic economic downturn

> Achievement of break-even pro-forma EBITDA in the

fourth quarter, reflecting our ability to grow profirably

2 Divestiture of legacy producr lines to further concen-

trate resources on SLMS products and markets

We move into 2008 with high expectations for another
round of innovative product launches and with enthu-
siasm about increasing demand for our product solu-
tions for converged networks. Given our demonstrated
ability to win deals against the largest access equipmen
providers on the global stage, we believe that we are wel
positioned to capitalize on continued telecom market
growth. I am greatly indebted to you, our long-term

twvestors, for your steadfast support.
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SELECTED FINANCIAL DATA

The following selected financial data has been derived from our consolidated financial statements and
should be read in conjunction with the consolidated financial statements and notes thereto, and with
“Management’s Discussion and Analysis of Financial Condition and Results of Operations.” To date, we have
generated a significant amount of revenue from sales of products obtained through acquisitions, as well as
incurred significant acquisition related charges such as in-process research and development charges as discussed
in Note 2 to the consolidated financial statements and in Management's Discussion and Analysis of Financial
Condition and Results of Operations, During the years ended December 31, 2007, 2006, 2005, 2004 and 2003,
we recorded charges of zero, $113.7 million, $102.1 million, $0.2 million, and zero, respectively, related to the
impairment of acquisition related intangibles and goodwill as discussed in Note 3 to the consolidated financial
statements. In addition, all per share and weighted average share data for 2003 has been restated retroactively to
reflect the effect of the Tellium merger in November 2003. The historical results are not necessarily indicative of
results to be expected for any future period.

As of December 31,
2007 2006 2005 2004 2003
(in thousands, except per share data}

Statement of Operations Data:

I B (3 1 - A D PR $175,448 $ 194344 §$ 151,828 §$ 97,168 § 83,138
Costofrevenue (1) ... . ..o e ciiinnnnns 116,370 131,749 88,958 55,305 51,081
Grossprofit . ....oo i e e 59,078 62,595 62870 41,863 32,057
Operating expenses:
Research and product development (1) .................... 32,720 36,099 27,062 23,791 23,147
Sales and marketing (1) . ........ ... i 33192 38,225 29,756 22,417 15,618
General and administrative (1} ... ... ... ... ... ........ 10,170 14,036 14,534 10,772 6,151
Purchased in-process research and development . ............ — — 1,190 8,631 -
Gainonsaleof fixedassets ...........ccovvveiiinnnnn... (659) — — — —
Gain on sale of intangible assets ......................... (5,000 —_ — — —
Litigation settlement . ............ . 0 et — — —_ — 1,600
Amonization of intangible assets . .., .. ... ... ... ... .. — 2,764 12,452 9,893 7.942
Impairment of intangible assets and goodwill ............... — 113,666 102,106 239 —
Total operating expenses ..................c. i iann- 70423 204,790 187,100 75,743 54,458
Operating 10SS . ... .. u et e e (11,345) (142,195 (124,230) (33,880) (22,401)
TOMETESE EXPENSE . . . oo tee ettt e et (213) (2714 (3357)  (3.991)  (3.944)
INeTeSt INCOME .. ...t e 1,813 2,328 1,433 1,312 400
Other income (Expense), NEL .. ...ttt 37 239 (522) 1,118 992
Lossbeforeincome taxes . ... ... ... ittt (11,708} (142,402) (126,676) (35.441) (24953)
Income tax provision (benefit) . ....... ... ... ... ... ool 394 264 215 205 (7.778)
Net oSS ...ttt i i e e e s (12,102} (142,666) (126,891} (35,646) (17,175
Accretion on preferred stock .. ... ... e — — — — (12,700}
Net loss applicable to holders of common stock ................. 3(12,102) $(142,666) $(126,891) $(35.646) $(29.875)
Basic and diluted net loss per share applicable to holders of common
BOCK L. e $ (008 § (09) $ (1.13) § 042y § (.87
Shares used in per-share calculation ................. ... ... 149,623 148,727 112,004 85,745 15,951
(1) Amounts include stock-based compensation cost as follows:
Costof reVenue .. .............viiieiieeaaiinaannnn, $ 29 § 892 § 153§ 210 § (8%)
Research and product development .. .......... .. ... ... 717 1,632 223 581 652
Salesandmarketing ............ ..o 603 1,380 226 459 (241)
General and administrative ... ... .. ..o o, 1,250 1,601 2,670 356 827
As of December 31,
2007 2006 2005 2004 2003
(in thousands)
Balance Sheet Data;
Cash, cash equivalents and short-term investments .. ............, $50165 $ 64,310 3 71,140 §$ 65216 $ 98,256
Workingeapital ....... ...ttt e 77,496 83,872 102,521 71,789 82,301
B T T 3 223,406 240,182 380,105 325227 274,877
Long-term debt, including current portion . .. .................., 19,405 27,049 29,767 41,313 33,391
Stockholders" equity . ... 149,547 $ 157,604 291,789 $229.784 $186,879




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Overview

We believe that we are the first company dedicated solely to developing the full spectrum of nex:-generation
access network solutions to cost-effectively deliver high bandwidth services while simultaneousty priserving the
investment in today’s networks. Our next-generation solutions are based upon our Single Line Mult Service, or
SLMS, architecture. From its inception, this SLMS architecture was specifically designed for the delivery of
multiple classes of subscriber services (such as voice, data and video distribution), rather than being based on a
particular protocol or media. In other words, our SLMS products are built to support the migration from legacy
circuil to packet technologies and from copper to fiber technotogies. This flexibility and versatility allows our
products to adapt to future technologies while allowing service providers to focus on the delivery of additional
high bandwidth services. Because this SLMS architecture is designed to interoperate with exiuting legacy
equipment, service providers can leverage their existing networks to deliver a combination of voice, data and
video services today, while they migrate, either simultaneously or at a future date, from legacy ejuipment to
next-generation equipment with minimal interruption. We believe that our SLMS solution provides an
evolutionary path for service providers from their existing infrastructures, as well as gives newer service
providers the capability to deploy cost-effective, multi-service networks that can support voice, data :nd video.

Our product offerings fall within two categories: (1) the SLMS product family and (2) legacy, services, and
other. Commencing with the first quarter of 2007, we have reported our optical transport business with our
legacy, services and other product category. We have reclassified prior period balances in order to conform to the
current period’s presentation. We sold our legacy iMarc product line in December 2006, our legacy Access Node
product line in December 2007 and our legacy GigaMux product line in January 2008.

Our global customer base includes regional, national and international telecommunications carriers, as well
as cable service providers. To date, our products are deployed by over 600 network service providers on six
continents worldwide. We believe that we have assembled the employee base, technologicat breadih and market
presence to provide a simple yet comprehensive set of next-generation solutions to the bandwidth bottleneck in
the access network and the other problems encountered by network service providers whea delivering
communications services to subscribers.

Since inception, we have incurred significant operating losses and had an accumulated deficit of
$913.1 million as of December 31, 2007.

Going forward, our key financial objectives include the following:

+ Increasing revenue while continuing to carefully control costs;

«  Continued investments in strategic research and product development activities that will provide the
maximum potential return on investment; and

+  Minimizing consumption of our cash and short-term investments.

Acquisitions

Since inception, we have utilized a strategy of acquisitions to acquire customers, technology and build scale
within the network access markets. As of December 31, 2007, we had completed twelve acquisitions of
complementary companies, products or technologies to supplement our internal growth. To date, we have
generated a significant amount of our revenue from sales of products obtained through acquisitions Some of the
more significant acquisitions have included Paradyne in September 2005, Sorrento Networks Corporation in July
2004, and Tellium Inc. in November 2003.




If we complete additional acquisitions in the future, we could consume cash, incur substantial additional
debt and other liabilities, incur amortization expenses related to acquired intangible assets or incur large write-
offs related to impairment of goodwill and long-lived assets. In addition, future acquisitions may have a
significant impact on our short term results of operations, materially impacting revenues or expenses and making
period to period comparisons of our results of operations less meaningful.

Critical Accounting Policies and Estimates

Management’s discussion and analysis of financial condition and results of operations is based upon our
consolidated financial statements, which have been prepared in accordance with generally accepted accounting
principles in the United States of America. The preparation of these consolidated financial statements requires
management to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue and
expenses, and related disclosure of contingent assets and liabilities. The policies discussed below are considered
by management to be critical because changes in such estimates can materially affect the amount of our reported
net income or loss. For all of these policies, management cautions that actual results may differ materially from
these estimates under different assumptions or conditions.

Revenue Recognition

We recognize revenue when the earnings process is complete. We recognize product revenue upon shipment
of product under contractual terms which transfer title to customers upon shipment, under normal credit terms,
net of estimated sales returns and allowances at the time of shipment. Revenue is deferred if there are significant
post-delivery obligations, if collection is not considered reasonably assured at the time of sale, or if the fees are
not fixed or determinable. When significant post-delivery obligations exist, revenue is deferred uniil such
obligations are fulfilled. Qur arrangements generally do not have any significant post-delivery obligations. We
offer products and services such as support, education and training, hardware upgrades and post-warranty
support. For multiple element revenue arrangements, we establish the fair value of these products and services
based primarily on sales prices when the products and services are sold separately. If fair value cannot be
established for undelivered elements, all of the revenue under the arrangement is deferred until those elements
have been delivered. When collectibility is not reasonably assured, revenue is recognized when cash is collected.
Revenue from education services and support services is recognized over the contract term or as the service is
performed. We make certain sales to product distributors. These customers are given certain privileges to return a
portion of inventory. Return privileges generally allow distributors to return inventory based on a percent of
purchases made within a specific period of time. We recognize revenue on sales to distributors that have
contractual return rights when the products have been sold by the distributors, unless there is sufficient customer
specific sales and sales returns histery to support revenue recognition upon shipment. In those instances when
shipments made to distributors are recognized upon shipment of the products from the factory, we use historical
rates of return from the distributors to provide for estimated product returns in accordance with Statement of
Financial Accounting Standards (“SFAS”) No. 48, Revenue Recognition When Right of Return Exists. We accrue
for warranty costs, sales returns and other allowances ai the time of shipment based on historical experience and
expected future costs.

Allowances for Sales Returns and Doubtful Accounts

We record an allowance for sales returns for estimated future product returns related to current period
product revenue. The allowance for sales returns is recorded as a reduction of revenue and an allowance against
our accounts receivable. We base our allowance for sales returns on periodic assessments of historical trends in
product return rates and current approved returned products. If the actual future returns were to deviate from the
historical data on which the reserve had been established, our future revenue could be adversely affected. We
record an allowance for doubtful accounts for estimated losses resulting from the inability of customers to make
payments for amounts owed to us. The allowance for doubtful accounts is recorded as a charge to general and
administrative expenses. We base our allowance on periodic assessments of our customers’ liquidity and
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financial condition through analysis of information obtained from credit rating agencies, financial statement
reviews and historical collection trends. Additional allowances may be required in the future if the liquidity or
financial condition of our customers deteriorates, resulting in impairment in their ability to make payraents.

Valuation of Long-Lived Assets, Including Goodwill and Other Acquisition-Related Intangible Assets

Our long-lived assets have consisted primarily of goodwill, other acquisition-related intangibl: assets and
property and equipment. We review goodwill for impairment in November of each year, or more {requently if
events or circumstances indicate the carrying value of an asset may not be recoverable in accordance with SFAS
No. 142, Goodwill and Other Intangible Assets (SFAS 142). Such events or circumstances include. but are not
limited to, a significant decrease in the benefits realized from an acquired business, difficulty and delays in
integrating an acquired business, a significant change in the operations of an acquired business, or significant
negative economic trends, such as stock price movements. The provisions of SFAS 142 require that a two-step
impairment test be performed on goodwill. In the first step, we compare the fair value of each reportiag unit to its
carrying value. We have determined that we operate in a single segment with one operating unit. We estimate the
fair value of our reporting unit based on a combination of the market, income and replacement cost approaches.
In the application of the impairment testing, we are required to make estimates of future operating trends and
resulting cash flows and judgments on discount rates and other variables. Actual future results and other assumed
variables could differ from these estimates. If the fair value of the reporting unit exceeds the carrying value,
goodwill is not impaired and we are not required to perform further testing. If the carrying value exceeds the fair
value of the reporting unit, then we must perform the second step of the impairment test in order to determine the
implied fair value of the reporting unit. An impairment loss is recognized to the extent that the carrying amount
exceeds the implied fair value of the reporting unit.

During 2006 and 2005, we determined that indicators of impairment existed, resulting in an impairment
charge to goodwill of $110.5 million and $55.2 million, respectively. Due to uncertain market conditions and
potential changes in our strategy and product portfolio, it is possible that forecasts used to support -ur goodwill
may change in the future, which could result in additional non-cash impairment charges that wotld adversely
affect our results of operations and financial condition. As of December 31, 2007, we had $70.4 million of
goodwill.

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, we
review long-lived assets, including intangible assets subject to amortization and property and eguipment, for
impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not
be fully recoverable based on expected undiscounted cash flows attributable to that asset. Recoverability of assets
to be held and used is measured by a comparison of the carrying amount of an asset to future net Indiscounted
cash flows expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated future
net undiscounted cash flows, an impairment charge is recognized by the amount by which the carryiag amount of
the asset exceeds the fair value of the asset.

During 2006 and 2005, we determined that indicators of impairment related to our intangible assets existed
and an impairment analysis was performed, resulting in an impairment loss to amortizable intangible assets of
$3.2 million and $46.9 million, respectively. As a result of the impairment charges, our amortizable intangible
assets at December 31, 2007 and December 31, 2006 were zero. At December 31, 2007, our other long-lived
assets consisted of $20.8 million of net property and equipment,

Stock-Based Compensation

In the first quarter of 2006, we adopted SFAS No. 123R (revised 2004), Share-Based Payment (SFAS
123R), which requires the measurement and recognition of compensation expense for all share-based payment
awards made to employees and directors based on estimated fair values. We adopted the modified prospective
method of transition under which prior periods are not restated for comparative purposes. We have estimated the
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fair value of stock-based payment awards on the date of grant using the Black Scholes pricing model, which is
affected by our stock price as well as assumptions regarding a number of complex and subjective variables.
These variables include our expected stock price volatility over the term of the awards, actual and projected
employee option exercise behaviors, risk free interest rate and expected dividends. The expected stock price
volatility is based on the weighted average of the historical volatility of our common stock over the most recent
peried commensurate with the estimated expected life of our stock options and historical volatility of our peers
where we lack our own historical information. We base our expected life assumption on our historical experience
and on the terms and conditions of the stock awards we grant to employees. Risk free interest rates reflect the
yield on zero-coupon U.S. Treasury securities. We do not anticipate paying any cash dividends in the foreseeabie
future and therefore use an expected dividend yield of zero.

If factors change, and we employ different assumptions for estimating stock-based compensation expense in
future periods, or if we decide to use a different valuation model, the future periods may differ significantly from
what we have recorded in the current period and could materially affect our operating income, net loss and net
loss per share. We are also required to estimate forfeitures at the time of grant and revise those estimates in
subsequent periods if actual forfeitures differ from those estimates.

Fair value stock-based compensation expense under SFAS 123R for the year ended December 31, 2007
includes compensation expense for share-based payment awards granted prior to, but not yet vested as of
December 31, 2005 based on the grant date fair value estimated in accordance with the pro-forma provisions of
SFAS No. 123, Accounting for Stock-Based Compensation, and compensation expense for the share-based
payment awards granted subsequent to December 31, 2005 based on the grant date fair value estimated in
accordance with the provisions of SFAS 123R. In conjunction with the provisions of SFAS 123R, we changed
our method of attributing the value of stock-based compensation to expense from the accelerated method to the
straight line method. Compensation expense for all employee share-based payment awards granted on or prior to
December 31, 2005 will continue to be recognized using the accelerated method while compensation expense for
all share-based payment awards granted subsequent to December 31, 2005 is recognized using the straight line
method.

Prior to the adoption of SFAS 123R, we recognized compensation cost for stock options issued or assumed
through acquisitions, based on the intrinsic value, which represents the difference between the exercise price of
each stock option granted or assumed and the fair market value of the underlying common stock at the grant date
or consummation date of the business combination. The resulting deferred stock compensation was amortized
over the vesting periods of the applicable options. See Note 6 to the consolidated financial statements for further
information. In addition, we have reclassified prior years stock based compensation expense to the assoctated
operating expense line items in the consolidated statements of operations in order to conform to the current year
presentation.

In addition, stock-based compensation expense was recorded for options issued to non-employees. These
options are generally immediately exercisable and expire seven to ten years from the date of grant. We value
non-employee options using the Black Scholes model. Non-employee options subject to vesting are valued as
they become vested.

Inventories

Inventories are stated at the lower of cost or market, with cost being determined using the first-in, first-out
(FIFO) method. In assessing the net realizable value of inventories, we are required to make judgments as to
future demand requirements and compare these with the current or committed inventory levels. Once inventory
has been written down to its estimated net realizable value, its carrying value cannot be increased due to
subsequent changes in demand forecasts. To the extent that a severe decline in forecasted demand occurs, or we
experience a higher incidence of inventory obsolescence due to rapidly changing technology and customer
requirements, we may incur significant charges for excess inventory.
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Operating Lease Liabilities

As a result of our acquisition of Paradyne in September 2005, we assumed certain lease liabilities for
facilities in Largo, Florida. In accordance with Emerging Issues Task Force Issue No. 95-3, Recognition of
Liabilities in Connection with a Purchase Business Combination (EITF 95-3), we accrued a liability for the
excess portion of these facilities. The computation of the estimated liability includes a number of essumptions
and subjective variables. These variables include the level and timing of future sublease income, amount of
contractual variable costs, future market rental rates, discount rate, and other estimated expenses. If
circumstances change, and we employ different assumptions in future periods, the lease liability may differ
significantly from what we have recorded in the current period and could materially affect our net loss and net
loss per share.

RESULTS OF OPERATIONS
We list in the tables below the historical consolidated statement of operations as a percentage of revenue for
the periods indicated.

Year Ended December 31,
2007 2006 2005

B[ B C=a'2=) 1111 = N O R 100% 100% 100%
L0 B0 1)1 L= R GO P _66% (8% 59%
Gross Profit .. ..ottt it e 34% 2% 4l T
Operaling expenses:
Research and product development ........... .. ..o 19%  19% 18%
Sales and markeling .. ...... ... s 19% 0% 20%
General and administrative ... ... ... ittt i e 6% 7% 9%
Purchased in-process research and development ... ............. ...l 0% 0% 1%
Gainonsale of fiXed a886L8 . ...ttt i it e e e 0% 0% 0%
Gain on sale of intangible assets ............. ool i (3)% 0% 0%
Amortization of intangible assets . .. ... ... i e 0% 1% 8%
Impairment of intangible assets and goodwill ............... ... ..o _Q% 58% _6_7 %
Total OPEraling SXPEMNSES ... ov'uvuuitreeraneers s raereeaannnen. 41%  105% 123%
Operaling 1058 . ..ottt e (M% (3% (82)%
o) = o = 1= S MW% ‘1% (2)%
1 A= AN 11578 o 1 1= 1S 1% 1% 1%
Other income (EXPENSE), NEL . . ...\ttt iii i e n e aans 0% _Q% _(1 Y%
Loss Before iNCOmIE taXES . . v\ v v oottt e ittt e e, (% (3% 4%
INCOme tAX PLOVISION . .. ...ttt iiiiie e e e nnns 0% _Q% 0%
IO LSS & o o oot et e e e e e e e e ﬁ)% L’E)% @)%
2007 COMPARED WITH 2006
Revenue

Information about our revenue for products and services for 2007 and 2006 is summarized below (in
millions): ‘

%
2007 2006 Decrease change
Products . ..o e e $164.6  $i819 $(17.3) (10)%
S BIVICES vttt it i et e e 10.8 12.4 {1.6) {13)%

$1754 %1943  $(18.9) (10)%




Information about our revenue for North America and International markets for 2007 and 2006 is
summarized below (in millions):

Increase %
2007 2006 {Decrease) change

Revenue by geography:
United States .. . ... $ 794 $105.1 $25.7 (24)%
Canada ....... ... .. .. ... i 10.5 10.6 . (H%
Total North America .. ..................... 89.9 115.7 (25.8) 22)%
Latin America ..............ccovin... e 37.8 25.2 12.6 50%
Europe, Middle East, Africa .. ............ ... ... 422 454 (32 (Y%
AsiaPacific ........ ... . .o i 55 8.0 (2.5) 3%
Total International . ....................... 85.5 78.6 6.9 9%
Total ... $1754 $1943 $(18.9) (10)%

Information about our revenue by product line for 2007 and 2006 is summarized below (in millions):

Increase %
2007 2006 {Decrease) change
SLMS e e $123.2 81182 $ 50 4%
Legacy, service, andother .......................... 522 76.1 239 3%

$175.4  $194.3 $(18.9) (10Y%

Total revenue decreased 10% or $18.9 million to $175.4 million for 2007 compared to $194.3 million for
2006. The decrease in total revenue was due to decreased demand for our legacy, service and other products
compared Lo the prior year, particularly in the domestic region. Additionally, a reduction in customers’ capital
expenditure spending contributed to the overall decrease in revenue.

Product revenue accounted for the majority of the total decrease in revenue. In 2007, product revenue
decreased 10% or $17.3 million and service revenue decreased 13% or $1.6 million compared to 2006. Service
revenue represents revenue from maintenance and other services associated with product shipments.

International revenue increased 9% or $6.9 million to $85.5 million in 2007 and represented 49% of total
revenue compared with 40% in 2006, The increase in international revenue represents the increasing opportunity
for our next-generation products in both existing and new network deployments among emerging international
carriers in Latin America. While we have experienced growth in international markets, we continue to encounter
price-focused competitors and we anticipate this will continue as we pursue these markets.

By product family, revenue for our SLMS product family increased $5.0 million or 4% in 2007 compared to
2006 due to increased adoption of IPTV, VolP and broadband services, creating increased demand for our SLMS
products, particularly in international territories. Revenue for our legacy products and services decreased
$23.9 million or 31% in 2007 as compared to 2006, supporting the growing shift from legacy technologies to our
growing SLMS business. Additionally, we continue to divest non-strategic legacy products in order to focus our
efforts on our SLMS product family. For example, during January 2008, we sold cur GigaMux legacy product
line, during the fourth quarter of 2007, we sold our AccessNode legacy product line, and in 2006, we divested
our iMarc legacy product line. The decrease in legacy product revenue was driven by the sale of the iMarc
product line at the end of 2006 and expected migration of legacy products to next generation solutions. We
anticipate that the product mix will continue to shift toward next generation products within the SLMS product
family.




While no customer accounted for 10% or more of net revenue in 2007, 2006 or 2005, we anticipate that our
results of operations in any given period may depend to a large extent on sales to a small number of large
accounts. As a result, our revenue for any quarter may be subject to significant volatility based upon changes in
orders from one or a small number of key customers.

Cost of Revenue and Gross Profit

Total cost of revenue, including stock-based compensation, decreased $15.3 million, or 12% to
$116.4 million for 2007, compared to $131.7 million for 2006. Total cost of revenue was 66% of :evenue for
2007, compared to 68% of revenue for 2006. The decrease in cost of revenue for 2007 compared t» 2006 was
primarily due to a significantly decreased obsolescence provision for legacy products. As compared 10 2006, the
2007 provision for obsolescence decreased by $7.1 million. In addition, gains of $4.6 million relatec. to the sale
of the Access Node and iMarc product lines during 2007 further reduced cost of revenue as compared to the prior
year. Finally, personnel related costs for 2007 decreased over 2006 by $3.3 million due to the operating leverage
on fixed manufacturing costs as a result of the consolidation of our manufacturing operations into one facility.

In December 2006, we entered into an agreement to sell inventory and certain assets related t) our iMarc
legacy product line to a third party. The sale of the iMarc product line was not treated as a discontinued operation
since it did not represent a component of our company that had operations and cash flows that were clearly
distinguishable, operationally and for financial reporting purposes, from the rest of the entity. Upon performance
of certain obligations and delivery of assets in the first quarter of 2007, we recognized a gain of $1.8 million that
was recorded in cost of revenue. Upon sale of the remaining iMarc inventory during the second quater of 2007,
we recognized an additional gain to cost of revenue of $1.1 million related to the sale of the legacy iMarc product
line.

In December 2007, we sold inventory and certain assets related to our Access Node legacy product line to a
third party. The sale of the Access Node product line was not treated as a discontinued operation since it did not
represent a component of our company that had operations and cash flows that were clearly distinguishable,
operationally and for financial reporting purposes, from the rest of the entity. Upon sale of the Access Node
inventory, we recognized a gain of $1.7 million that was recorded in cost of revenue. Additional gain may be
recorded in the furure contingent upon attainment of certain earnout provisions.

We expect that in the future, our cost of revenue will also vary as a percentage of net revenue depending on
the mix and average selling prices of products sold in the future. In addition, competitive and economic pressures
could cause us to reduce our prices, adjust the carrying values of our inventory, or record inventory charges
relating to discontinued products and excess or obsolete inventory.

Research and Product Development Expenses

Research and product development expenses decreased 9% or $3.4 million to $32.7 million for 2007
compared to $36.1 million for 2006. The decrease was primarily due to approximately $1 4 million in
non-recurring specific new product development efforts expended during 2006. We intend to continue to invest
in research and product development to attain our strategic product development objectives, whle seeking to
manage the associated costs through expense controls. Additionally, for the year ended December 31, 2007,
approximately $0.7 million of stock-based compensation expense was included in research and product
development expenses, compared to $1.6 million during the year ended December 31, 2006. The decrease was
primarily due to the decline in stock price as well as reduced volatility rate assumptions, increas::d forfeitures,
and the decline in interest rates.

Sales and Marketing Expenses

Sales and marketing expenses decreased 13% or $5.0 million to $33.2 million for 2007 compared to
$38.2 million in 2006. The decrease was primarily attributable to reduced personnel related costs of $1.2 million
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from lower headcount as we realigned our resources to focus on emerging markets, and reduced demonstration
and trade show expenses of $1.8 million. Additionally, for the year ended December 31, 2007, approximately
$0.6 million of stock-based compensation expense was included in sales and marketing expenses, compared to
$1.4 million during the year ended December 31, 2006. The decrease was primarily due to the decline in stock
price as well as reduced volatility rate assumptions, increased forfeitures, and the decline in interest rates.

General and Administrative Expenses

General and administrative expenses decreased 27% or $3.8 million to $10.2 million for 2007 compared to
$14.0 million for 2006. The decrease was primarily due to the reversal of certain contingent liabilities of $1.1
million in the third quarter of 2007, reduced accounting and legal fees of $1.4 million over the prior year, the
reversal of certain liabilities of $0.4 million in the first quarter of 2007, and a $1.5 million favorable legal
settlement in the second quarter of 2007, offset by a $0.5 million accrual for acquired lease liabilities during the
third guarter of 2007. Additionally, for the year ended December 31, 2007, approximately $1.3 million of stock-
based compensation expense was included in general and administrative expenses, compared to $1.6 million
during the year ended December 31, 2006. The decrease was primarily due to the decline in stock price as well as
reduced volatility rate assumptions, increased forfeitures, and the decline in interest rates,

Gain on sale of fixed assets

Gain on sale of fixed assets increased from zero in 2006 to $0.7 million in 2007. The gain in 2007 was
primarily attributable to the sale of fixed assets associated with our sale of the Access Node legacy product line
in December 2007,

Gain on sale of intangible assets

Gain on sale of intangible assets increased from zero in 2006 to $5.0 million in 2007. The gain in 2007 was
attributable to the sale of non-strategic legacy patents originally acquired from Paradyne.

Amortization of Intangible Assets

There was no amortization of intangible assets for 2007 compared to $2.8 million for 2006 because the
intangible assets were fully amortized as of December 31, 2006.

Impairment of Intangible Assets and Goodwill

We review goodwill and other long-lived assets, including intangible assets, for impairment annually or
whenever events or changes in circumstances indicate that the carrying value of an asset may not be recoverable.
During the third quarter of 2006, we determined that indicators of impairment existed as we experienced an
adverse change in our business as evidenced by a decline in our projected revenue due to technology transition
issues with our largest international customers, and a resulting decline in our market capitalization. We
performed an impairment analysis which resulted in a non-cash goodwill impairment charge of $110.5 million as
the fair value of our reporting unit was less than book value. See Note 3 to the consolidated financial statements
for further detail. We also recorded a non-cash impairment charge for other intangible assets of $3.2 million,
which represented the amount by which the carrying value of the intangible assets exceeded the fair value. No
impairment of goodwill or intangible assets was recorded in 2007.

Interest Expense

Interest expense for 2007 decreased by $0.6 million to $2.2 million compared to 2006 due primarily to a
decrease in the outstanding debt balances.
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Interest Income

Interest income for 2007 decreased by $0.5 million to $1.8 million compared to 2006 due to lower average
balances of cash and short-term investments.

Other Income, Net

Other income for 2007 decreased by $0.2 million to $0.04 million compared to $0.2 million for 2006. The
decrease was primarily due to foreign exchange losses of $0.1 million on foreign currencies in the current year
compared to exchange gains of $0.2 million in the prior year. We transact business in various forein countries
and are exposed to currency exchange rate risk associated with foreign currency denominated assets and
liabilities, primarily intercompany receivables and payables.

Income Tax Provision

During the years ended December 31, 2007 and 2006, we recorded an income tax provision of $0.4 million
and $0.3 million, respectively, related to foreign and state taxes. No material provision or benefit for income
taxes was recorded, due to our recurring operating losses and the significant uncertainty regarding the realization
of our net deferred tax assets, against which we have continued to record a full valuation allowance.

2006 COMPARED WITH 2005
Revenue

Information about our revenue for products and services for 2006 and 2005 is summarized below (in
millions):

%
2006 2005 Increase  change
Products .. ...t it s $181.9 $139.7  $42.2 30%
SEIVICES .. ittt et et e 12.4 12.1 03 2%

$1943  $151.8  $42.5 28%

Information about our revenue for North America and International markets for 2006 and 2005 is
sumsnarized below (in millions):

Increase %
2006 2005 (Decrease) change
Revenue by geography:

United SEAES « .\ o v ot et $105.1 § 869 $18.2 21%
Canada .. ... e 10.6 12.6 (2.0) (16)%
Total North America...........oiuvvnennn.. 115.7 99.5 16.2 16%

Latin AMETICA . ..o ot e e e it ine e 252 8.7 16.5 190%
Europe, Middle East, Africa . .................... 45.4 31.5 7.9 21%
AstaPacific ... ... .. . e 8.0 6.} 1.9 31%
Total International .............. ... ....... 78.6 52.3 26.3 50%

B 11 71 U $1943 §$151.8 $42.5 28%

13




Information about our revenue by product line for 2006 and 2005 is summarized below (in millions):

Increase %o
2006 2005 (Decrease) change
SLMS e $1182 3 669 $51.3 T7%
Legacy, service,andother .. ..... ... .. .. .. ....... 76.1 84.9 (8.8) (10)%
$1943  §$I151.8 $42.5 28%

Total revenue increased 28% or $42.5 million to $194.3 million for 2006 compared to $151.8 million for
2005. The increase in total revenue was due to incremental revenue from the acquisition of Paradyne in
September 2005, offset by lower sales of our legacy, service and other products. Additionally, we experienced
increased demand for our SLLMS products compared to the prior year, particularly in the international territories.

In 2006, product revenue increased 30% or $42.2 million and service revenue remained consistent with an
increase of 2% or $0.3 million compared to 2005. Service revenue represents revenue from maintenance and
other services associated with product shipments. The increase in both product and service revenue was due to
incremental revenue from the Paradyne acquisition and increased demand for our SLMS products,

International revenue increased 50% or $26.3 million to $78.6 miliion in 2006 and represented 40% of total
revenue compared with 34% in 2005. The significant increase in international revenue represents the increasing
opportunity for our next-generation products in both existing and new network deployments among emerging
international carriers in the Middle East and Latin America, as well as incremental revenue from Paradyne
products.

By product family, revenue for our SLMS product family increased $51.3 million or 77% in 2006 compared
to 2005 due to the incremental revenue associated with Paradyne’s broadband preducts. Revenue also increased
due to increased adoption of IPTV, VoIP and broadband services, creating increased demand for our SLMS
products, particularly in international territories. Revenue for our legacy products and services decreased
$8.8 million or 10% in 2006, supporting the growing shift from legacy technologies to our growing SLMS
business. Additionally, we continue to divest non-strategic legacy products in order to focus our efforts on our
SLMS product family. For example, during the fourth quarter of 2006, we entered into an agreement to divest our
iMarc legacy product line, and in 2005, we divested our Meret, Sechtor, Arca Dacs and eLuminant legacy
products. The decrease in legacy products was partially offset by incremental revenue from Paradyne service and
narrowband products acquired in September 2005.

Cost of Revenue and Gross Profit

Total cost of revenue, including stock-based compensation, increased 3$42.8 million, or 48% to
$131.7 million for 2006, compared to $89.0 million for 2005. Total cost of revenue was 68% of revenue for
2006, compared to 59% of revenue for 2005. The increase in cost of revenue for 2006 compared to 2005
primarily relates to the increase in revenue from the acquisition of Paradyne in September 2005. The increase in
cost of revenue for 2006 compared to 2005 also includes a $7.2 million write off of inventory related to reduced
demand of legacy products during the second quarter of 2006 and additional stock-based compensation of $0.7
million related to the implementation of SFAS 123R in January 2006. In addition, 2005 included a net benefit of
approximately $2.8 million related to several infrequent transactions, including a benefit related to the sale of
non-strategic products and a favorable settlement with a contract manufacturer, offset by charges for
discontinued inventory resulting from integration efforts related to the Paradyne acquisition and other charges
related to vendor and customer claims. Overall, gross profit also decreased due to the lack of operating leverage
on fixed manufacturing costs at lower than anticipated revenue levels as well as lower pricing for strategic
international customers.
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Research and Product Development Expenses

Research and product development expenses increased 33% or $9.0 million to $36.1 millioa for 2006
compared to $27.1 million for 2005. The increase was primarily due to increased investment in research and
development and personnel related costs to support development enhancements to our existing products and our
new next generation technologies, as well as development support for our acquired technologies. Additionally,
for the year ended December 31, 2006, approximately $1.6 million of stock-based cOompensation e<pense was
included in research and product development expenses, compared to only $0.2 million during the year ended
December 31, 2005, primarily due to the implementation of SFAS 123R in January 2006.

Sales and Marketing Expenses

Sales and marketing expenses increased 28% or $8.4 million to $38.2 million for 2006 compared to
$29.8 million in 2005. The increase was primarily attributable to higher personnel related costs of $3.3 million to
support revenue growth, particularly in the international territories, as well as increased spending on trade shows,
travel and other marketing related promotions of $1.8 million. Additionally, for the year ended December 31,
2006, approximately $1.4 million of stock-based compensation expense was included in sales and marketing
expenses, compared to only $0.2 million during the year ended December 31, 2005, primarily due to the
implementation of SFAS 123R in January 2006.

General and Administrative Expenses

General and administrative expenses decreased 3% or $0.5 million to $14.0 million for 2006 zompared to
$14.5 million for 2005. The decrease was primarily due to non recurring charges of $1.5 million associated with
the Paradyne acquisition in the prior year offset by increased costs to support a larger organization is a result of
the Paradyne acquisition and higher bad debt of $0.9 million associated with a customer bankruptcy in the first
quarter of 2006. Additionally, for the year ended December 31, 2006, approximately $1.6 million of stock-based
compensation expense was included in general and administrative expenses primarily due to the imnlementation
of SFAS 123R, compared to $2.7 million during the year ended December 31, 2005, related to optioas granted to
non-employees for services received in conjunction with the Paradyne acquisition.

Purchased In-Process Research and Development

In 2005, we recorded purchased in-process research and development charges of $1.2 million relating to the
acquisition of Paradyne because technological feasibility for certain research and development efforts by
Paradyne had not been established and no future alternative uses for these research and development efforts
existed.

Amertization of Intangible Assets

Amortization of intangible assets decreased $9.7 million to $2.8 million for 2006 compared to $12.5 million
for 2005. The decrease was primarily due to the impairment of intangibles in the third quarter of 2006 and the
fourth quarter of 2005 as well as the sale of patents in the second quarter of 2006.

Impairment of Intangible Assets and Goodwill

We review goodwill and other long-lived assets, including intangible assets, for impairment annually or
whenever events or changes in circumstances indicate that the carrying value of an asset may not bz recoverable.
During the third quarter of 2006, we determined that indicators of impairment existed as we experienced an
adverse change in our business as evidenced by a decline in our projected revenue due to technology transition
issues with our largest international customers, and a resulting decline in our market capitalization. We
performed an impairment analysis which resulted in a non-cash goodwill impairment charge of $110.5 million as
the fair value of our reporting unit was less than book value. See Note 3 to the consolidated financial statements
for further detail. We also recorded a non-cash impairment charge for other intangible assets of $3.2 million,
which represented the amount by which the carrying value of the intangible assets exceeded the fair value.
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The impairment charge in 2005 related to the impairment of goodwill of $55.2 million and acquired
intangibles of $46.9 million. The primary circumstance leading to the impairment of intangibles was a decline in
our projected future cash flows associated with technology and other intangibles acquired from our prior
acguisitions. The impairment reflects a more rapid decline in projected revenue from certain legacy products than
previously anticipated as customers transition to next generation products.

Interest Expense

Interest expense for 2006 decreased by $0.6 million to $2.8 million compared to 2005 due primarily to a
decrease in the outstanding debt balances.

Interest Income

Interest income for 2006 increased by $0.2 million to $2.3 million due o higher average balances of cash
and short-term investments.

Other Income (Expense), Net

Other income was $0.2 million for 2006 compared to other expense of $0.5 million for 2005. The change
was primarily due to exchange gains on foreign currencies in the current year compared to exchange losses in the
prior year. We transact business in various foreign countries and are exposed to currency exchange rate risk
associated with foreign currency denominated assets and liabilities, primarily intercompany receivables and
payables.

Income Tax Provision

During the years ended December 31, 2006 and 2005, we recorded an income tax provision of $0.3 million
and $0.2 million, respectively, related to foreign and state taxes. No deferred tax benefit was recorded due to our
operating losses and net operating loss carryforwards. Due to the significant uncertainty regarding the realization
of our net deferred tax assets, a full valuation allowance was recorded.

LIQUIDITY AND CAPITAL RESOURCES

QOur operations are financed through a combination of our existing cash, cash equivalents and investments,
available credit facilities, and sales of equity and debt instruments, based on our operating requirements and
market conditions.

At December 31, 2007, cash, cash equivalents and short-term investments were $50.2 million compared to
$64.3 million at December 31, 2006. Total debt was $34.4 million at December 31, 2007 as compared to
$41.5 million at December 31, 2006, The decrease in cash and cash equivalents of $9.2 million was attributable
to net cash used in operating and financing activities of $14.8 million and $6.5 million, respectively, offset by net
cash provided by investing activities of $11.6 million and changes in exchange rate of $0.5 million.

Operating Activities

For fiscal year 2007, net cash used in operating activities consisted of the net loss of $12.1 million, adjusted
for non-cash charges totaling $8.4 million, and offset by a gain on sale of assets of $5.7 million and increases in
net operating assets totaling $5.4 million. The most significant components of the increases in net operating
assets in 2007 were an increase in accounts receivable of $4.7 million and a decrease in accrued and other
liabilities of $4.0 million, offset by an increase in accounts payable of $2.4 million.

For fiscal year 2006, net cash used in operating activities consisted of the net loss of $142.7 million,
adjusted for non-cash charges totaling $130.4 million and changes in operating assets and liabilities totaling $3.9
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million. The most significant components of the changes in operating assets and liabilities in 2006 were a
decrease in accrued expenses of $5.2 million and an increase in accounts receivable of $3.1 million, offset by a
decrease in inventories of $3.3 million.

Investing Activities

For fiscal year 2007, net cash provided by investing activities consisted primarily of cash acquiced through
the net sale of short-term investments of $5.4 million and proceeds from the sale of assets of $7.3 million, offset
by capital equipment purchases of $1.4 million,

For fiscal year 2006, net cash provided by investing activities consisted primarily of cash acquired through
the net sale of short-term investments of $2.2 million and proceeds from the sale of patents and marketable
securities of $10.7 million, offset by capital equipment purchases of $2.0 million.

Financing Activities

For fiscal year 2007, net cash used in financing activities consisted primarily of repayment of debt of $7.6
million, partially offset by proceeds from the issuance of common stock of $0.7 million and borrowings under
credit facilities of $0.5 million.

For fiscal year 2006, net cash provided by financing activities included proceeds from the issuance of
common stock of $2.3 million and proceeds from the repayment of officer loans of $0.6 million, offset by the
repayment of debt of $2.7 million primarily associated with a voluntary repayment of $1.5 million >f debenture
debt, $0.9 million repayment of a note payable and $0.3 million of other principal debt payments on our secured
real estate loan.

Cash Management

Qur primary source of liquidity comes from our cash and cash equivalents and short-term investments,
which totaled $50.2 million at December 31, 2007, and our $25.0 million revolving line of credit and letter of
credit facility, and an accounts receivable purchase facility with Silicon Valley Bank, or the SVB Facilities.

Our short-term investments are classified as available-for-sale and consist of securities that are readily
convertible to cash, including centificates of deposits, commercial paper and government securities, with original
maturities at the date of acquisition ranging from 90 days to one year. Al current revenue levels, “ve anticipate
that some portion of our existing cash and cash equivalents and short-term investments will ccntinue to be
consumed by operations.

Under the SVB Facilities, we have the option of borrowing funds at agreed upon rates of interest, so long as
the aggregate amount of outstanding borrowings does not exceed $25.0 million. In addition, we may sell specific
accounts receivables to Silicon Valley Bank, on a non recourse basis, at agreed upon discounts to the face
amount of those accounts receivables, so long as the aggregate amount of outstanding accounts reczivables does
not exceed $10.0 million. The SVB Facilities are renewed on an annual basis, and are currently scheduled to
expire in March 2009. There can be no assurance that Silicon Valley Bank will agree to any future renewal of the
SVB Facilities.

Under these facilities, $15.0 million was outstanding at December 31, 2007, and an additional $6.5 million
was committed as security for various letters of credit. The amounts borrowed under the revolving credit facility
bear interest, payable monthly, at a floating rate that, at our option, is either (1) Silicon Valley Bank’s prime rate,
or (2) the sum of the LIBOR rate plus 2.9%; provided that in either case, the minimum interest rate: is 4.0%. The
interest rate was 7.25% at December 31, 2007.
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Qur obligations under the SVB Facilities are secured by substantially all of our personal property assets and
those of our subsidiaries, including our intellectual property. The SVB Facilities contain certain financial
covenants, and customary affirmative covenants and negative covenants. If we do not comply with the various
covenants and other requirements under the SVB Facilities, Silicon Valley Bank is entitled to, among other
things, require the immediate repayment of all outstanding amounts and sell our assets to satisfy the obligations
under the SVB Facilities. As of December 31, 2007, we were in compliance with these covenants,

Future Requirements and Funding Sources

Our fixed commitments for cash expenditures consist primarily of payments under operating leascs,
inventory purchase commitments, and payments of principal and interest for debt obligations. As a result of the
Paradyne acquisition in 2005, we assumed a lease commitment for facilities in Largo, Florida. The term of the
lease expires in June 2012 and had an estimated remaining obligation of approximately $21.7 million as of
December 31, 2007. We intend to continue to occupy only a portion of these facilities and are evaluating our
options to exit the excess portion of the lease. We have recorded a liability of $3.7 million as of December 31,
2007 in accordance with Emerging Issues Task Force Issue No. 95-3, Recognition of Liabilities in Connection
with a Purchase Business Combination (EITF 95-3), which we believe is adequate to cover costs incurred to exit
the excess portion of these facilities.

As a result of the financial demands of major network deployments and the difficulty in accessing capital
markets, network service providers continue to request financing assistance from their suppliers, From time to
time, we may provide or commit to extend credit or credit support to our customers. This financing may include
extending credit to customers. Depending upon market conditions, we may seek to factor these arrangements to
financial institutions and investors to reduce the amount of our financial commitments associated with such
arrangements. For example, during the year ended December 31, 2007, we sold $2.0 million of customer trade
receivables to financial institutions on a non-recourse basis in exchange for cash. The sale of the receivables did
not represent a securitization, and there was ne continuing involvement or interests in the receivables by us after
the sale. Qur ability to provide customer financing is limited and depends upon a number of factors, including
our capital structure, the level of our avatlable credit and our ability to factor commitments to third parties. Any
extension of financing to our customers will limit the capital that we have available for other uses. As of
December 31, 2007, we did not have any significant customer financing commitments,

In March 2004, we filed a Form S-3 Registration Statement which allows vs to sell, from time to time, up to
$100 million of our common stock or other securities. Although we may use this multi-purpose shelf registration
to raise additional capital, there can be no certainty as to when or if we may offer any securities under the shelf
registration or what the terms of any such offering would be.

Our accounts receivable, while not considered a primary source of liquidity, represents a concentration of
credit risk because a significant portion of the accounts receivable balance at any point in time typically consists
of a relatively small number of customer account balances. As of December 31, 2007, no customers accounted
for more than 10% of accounts receivable, and receivables from customers in territories outside of the United
States of America represented 63% of accounts receivable. We do not currently have any material commitments
for capital expenditures, or any other malerial commitments aside from operating leases for our facilities,
inventory purchase commitments and debt.

We expect that operating losses and negative cash flows from operations will continue for at least the next
year. Based on our current plans and business conditions, we believe that our existing cash, cash equivalents and
short-term investments and available credit facilities will be sufficient to satisfy our anticipated cash
requirements for the foreseeable future. For example, we generated additional cash through the sale of our
GigaMux legacy product line during January 2008. However, we may require additional funds if our revenues or
expenses fail to meet our current projeciions or 1© support other purposes and we may need to raise additional
funds through debt or equity financing or from other sources. There can be no assurances that additional funding
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will be available at all, or that if available, such financing will be obtainable on terms favorable to us, If we were
to raise funds through the issuance of debt securities or other debt financing, the terms of such debt may include
covenants, restrictions and financial ratios that may restrict our ability to operate our business. If we are unable to
obtain additional capital or are required to obtain additional capital on terms that are not favorable to us, we may
be required to reduce the scope of our planned product development and sales and marketing efforts.

Contractual Commitments and Off-Balance Sheet Arrangements

At December 31, 2007, our estimated future contractual commitments by fiscal year were as follows (in

thousands):
2012
Total 2008 2009 2010 PN | and beyond
Operating leases ........ocoeviioaiinnnnnen $22,880 S 4,874 $4,597 $4,478 $ 4478  $4.453
Lineoferedit ..........covviiiiiiiiinnonn. 15,000 15,000 — — — —
Dbt i e 19,405 265 349 350 18,441 —
Inventory purchase commitments ............. 14 14 — —_— — —
Total ...t $57,299 $20,153 $4,946 $4,828 $22,919  $4,453

Operating Leases

The operating lease amounts shown above represent primarily off-balance sheet arrangements, For operating
lease commitments, a liability is generally not recorded on our balance sheet unless the facility represents an
excess facility for which an estimate of the facility exit costs has been recorded on our balanc: sheet. For
operating leases that include contractual commitments for operating expenses and maintenance, estimates of such
amounts are included based on current rates. Payments made under operating leases will be treated as rent
expense for the facilities currently being utilized. Of the total $22.9 million operating lease amount, $3.7 million
has been recorded as a liability on our balance sheet as of December 31, 2007.

Line of Credit and Debt

The debt and line of credit obligations have been recorded as liabilities on our balance shest. The debt
obligation amounts shown above represent the scheduled principal repayments, but not the associated interest
payments which may vary based on changes in market interest rates. At December 31, 2007, the inferest rate on
our outstanding debt obligations ranged from 7.25% to 8.1%.

As of December 31, 2007, we had $15.0 million outstanding under our line of credit and «n additional
$6.5 million committed as security for various letters of credit, as discussed in Note 5 to the consolidated
financial statements.

Inventory Purchase Commitments

Inventory purchase commitments represent the amount of excess inventory purchase commitments that have
been recorded as a liability on cur balance sheet at December 31, 2007.

Recent Accounting Pronouncements
SFAS 157 — Fair Value Measurements

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (SFAS 157) which defines
fair value, establishes guidelines for measuring fair value and expands disclosures regarding fair value
measurements. SFAS 157 does not require any new fair value measurements but rather eliminates inzonsistencies
in guidance found in various prior accounting pronouncements. SFAS 157 is effective for fiscal years beginning
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after November 15, 2007 for financial assets and liabilities and for fiscal years beginning after November 15,
2008 for non-financial assets and liabilities. Earlier adoption is permitted, provided we have not yet issued
financial statements, including for interim pertods, for that fiscal year. We will be required to adopt SFAS 157 in
our 2008 fiscal year for financial assets and liabilities and in our 2009 fiscal year for non-financial assets and
liabilitics. We are currently evaluating the impact of SFAS 157, but do not expect the adoption of SFAS 157 to
have a material impact on our consolidated financial statements.

FIN 48 — Accounting for Uncertainty in Income Taxes

In July 2006, the FASB issued Financial Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—an interpretation of FASB Statement No. 102 (FIN 48), which is a change in accounting for income taxes.
FIN 48 specifies how tax benefits for uncertain tax positions are to be recognized, measured, and derecognized in
financial statements; requires certain disclosures of uncertain tax matters; specifies how reserves for uncertain
tax positions should be classified on the balance sheet; and provides transition and interim peried guidance,
among other provisions. We were required to adopt FIN 48 in fiscal year 2007. The adoption of FIN 48 did not
have a material impact on our consolidated financial statements.

SFAS 159 — Fair Value Option for Financial Assets and Financial Liabilities

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (SFAS 159). SFAS 159 permits companies to choose to measure certain financial
instruments and certain other items at fair value. The standard requires that unrealized gains and losses on items
for which the fair value option has been elected be reported in earnings. SFAS 159 is effective for us beginning
in the first quarter of fiscal year 2008, although earlier adoption is permitted. We are currently evaluating the
impact, if any, that the adoption of SFAS 159 will have on our consolidated financial statements.

SFAS 141R - Business Combinations

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations (SFAS 141R),
which replaces SFAS No. 141. SFAS 141R establishes principles and requirements for how an acquirer
recognizes and measures in its financial statements the identifiable assets acquired, the liabilities assumed, any
non controlling interest in the acquiree and the goodwill acquired. The Statement also establishes disclosure
requirements which will enable users to evaluate the nature and financial effects of the business combination.
SFAS 141R is effective for fiscal years beginning after December 15, 2008. We will be required to adopt SFAS
141R in our 2009 fiscal year. We are currently evaluating the impact, if any, that the adoption of SFAS 141R will
have on our consolidated financial statements.
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RISK FACTORS

Forward-looking Statements

This Annual Report, including “Management’s Discussion and Analysis of Financial Condition and Results
of Operations,” contains forward-looking statements regarding future events and our future resilts that are
subject to the safe harbors created under the Securities Act of 1933 and the Securities Exchange Act of 1934.
These statemenis are based on current expectations, estimates, forecasts and projections about the industries in
which we operate and the beliefs and assumptions of our management. We use words such as “anticipate,”
“believe,” “‘continue,” “could,” “estimate,” “expect,” “goal,” “intend,” “may,” “plan, projezt,” “seek.”
“should,” “target,” “will,” “would,” variations of such words and similar expressions to identify forward-looking
statements. In addition, statements that refer to projections of earnings, revenue, costs or other finuncial items;
anticipated growth and trends in our business or key markets; future growth and revenues from our Single Line
Multi-Service (SLMS) products; future economic conditions and performance; anticipated performance of
products or services; plans, objectives and strategies for future operations; and other characterizations of future
events or circumstances, are forward-looking statements. Readers are cautioned that these forvsard-looking
statements are only predictions and are subject to risks, uncertainties and assumptions that are difficilt to predict,
including those identified in this section entitled “Risk Factors,” elsewhere in this report and in our most recent
reports on Forms 10-K, 10-Q and 8-K filed with the SEC. Therefore, actual results may differ materially and
adversely from those expressed in any forward-looking statements. We undertake no obligation to revise or
update any forward-looking statements for any reason.

LYY LI LLITY LI LIt

Our future operating results are difficult to predict and our stock price may continue to be volatile.

As a result of a variety of factors discussed in our Annual Report on Form 10-K for the: year ended
December 31, 2007, our revenues for a particular quarter are difficult to predict. Our revenue and operating
results may vary significantly from quarter to quarter due to a number of factors, many of which zre outside of
our control. The primary factors that may affect our results of operations include the following:

» commercial acceptance of our SLMS products;

+ fluctuations in demand for network access products;

* the timing and size of orders from customers;

« the ability of our customers to finance their purchase of our products as well as their own onerations;
* new product introductions, enhancements or announcements by our competitors;

*  our ability to develop, introduce and ship new products and product enhancements that meet customer
requirements in a timely manner;

+ changes in our pricing policies or the pricing policies of our competitors;

« the ability of our company and our contract manufacturers to attain and maintain production volumes
and quality levels for our products;

= our ability to obtain sufficient supplies of sole or limited source components;

+ increases in the prices of the components we purchase, or quality problems associat:d with these
components;

» unanticipated changes in regulatory requirements which may require us to redesign portions of our
products;

« changes in accounting rules, such as recording expenses for employee stock option grants;
+ integrating and operating any acquired businesses;

* our ability to achieve targeted cost reductions,
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* how well we execute on our strategy and operating plans; and

» general economic conditions as well as those specific to the communications, internet and related
industries,

Any of the foregoing factors, or any other factors discussed elsewhere herein, could have a material adverse
effect on our business, results of operations, and financial condition that could adversely affect our stock price, In
addition, public stock markets have experienced, and may in the future experience, extreme price and trading
volume volatility, particularly in the technology sectors of the market. This volatility has significantly affected
the market prices of securities of many technology companies for reasons frequently unrelated to or
disproportionately impacted by the operating performance of these companies, These broad market {luctuations
may adversely affect the market price of our common stock. In addition, if our average market capitalization falls
below the carrying value of our assets for an extended period of time, this may indicate that the fair value of our
net assets is below their carrying value, and may result in recording impairment charges related to our goodwill
and other intangible assets. At December 31, 2007, we had goodwill with a carrying value of $70.4 million.

We have incurred significant losses to date and expect that we will centinue to incur losses in the
foreseeable future. If we fail to generate sufficient revenue to achieve or sustain profitability, our stock
price could decline.

We have incurred significant losses to date and expect that we will continue to incur losses in the
foreseeable future. Our net losses for 2007 and 2006 were $12.1 million and $142.7 million, respectively, and we
had an accumulated deficit of $913.1 million at December 31, 2007. We have significant fixed expenses and
expect that we will continue to incur substantial manufacturing, research and product development, saies and
marketing, customer support, administrative and other expenses in connection with the ongoing development of
our business. In addition, we may be required to spend more on research and product development than originally
budgeted to respond to industry trends. We may also incur significant new costs related to acquisitions and the
integration of new technologies and other acquisitions that may occur in the future. We may not be able to
adequately control costs and expenses or achieve or maintain adequate operating margins. As a result, our ability
to achieve and sustain profitability will depend on our ability to generate and sustain substantially higher revenue
while maintaining reasonable cost and expense levels. If we fail to generate sufficient revenue to achieve or
sustain profitability, we will continue to incur substantial operating losses and our stock price could decline.

We have significant debt obligations, which could adversely affect our business, operating results and
financial condition.

As of December 31, 2007, we had approximately $34.4 million of total debt, of which $15.3 million was
current and $19.1 million was long-term. Our debt obligations could materially and adversely affect us in a
number of ways, including:

» limiting our ability to obtain additional financing in the future for working capital, capital expenditures,
acquisitions or general corporate purposes;

» limiting our flexibility to plan for, or react to, changes in our business or market conditions;

* requiring us to use a significant portion of any future cash flow from operations to repay or service the
debt, thereby reducing the amount of cash available for other purposes;

+ making us more highly leveraged than some of our competitors, which may place us at a competitive
disadvantage; and

« making us more vulnerable to the impact of adverse economic and industry conditions and increases in
interest rates.

We cannot assure you that we will be able to generate sufficient cash flow in amounts sufficient to enable us
to service our debt or to meet our working capital and capital expenditure requirements. If we are unable to
generate sufficient cash flow from operations or to borrow sufficient funds to service our debt, due to borrowing
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base restrictions or otherwise, we may be required to sell assets, reduce capital expenditures or obtain additional
financing. We cannot assure you that we will be able to engage in any of these actions on reasonable terms, if at
all.

If we are unable to obtain additional capital to fund our existing and future operations, we may be
required to reduce the scope of our planned product development, and marketing and sales efforts, which
would harm our business, financial condition and results of operations.

The development and marketing of new products, and the expansion of our direct sales opurations and
associated support personnel requires a significant commitment of resources. We may continue to incur
significant operating losses or expend significant amounts of capital if:

+  the market for our products develops more slowly than anticipated;
+ we fail to establish market share or generate revenue at anticipated levels;
= our capital expenditure forecasts change or prove inaccurate; or

+ we fail to respond to unforeseen challenges or take advantage of unanticipated opporunities.

As a result, we may need to raise substantial additional capital. Additional capital, if required, may not be
available on acceptable terms, or at all. For example, U.S. credit markets have recently experienced significant
dislocations and liquidity disruptions which have caused the spreads on prospective debi financings to widen
considerably. These circumstances have materially impacted liquidity in debt markets, making finincing terms
for borrowers less attractive, and in certain cases have resulted in the unavailability of certain types of debt
financing. Continued uncertainty in credit markets may negatively impact our ability to access debt financing on
favorable terms, or at all. If additional capital is raised through the issuance of debt securities or other debt
financing, the terms of such debt may include covenants, restrictions and financial ratios that may restrict our
ability to operate our business. The recent events in the U.S. credit markets have also had an adverse effect on
other U.S. financial markets, which may make it more difficult or costly for us to raise capital through the
issuance of common stock, preferred stock or other equity securities. |If we are unable to obtain additional capital
or are required to obtain additional capital on terms that are not favorable to us, we may be required to reduce the
scope of our planned product development and sales and marketing efforts, which would harm our business,
financial condition and results of operations.

If demand for our SLMS products does not develop, then our results of operations and financial condition
will be adversely affected.

Our future revenue depends significantly on our ability to successfully develop, enhance ard market our
SLMS products to the network service provider market. Most network service providers have made substantial
investments in their current infrastructure, and they may elect to remain with their current architectures or to
adopt new architectures, such as SLMS, in limited stages or over extended periods of time. A decision by a
customer to purchase our SLMS products will involve a significant capital investment. We must convince our
service provider customers that they will achieve substantial benefits by deploying our products for future
upgrades or expanstons. We do not know whether a viable market for our SLMS products will develop or be
sustainable. [f this market does not develop or develops more slowly than we expect, our business, financial
condition and results of operations will be seriously harmed.

We depend upon the development of new products and enhancements to existing products, ard if we fail to
predict and respond to emerging technological trends and customers’ changing needs, our op:rating
results and market share may suffer.

The markets for our products are characterized by rapidly changing technology, evolving industry standards,
changes in end-user requirements, frequent new product introductions and changes in communications offerings
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from network service provider customers. Our future success depends on our ability to anticipate or adapt to such
changes and 1o offer, on a timely and cost-effective basis, products that meet changing customer demands and
industry standards. We may not have sufficient resources to successfully and accurately anticipate customers’
changing needs and technological trends, manage long development cycles or develop, introduce and market new
products and enhancements. The process of developing new technology is complex and uncertain, and if we fail
10 develop new products or enhancements to existing products on a timely and cost-effective basis, or if our new
products or enhancements fail to achieve market acceptance, our business, financial condition and results of
operations would be materially adversely affected.

Because our products are complex and are deployed in complex environments, our products may have
defects that we discover only after full deployment by our customers, which could seriously harm our
business.

We produce highly complex products that incorporate leading-edge technology, including both hardware
and software. Software typically contains defects or programming flaws that can unexpectedly interfere with
expected operations. In addition, our products are complex and are designed to be deployed in large quantities
across complex networks. Because of the nature of these products, they can only be fully tested when completely
deployed in large networks with high amounts of traffic, and there is no assurance that our pre-shipment testing
programs will be adequate to detect all defects. As a result, our customers may discover errors or defects in our
hardware or software, or our products may not operate as expected, after they have been fully deployed by our
customers. If we are unable to cure a product defect, we could experience damage to our reputation, reduced
customer satisfaction, loss of existing customers and failure to attract new customers, failure to achieve market
acceptance, reduced sales opportunities, loss of revenue and market share, increased service and warranty costs,
diversion of development resources, legal actions by our customers, and increased insurance costs. Defects,
integration issues or other performance problems in our products could also resuit in financial or other damages
to our customers, Our customers could seek damages for related tosses from us, which could seriously harm our
business, financial condition and results of operations. A product liability claim brought against us, even if
unsuccessful, would likely be time consuming and costly. The occurrence of any of these problems would
seriously harm our business, financial condition and results of operations.

A shortage of adequate component supply or manufacturing capacity could increase our costs or cause a
delay in our ability to fulfill orders, and our failure to estimate customer demand properly may result in
excess or obsolete component inventories that could adversely affect our gross margins.

Occasionally, we may experience a supply shortage, or a delay in receiving, certain component parts as a
result of strong demand for the component parts and/or capacity constraints or other problems experienced by
suppliers. If shortages or delays persist, the price of these components may increase, or the components may not
be available at all, and we may also encounter shortages if we do not accurately anticipate our needs, Conversely,
we may not be able to secure enough components at reasonable prices or of acceptable quality to build new
products in a timely manner in the quantities or configurations needed. Accordingly. our revenue and gross
margins could suffer until other sources can be developed. Our operating results would also be adversely affected
if, anticipating greater demand than actually develops, we commit to the purchase of more components than we
need. Furthermore, as a result of binding price or purchase commitments with suppliers, we may be obligated to
purchase components at prices that are higher than those available in the current market. In the event that we
become committed to purchase components at prices in excess of the current market price when the components
are actually used, our gross margins could decrease.

We rely on contract manufacturers for a portion of our manufacturing requirements.

We rely on contract manufacturers to perform a portion of the manufacturing operations for our products.
These contract manufacturers build product for other companies, including our competitors. In addition, we do
not have contracts in place with some of these providers and may not be able to effectively manage those
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relationships. We cannot be certain that our contract manufacturers will be able to fill our orders in a timely
manner. We face a number of risks associated with this dependence on contract manufacturers including reduced
control over delivery schedules, the potential lack of adequate capacity during periods of excess demand, poor
manufacturing yields and high costs, quality assurance, increases in prices, and the potential misappropriation of
our intellectual property. We have experienced in the past, and may experience in the future, probleras with our
contract manufacturers, such as inferior quality, insufficient quantities and late delivery of products.

We depend on sole or limited source suppliers for several key components. If we are unable to olitain these
components on a timely basis, we will be unable to meet our customers’ product delivery requirements,
which would harm our business. ;

We currently purchase several key components from single or a limited number of suppliers. 1f any of our
sole or limited source suppliers experience capacity constraints, work stoppages or any other reduction or
disruption in output, they may be unable to meet our delivery schedules. Our suppliers may enter into exclusive
arrangements with our competitors, be acquired by our competitors, stop selling their products or coriponents to
us at commercially reasonable prices, refuse to sell their products or components to us at any price or be unable
10 obtain or have difficulty obtaining components for their products from their suppliers. If we do not receive
critical components from our sole or limited source suppliers in a timely manner, we will be unable ‘o meet our
customers’ product delivery requirements. Any failure to meet a customer’s delivery requirements could
materially adversely affect our business, operating results and financial condition and could matenially damage
customer relationships. I

Our target customer base is concentrated, and the loss of one or more of our customers could harm our
business. '

The target customers for our products are network service providers that operate voice, data and video
communications networks. There are a limited number of potential customers in our target markei. While no
customer accounted for more than 10% of our revenue in 2007 or 2006, we expect that a significani portion of
our future revenue will depend on sales of our products to a limited number of customers. Any failure of one or
more cusiomers to purchase products from us for any reason, including any downturn in their businesses, would
seriously harm our business, financial condition and results of operations.

Industry consolidation may lead to increased competition and may harm our operating results.

There has been a trend toward industry consolidation in the communications equipment market for several
years. We expect this trend to continue as companies attempt to strengthen or hold their market positions in an
evolving industry and as companies are acquired or are unable to continue operations. We believe that industry
consolidation may result in stronger competilors that are better able to compete as sole-source vendors for
customers. This could have a material adverse effect on our business, financial condition anc results of
operations. Furthermore, rapid consolidation could result in a decrease in the number of customers we serve.
Loss of a major customer could have a material adverse effect on our business, financial condition ard results of
operations.

We are exposed to the credit risk of some of our customers and to credit exposures in weakened markets,
which could result in material losses.

Industry and economic conditions have weakened the financial position of some of our customers and their
ability to access capital to finance their business operations, including capital expenditures. To sell to some of
these customers, we may be required to assume incremental risks of uncollectible accounts or to extend credit or
credit support. While we monitor these situations carefully and attempt to take appropriate measures to protect
ourselves, including factoring credit arrangements to financial institutions, it is possible that we may have to
defer revenue until cash is collected or write down or write off uncollectible accounts. Such write-downs or
write-offs, if large, could have a material adverse effect on our operating results and financial conditicn.
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The market we serve is highly competitive and we may not be able to compete successfuily.

Competition in the communications equipment market is intense. This market is characterized by rapid
change, converging technologies and a migration to networking solutions that offer superior advantages. We are
aware of many companies in related markets that address particular aspects of the features and functions that our
products provide. Currently, our primary competitors include Alcatel-Lucent, Calix, Huawei, and Occam
Networks, among others. We aiso may face competition from other large communications equipment companies
or other companies that may enter our market in the future. In addition, a number of companies have introduced
products that address the same network needs that our products address, both domestically and abroad. Many of
our competitors have longer operating histories, greater name recognition, larger customer bases and greater
financial, technical, sales and marketing resources than we do and may be able to underiake more extensive
marketing efforts, adopt more aggressive pricing policies and provide more customer financing than we can. In
particular, we are encountering price-focused competitors from Asia, especialty China, which places pressure on
us to reduce our prices. If our competitors offer deep discounts on certain products, we may need to lower prices
or offer other favorable terms in order to compete successfully. Moreover, cur competitors may foresee the
course of market developments more accurately than we do and could develop new technologies that render our
products less valuable or obsolete.

In our markets, principal competitive factors include:

*  product performance;

* interoperability with existing products;

= scalability and upgradeability;

= conformance to standards;

+  breadth of services,

+ reliability;

* ease of installation and use;

» geographic footprints for products;

*+  ability to provide customer financing;

+  price;

* technical support and customer service; and

*  brand recognition.

If we are unable to compete successfully against our current and future competitors, we may have difficulty
obtaining or retaining customers, and we could experience price reductions, order cancellations, increased

expenses and reduced gross margins, any of which could have a material adverse effect on our business, financial
condition and results of operations.

Our success largely depends on our ability to retain and recruit key personnel, and any failure to do so
would harm our ability to meet key obhjectives.

Our future success depends upon the continued services of our executive officers and our ability to identify,
attract and retain highly skilled technical, managerial, sales and marketing personnel who have critical industry
experience and relationships that we rely on to build our business, including Morteza Ejabat, our co-founder,
Chairman, President and Chief Executive Officer, and Kirk Misaka, our Chief Financial Officer. The loss of the
services of any of our key employees, including Messrs, Ejabat and Misaka, could delay the development and
production of our products and negatively impact our ability to maintain customer relationships, which would
harm our business, financial condition and results of operations. .
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Any strategic acquisitions or investments we make could disrupt our operations and harm our operating
results.

As of December 31, 2007, we had acquired twelve companies or product lines since we were founded in
1999. Further, we may acquire additional businesses, products or technologies in the future. On an ongping basis,
we may evaluate acquisitions of, or investments in, complementary companies, products or techrologies to
supplement our internal growth. Also. in the future, we may encounter difficulties identifying and acquiring
suitable acquisition candidates on reasonable terms.

If we do complete future acquisitions, we could:

+ issue stock that would dilute our current stockholders’ percentage ownership;
« consume a substantial portion of our cash resources;

* incur substantial debt;

« assume liabilities;

« increase our ongoing operating expenses and level of fixed costs;

 record goodwill and non-amortizable intangible assets that will be subject to impairment testing and
potential periodic impairmeni charges;

« incur amortization expenses related to certain intangible assets;
» incur large and immediate write-offs; and

» become subject to litigation. ‘

Any acquisitions or investments that we make in the future will involve numerous risks, includin z:

» difficulties in integrating the operations, technologies, products and personnel of tte acquired
companies;

+ unanticipated costs;

s diversion of management’s time and attention away from normal daily operations of the tusiness and
the challenges of managing larger and more widespread operations resulting from acquisitions;

» difficulties in entering markets in which we have no or limited prior experience;

« insufficient revenues to offset increased expenses associated with acquisitions and where competitors in
such markets have stronger market positions; and

+ potential loss of key employees, customers, distributors, vendors and other business patiners of the
companies we acquire following and continuing after announcement of acquisition plans.

;
Mergers and acquisitions of high-technology companies are inherently risky and subject to riany factors
outside of our control, and we cannot be certain that our previous or future acquisitions will be successful and
will not materially adversely affect our business, operating results or financial condition. We co not know
whether we will be able to successfully integrate the businesses, products, technologies or personnel that we
might acquire in the future or that any strategic investments we make will meet our financial or other investment
objectives. Any failure to do so could seriously harm our business, financial condition and results of nperations.

We have been, and may continue to be, adversely affected by unfaverable economic and market
conditions, and geopolitical uncertainties.

Economic conditions worldwide have contributed to slowdowns in the communications industry and may
impact our business. Our customers and potential customers continue to experience a severe econorric slowdown
that has led to significant decreases in their revenues. In addition, recent disruptions in U.S. finaricial markets
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have limited the ability of some of our customers and potential customers to access the capital needed to finance
their business operations, including capital expenditures on new equipment and equipment upgrades. For most of
the last decade, the markets for our equipment have been influenced by the entry into the communications
services business of a substantial number of new companies. In the United States, this was due largely to changes
in the regulatory environment, in particular those brought about by the Telecommunications Act of 1996, These
new companies raised significant amounts of capital, much of which they invested in new equipment, causing
acceleration in the growth of the markets for communications equipment. More recently. there has been a
reversal of this trend, including the failure of a large number of the new entrants and a sharp contraction of the
availability of capital to the industry. This industry trend has been compounded by the weakness in the United
States economy as well as the economies in virtually all of the countries in which we market our products. in
addition, the continuing turmoil in the geopolitical environment in many parts of the world, including terrorist
activities and military actions, particularly the continuing tension in and surrounding lrag, may continue to
adversely affect global economic conditions. If the economic, market and geopolitical conditions in the United
States and the rest of the world do not improve, or if they deteriorate, we may experience material adverse
impacts on our business, operating results and financial condition.

Sales to communications service providers are especially volatile, and weakness in sales orders from this
industry may harm our operating results and financial condition,

Sales activity in the service provider industry depends upon the stage of completion of expanding network
infrastructures, the avaiiability of funding, and the extent to which service providers are affected by regulatory,
economic and business conditions in the country of operations. Although some service providers may be
increasing capital expenditures over the depressed levels that have prevailed over the last few years, weakness in
orders from this industry could have a material adverse cffect on our business, operating resuits and financial
condition. Slowdowns in the general economy, overcapacity, changes in the service provider market, regulatory
developments and constraints on capital availability have had a material adverse effect on many of our service
provider customers, with many of these customers going out of business or substantially reducing their expansion
plans. These conditions have materially harmed our business and operating results, and we expect that some or
all of these conditions may continue for the foreseeable future. Finally, service provider customers typically have
longer implementation cycles; require a broader range of service inciuding design services; demand that vendors
take on a larger share of risks; often require acceptance provisions, which can lead to a delay in revenue
recognition; and expect financing from vendors. All these factors can add further risk to business conducted with
service providers.

Decreased effectiveness of share-based compensation could adversely affect our ability to attract and
retain employees.

We have historically used stock options as a key component of our employee compensation program in
order to align the interests of our employees with the interests of our stockholders, encourage employee retention
and provide competitive compensation and benefit packages. In the first quarter of 2006, we adopted SFAS
123R, which required the measurement and recognition of compensation expense for all share-based paymem
awards made to employees and directors based on estimated fair values. As a result, starting with fiscal 2006, our
operating results contain a charge for share-based compensation expense related to employee stock options and
employee stock purchases. This charge is in addition to share-based compensation expense we have recognized
in prior periods related to stock options under APB Opinion No. 25. As a result of the adoption of SFAS 123R,
beginning with fiscal 2006, our earnings were lower than they would have been had we not been required to
adopt SFAS 123R. This will continue to be the case for future petiods. We cannot predict the effect that this
adverse impact on our reported operating results will have on the trading price of our common stock. If the
trading price of our common stock declines, this would reduce the value of our share-based compensation to our
present employees and could affect our ability to retain them. In addition, in recent periods, some of our
employee stock options have had exercise prices in excess of our stock price, which reduces their value to
employees and could affect our ability to retain present, or attract prospective employees. Moreover, difficulties
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relating to obtaining stockholder approval of equity compensation plans could make it harder or more expensive
for us to grant share-based payments to employees in the future.

Due to the international nature of our business, political or economic changes or other factors in a specific
country or region could harm our future revenue, costs and expenses and financial condition.

We currently have international operations consisting of sales and technical support teams in various
locations around the world. We expect to continue expanding our international operations in the futuce. The
successful management and expansion of our international operations requires significant human effort and the
commitment of substantial financial resources. Further, our international operations may be subject to certain
risks and challenges that could harm our operating results, including:

« trade protection measures and other regulatory requirements which may affect our ability to import or
export our products into or from various countries; ‘

«  political considerations that affect service provider and government spending patterns;

+ differing technology standards or customer requirements;

« developing and customizing our products for foreign countries;

+ fluctuations in currency exchange rates:

+ longer accounts receivable collection cycles and financial instability of customers; ‘
« difficuities and excessive costs for staffing and managing foreign operations;
+ potentially adverse tax consequences; and

+ changes in a country’s or region’s political and economic conditions.

Any of these factors could harm our existing international operations and business or impair our ability to
continue expanding into international markets.

Compliance or the failure to comply with current and future environmental regulations could cause vus
significant expense.

We are subject to a variety of federal, state, local and foreign environmental regutations. If vre fail to
comply with any present and future regulations, we could be subject to future liabilities, the suspension of
production or a prohibition on the sale of our products. In addition, such regulations could require us to incur
other significant expenses to comply with environmental regulations, including expenses associated with the
redesign of any non-compliant product. From time to time new regulations are enacted, and it is difficult to
anticipate how such regulations will be implemented and enforced. For example, in 2003 the European Union
enacted the Restriction on the Use of Certain Hazardous Substances in Electrical and Electronic Equipment
Directive (RoHS) and the Waste Electrical and Electronic Equipment Directive (WEEE), for implementation in
European Union member states. We are aware of similar legisiation that is currently in force or is being
considered in the United States, as well as other countries, such as Japan and China. Our failure to co nply with
any of such regulatory requirements or contractual obligations could result in our being liable for costs, fines,
penalties and third-party claims, and could jeopardize our ability 10 conduct business in countries in the
jurisdictions where these regulations apply.

Adverse resolution of litigation may harm our operating results or financial condition.

We are a party to various lawsuits and claims in the normal course of our business. Litigation can be
expensive, lengthy, and disruptive to normal business operations. Moreover, the results of complex legal
proceedings are difficult to predict. An unfavorable resolution of a particular lawsuit could have a material
adverse effect on our business, operating results and financial condition. For additional informatior. regarding
litigation in which we are involved, see Note 1] 1o our consolidated financial statements.
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Our intellectual property rights may prove difficult to protect and enforce.

We generally rely on a combination of copyrights, patents, trademarks and trade secret laws and restrictions
on disclosure to protect our intellectual property rights. We also enter into confidentiality or license agreements
with our employees, consultants and corporate partners, and control access to and distribution of our proprietary
information. Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy or
otherwise obtain and use our products or technology. Monitoring unauthorized use of our technology is difficult,
and we do not know whether the steps we have taken will prevent unauthorized use of our technology,
particularly in foreign countries where the laws may not protect our proprietary rights as extensively as in the
United States. We cannot assure you that our pending, or any future, patent applications will be granted, that any
existing or future patents will not be challenged, invalidated, or circumvented, or that any existing or future
patents will be enforceable. While we are not dependent on any individual patents, if we are unable to protect our
proprietary rights, we may find ourselves at a competitive disadvantage to others who need not incur the
substantial expense, time and effort required to create the innovative products.

We may be subject to intellectual property infringement claims that are costly and time consuming to
defend and could limit our ability to use some technologies in the future.

Third parties have in the past and may in the future assert claims or initiate litigation related to patent,
copyright, trademark and other intellectual property rights 1o technologies and related standards that are relevant
to us. The asserted claims or initiated litigation can include claims against us or our manufacturers, suppliers or
customers alleging infringement of their proprietary rights with respect to our existing or future products, or
components of those products. We have received correspondence from companies claiming that many of our
products are using technology covered by or related to the intellectual property rights of these companies and
inviting us to discuss licensing arrangements for the use of the technology. Regardless of the merit of these
claims, intellectual property litigation can be time consuming and costly, and result in the diversion of technical
and management personnel. Any such litigation could force us to stop selling, incorporating or using our
products that include the challenged intellectual property, or redesign those products that use the technology. In
addition, if a party accuses us of infringing upon its proprietary rights, we may have o enter into royalty or
licensing agreements, which may not be available on terms acceptable to us, if at all. If we are unsuccessful in
any such litigation, we could be subject to significant liability for damages and loss of our proprietary rights. Any
of these results could have a material adverse effect on our business. financial condition and results of operations.

We rely on the availability of third party licenses.

Many of our products are designed to inciude software or other intellectual property licensed from third
parties. It may be necessary in the future to seek or renew licenses relating to various elements of the technology
used to develop these products. We cannot assure you that our existing and future third-party licenses will be
available to vs on commercially reasonable terms, if at all. Our inability to maintain or obtain any third-party
license required to sell or develop our products and product enhancements could require us to obtain substitute
technology of lower quality or performance standards, or at greater cost.

The long and variable sales cycles for our products may cause revenue and operating results to vary
significantly from quarter to quarter.

The target customers for our products have substantial and complex networks that they traditionally expand
in large increments on a periodic basis. Accordingly, our marketing efforts are focused primarily on prospective
customers that may purchase our products as part of a large-scale network deployment. Qur target customers
typicaily require a lengthy evaluation, testing and product qualification process. Throughout this process, we are
often required 1o spend considerable time and incur significant expense educating and providing information to
prospective customers about the uses and features of our products. Even after a company makes the final decision
10 purchase our products, it may deploy our products over extended periods of time, The timing of deployment of
our products varies widely, and depends on a number of factors, including our customers’ skill sets, geographic
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density of potential subscribers, the degree of configuration and integration required to deploy our products, and
our customers’ ability to finance their purchase of our products as well as their operations. As a resuit cf any of
these factors, our revenue and operating results may vary significantly from quarter to quarter.

The communications industry is subject to government regulations, which could harm our business.

The FCC has jurisdiction over the entire communications industry in the United States and, as a result, our
existing and future products and our customers’ products are subject to FCC rules and reguiations. Changes to
current FCC rules and regulations and future FCC rules and regulations could negatively affect our business. The
uncertainty associated with future FCC decisions may cause network service providers to delay decisions
regarding their capital expenditures for equipment for broadband services. In addition, international regulatory
bodies establish standards that may govern our products in foreign markets. Changes to or future domestic and
international regulatory requirements could resuit in postponements or cancellations of customer orders, for our
products and services, which would harm our business, financial condition and results of operations. Further, we
cannot be certain that we will be successful in obtaining or maintaining regulatory approvals that may, in the
future, be required 10 operate our business.

The ability of unaffiliated stockholders to influence key transactions, including changes of control, Inay be
limited by significant insider ownership, provisions of our charter documents and provisions of Delaware
law,

At December 31, 2007, our executive officers, directors and entities affiliated with them beneficially owned,
in the aggregate, approximately 29% of our outstanding common stock. These stockholders, if acting 10gether,
will be able to influence substantially all matters requiring approval by our stockholders, including the eluction of
directors and the approval of mergers or other business combination transactions. Circumstances may arise in
which the interests of these stockholders could conflict with the interests of our other stockholder:. These
stockholders could delay or prevent a change in control of our company even if such a transaction would be
beneficial to our other stockholders. In addition, provisions of our certificate of incorporation, byliws and
Delaware law could make it more difficult for a third party to acquire us, even if doing so would be benuficial to
certain stockholders. l

Our business and operations are especially subject to the risks of earthquakes and other natural
catastrophic events.

Our corporate headquarters, including a significant portion of our research and development operat ons, are
located in Northern California, a region known for seismic activity. Additionally, some of our facilities,
including our manufacturing facilities, are located near geographic areas that have experienced hurrican:s in the
past. A significant natural disaster, such as an earthquake, hurricane, fire, flood or other catastrophic event, could
severely affect our ability to conduct normal business operations, and as a result, our future operating results
could be materially and adversely affected. ‘
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MARKET PRICE, DIVIDENDS AND RELATED STOCKHOLDER MATTERS

Price Range of Common Stock

Our common stock is listed on the Nasdaq Global Market under the symbol “ZHNE”. The following table
sets forth, for the periods indicated, the high and low per share sales prices of our common stock as reported on

Nasdag.

2007:

High  Low
Fourth Quarter ended December 31,2007 .. ... ... . ... $1.64 3116
Third Quarter ended September 30,2007 .................... .. ..... 1.45 1.06
Second Quarter ended June 30, 2007 ... ... .. ... 1.58 1.17
First Quarter ended March 31,2007 ........ .. ... .. ... ... . . u..... 1.37 1.12
2006:

l‘lﬂ Low
Fourth Quarter ended December 31,2000 ... ... ... ... . ... $1.55 %097
Third Quarter ended September 30,2006 ........................... 2.10 1.03
Second Quarter ended June 30,2006 ......... ... ... .. ... 2.73 1.81
First Quarter ended March 31,2006 . ... ... ... v 2.87 2.03

As of December 31, 2007, there were 1,872 registered stockholders of record. A substantially greater
number of holders of Zhone common stock are “street name” or beneficial holders, whose shares are held of
record by banks, brokers and other financial institutions.

Dividend Policy

We have never paid or declared any cash dividends on our common stock or other securities and do not
anticipate paying cash dividends in the foreseeable future. Any future determination to pay cash dividends will
be at the discretion of the Board of Directors, subject to any applicable restrictions under our debt and credit
agreements, and will be dependent upon our financial condition, results of operations, capital requirements,
general business condition and such other factors as the Board of Directors may deem relevant.
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STOCK PERFORMANCE GRAPH

The graph depicted below compares the cumulative total stockholder return on Zhone common Istock during
the period from Zhone’s initial stock listing date through December 31, 2007, with the cumuiative tgtal return on
the S&P 500 Index and the Nasdaq Telecommunications Index. The comparison assumes $100 wa: invested on
November 14, 2003 (the date Zhone common stock began to be publicly traded) in each of Zhone common stock,
the S&P 500 Index and the Nasdaq Telecommunications Index, and assumes that all dividends, if any, were
reinvested. Stockholder returns over the indicated period are based on historical data and should not be
considered indicative of future stockholder returns.

Comparison of Cumulative Total Return*
Among Zhone Technologies, Inc.,
the S&P 500 Index and
the Nasdaq Telecommunications Index

$200
$150 —k
- —
$100
$50
[ —e
$0 i
14-Nov-03 | 31-Dec-03 | 31-Dec-04 | 31-Dec-05 | 31-Dec-06 | 31-Dec-07
—&— Zhone $100 $74 $39 $32 $19 $17
—— S&P 500 100 106 115 119 135 140
—&— Nasdaq-Telecom 100 107 116 108 137 150

*  Prior to November 14, 2003, Zhone common stock was not publicly traded. Comparative data is provided
only for the period since that date. Figures rounded to nearest dollar.
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QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Cash, Cash Equivalents and Investments
We consider all cash and highly liquid investments purchased with an original maturity of less than three
months to be cash equivalents.
Cash, cash equivalents and short-term investments consisted of the following as of December 31, 2007 and
2006 {in thousands):
December 31, December 31,

2007 2006
Cash and cash equivalents ......... ... ... ... c.oiiiiieeaaanon.. $37.804 $46.973
Short-term INVESHMENT ... .. ..ttt it e 12.361 17,337
$50,165 $64,310

Concentration of Credit Risk

Financial instruments which potentially subject us to concentrations of credit risk consist primarily of cash
and cash equivalents, short-term investments and accounts receivable. Cash and cash equivalents and short-term
investments consist principally of demand deposit and money market accounts, commercial paper and corporate
debentures and bonds with credit ratings of AA or better. Cash and cash equivalents and short-term investments
are principally held with various domestic financial institutions with high credit standing. As of December 31,
2007 and 2006, receivables from customers in international territories represented 63% and 48%, respectively, of
accounts receivable.

Interest Rate Risk

Our exposure to market risk for changes in interest rates relates primarily to our investment portfolio and
long-term debi. We do not use derivative financial instruments in our investment portfolio. We do not hold
financial instruments for trading or speculative purposes. We manage our interest rate risk by maintaining an
investment portfolio primarily consisting of debt instruments of high credit quality and relatively short average
maturities. Our cash and cash equivalents and short-term investments are not subject to material interest rate risk
due to their short maturities. Under our investment policy, short-term investments have a maximum maturity of
one year from the date of acquisition, and the average maturity of the portfolio cannot exceed six months, Due to
the relatively short maturity of the portfolio, a 10% increase in market interest rates at December 31, 2007 would
decrease the fair value of the portfolio by less than $0.1 million.

As of December 31, 2007, our outstanding long-term debt balance was $19.1 million. Interest on our long-
term debt accrues on the unpaid principal balance at a variable interest rate (which adjusts every six months)
equal to the sum of the LIBOR rate plus 3.0% per annum; provided that in no event will the variable interest rate
(a) exceed 14.2488% per annum, (b) be less than 6.5% per annum, or (c) be adjusted by more than 1.0% at any
adjustment date. Assuming the outstanding balance on our variable rate long-term debt remains constant over a
year, a 2% increase in the interest rate would decrease pre-tax income and cash flow by approximately $0.4
million.

Foreign Currency Risk

We transact business in various foreign countries. Substantially all of our assets are located in the United
States. We have sales operations throughout Europe, Asia, the Middle East and Latin America. We are exposed
to foreign currency exchange rate risk associated with foreign currency denominated assets and liabilities,
primarily inter-company receivables and payables. Accordingly, our operating results are exposed to changes in
exchange rates between the U.S. dollar and those currencies. During 2007 and 2006, we did not hedge any of our
foreign currency exposure. During 2007 and 2006, we recorded a $0.1 million foreign exchange loss and a $0.2
million foreign exchange gain, respectively, in other income {(expense) on our statements of operations.

We have performed sensitivity analyses as of December 31, 2007 and 2006, using a modeling technique that
measures the change in the fair values arising from a hypothetical 10% adverse movement in the levels of foreign
currency exchange rates relative to the U.S. dollar, with all other variables held constant. The sensitivity analyses
indicated that a hypothetical 10% adverse movement in foreign currency exchange rates would result in a foreign
exchange loss of $1.3 million and $1.2 million at December 31, 2007 and 2006, respectively. This sensitivity
analysis assumes a parallel adverse shift in foreign currency exchange rates, which do not always move in the
same direction, Actual results may differ materially.
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ZHONE TECHNOLOGIES, INC. AND SUBSIDIARIES ‘

Consolidated Balance Sheets .
December 31, 2007 and 2006 :
(In thousands, except par value) '

2007 2006
Assets |
Current assets: |
Cash and cash equivalents . ... ... ... i $ 37804 $ 46973
SHOCT-tEIM INVESLMEIILS . o o v v et v s et et v b e e cmm et aar s b ia s 12,361 17,337
Accounts receivable, net of allowances for sales returns and doubtful accounts of [

$5.941in 2007 and $6,9391n2006 . . ... ... ..o 33,258 31,828
TIVEIIEOTIES © o v v v et e e e e e e et e e et b a e 44,698 45.036
Prepaid expenses and other current assets . ...y 3,8041 3,852

TOtal CUITENL ASSELS . .« .+« e eee oot st s e et ee e 131,925 145,026
Property and eGUIPMENt, MEL ...\« v ittt 20,818 23,704
GOodWill . .o e e e 70,401 70,737
Restricted Cash . . v ot e et e e e e e 18¢ 636
08 T 1 T S S OO R R T 7€ 79
TOtA] ASSEES -+ o v v o e e e e e e e e e e $ 22340¢ § 240,182
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable . ... ... ... $ 21276 $ 18,893
Line 0f Credit & . v vt e e e e e 15,000 14,500
Current portion of long-termdebt .. ...... ... i 26 7,673
Accrued and other liabilities ... ..o 17,884 20,088
Total current HabilIES . . ... .ot e e e st e e 54,424 61,154
Long-term debt, less CUITENt POTHON . .. ...t ovvinee e 19,140 19,376
Other long-term Habilities . . ... ... ou it 20 ) 2,048
Total RADIIES ..o vttt e ettt ar e e st 73,854 82,578
Stockholders’ equity: :
Common stock, $0.001 par value. Authorized 900,000 shares; issued and

outstanding 150,024 and 149,277 shares as of December 31, 2007 and 2006, :

TESPECHVELY ..ot 150 149
Additional paid-in capital .. ... ... .. 1,061,849 1,058,317
Other comprehensive iNCOME . ... ..ottt oe it ees 611 98
Accumulated deficit .. ..o e (913,062) {900,960)

Total stockholders” equity . ... ... oo e 149,54‘Z 157,604
Total liabilities and stockholders’ equity ........ ...t $ 223405 § 240,182

|

See accompanying notes to consolidated financial statements,
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ZHONE TECHNOLOGIES, INC, AND SUBSIDIARIES

Consolidated Statements of Operations
Years ended December 31, 2007, 2006 and 2005
(In thousands, except per share data)

2007 2006 2005
[ L T $175448 $ 194344 $ 151,828
Costofrevenue (1) ... ... oo i i 116,370 131,749 88,958
Gross profit . ... e 59,078 62,595 62,870
Operating expenses:
Research and product development (1) ......... ... ..coiitt. 32,720 36,099 27,062
Salesand marketing (1) ... ... . 33,192 38,225 29,756
General and administrative (1) .......... . ... ... ... . e, 10,170 14,036 14,534
Purchased in-process research and development . ................. — — 1,190
Gainonsale of fixed assels . ... ...ttt e e (659) — —_
Gain on sale of intangible assets .. ........ ... i, (5,000} — —
Amortization of intangible assets ................ S —_— 2,764 12,452
Impairment of intangible assets and goodwill . ................. ... — 113,666 102,106
Total operating €Xpenses .. .......vvrnreineeernaennnnnn 70,423 204,790 187,100
Operaling 1085 . ... ... i e (11,345) (142,195 (124,230}
Interest eXpense . ... ...t e (2,213) (2,774) (3,357)
LTSt IO . . e it e 1813 2328 1,433
Other income (expense), REt . ... ... ..ottt 37 239 (522)
Loss before income 1axes .. ... .. et (11,708) (142,402) (126,676)
Income tax Provision ... ..., i e 354 264 215
Netloss ..o e $(12,102) $(142,666) $(126,891)
Basic and diluted net loss pershare . . ....... .. ... .. . .. i, $ ©O08Y$ 09 $ 1.13)
Weighted average shares outstanding used to compute basic and diluted net
losspershare .. ... ... e 149,623 148,727 112,004
(1) Amounts include stock-based compensation cost as follows:
Costof TEVENUE . ... . i 296 892 153
Research and product development . ... ... .. ... ... ... 717 1,632 223
Salesand markefing .. ... ... .. i 603 1,330 226
General and administrative . ... ... .0 i i 1.250 1,601 2,670

See accompanying notes to consolidated financial statements.
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ZHONE TECHNOLOGIES, INC, AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Years ended December 31, 2007, 2006 and 2005

(In thousands)

Cash flows from operating activities:
| S
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization
Stock-based compensation
Impairment of goodwill and intangible assets
Gain on sale of intangible assets
Gainonsale of fixed assets ... ...t e
(Accretion} or impairment Of INVESHMENTS . .. ... o iir i tirrrrniaeeeanee
Purchased in-process research and development
Proviston for sales returns and doubtful accounis
Changes in operating assets and liabilities, net of effect of acquisitions:
Accounts receivable
INVENLOMES .. ..ttt ettt i e e
Prepaid expenses and other current assets
L0101 1e 1T £ PP
Accounts payable
Accrued and other liabilities . . ... .. .. L. e e

Net cash used in operating activities

Cash flows from investing activities:

Cash acquired from acquisitions ........ ... i e
Tax refund related to acquisition of Sorrento . .. ... ... i e
Purchase of intangible 88ets . ... ... ot e e e
Proceeds from sale of intangible assets
Purchases of property and equipment

Proceeds fromsale of assets .. ... oo
Purchases of short-term investments ............ ..o iirrriiiieeeeeennas
Proceeds from maturity of short-term investments
Changes in restricted cash

Net cash provided by investing activities

Cash flows from financing activities:
Proceeds from issuance of common stock and warrants
Proceeds from repayment of officer loans
Borrowings under credit facilities
Repayment of debt

Net cash provided by (used in) financing activities
Effect of exchange rate changes on cash

Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Supplemental disclosures of cash flow information:
Cash paid during period for:
Taxes
(= (- 2
Noncash investing and financing activities:
Common stock and options issued for acquisition
Accrued liabilities converted to notes payable
Sale of assets for marketable securities
Purchase price allocation adjustment
Reclassification of restricted cash

2007

2006

2005

$(12,102) $(142,666) $(126,891)

2,660 5,383 14,251
2,866 5,505 3,272
— 113,666 102,106
(5,000 — —
(659 (301) —
(462} (527) 360
— — 1,190
3,305 6,638 1,764
(4,735) (3.074) (8,724)
338 3,334 2,774
585 239 3.389
3 30 554
2,383 771 754
(3,958) (5,236)  (15,847)
(14,776) (16,238) (21,048)
— — 42,838
336 — —
— — (1,980)
5,000 9,000 —
(1,365) (2,004} (1.910}
2,250 1,716 —
(26.992)  (37.905) (36,969}
32,437 40,100 36,644
87) (89) 211
11,579 10,818 38.834
667 2,311 3,095
— 550 —
500 — —
(7.644) (2,718)  (15,345)
(6,477) 143 (12,250}
505 84 26
(9,169) (5,193 5562
46,973 52,166 46,604
$37804 § 46973 § 52,166
P 349 3 740 $ 253
2,226 2,635 3,361
— — 183,505
— — 3,800
— — 2,080
— 1,206 —
337 — —

See accompanying notes to consolidated financial statements.
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ZHONE TECHNOLOGIES, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(1) Organization and Summary of Significant Accounting Policies

(a) Description of Business

Zhone Technologies, Inc. (sometimes referred to, collectively with its subsidiaries, as “Zhone” or the
“Company™) designs, develops and manufactures communications network equipment for telephone
companies and cable operators worldwide. The Company’s products allow network service providers to
deliver video and interactive entertainment services in addition to their existing voice and data service
offerings. The Company was incorporated under the laws of the state of Delaware in June 1999. The
Company began operations in September 1999 and is headquartered in Oakland, California.

{(b) Basis of Presentation

The consclidated financial statements include the accounts of the Company and its wholly owned
subsidiaries. All stgnificant inter-company transactions and balances have been eliminated in consolidation.

{c) Use of Estimates

The preparation of consolidated financial statements in conformity with generally accepted accounting
principles in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the consolidated financial statements and the reported amounts of revenue and expenses during the
reporting period. Actual results could differ materially from those estimates.

{d) Revenue Recognition

The Company recognizes revenue when the earnings process is complete. The Company recognizes
product revenue upon shipment of product under contractual terms which transfer title to customers upon
shipment, under normal credit terms, net of estimated sales returns and allowances at the time of shipment.
Revenue is deferred if there are significant post-delivery obligations, if collection is not considered
reasonably assured at the time of sale, or if the fees are not fixed or determinable. When significant post-
delivery obligations exist, revenue is deferred until such obligations are fulfilled. The Company’s
arrangements generally do not have any significant post-delivery obligations. The Company offers products
and services such as support, education and training, hardware vpgrades and post-warranty support. For
multiple element revenue arrangements, the Company establishes the fair value of these products and
services based primarily on sales prices when the products and services are sold separately. If fair value
cannot be established for undelivered elements, all of the revenue under the arrangement is deferred until
those elements have been delivered. When collectibility is not reasonably assured, revenue is recognized
when cash is collected. Revenue from education services and support services is recognized over the
contract term or as the service is performed. The Company makes certain sales to product distributors.
These customers are given certain privileges to return a portion of inventory. Return privileges generally
allow distributors to return inventory based on a percent of purchases made within a specific period of time.
The Company recognizes revenue on sales to distributors that have contractual return rights when the
products have been sold by the distributors, unless there is sufficient customer specific sales and sales
returns history to support revenue recognition upon shipment. In those instances when shipments made to
distributors are recognized upon shipment of the products from the factory, the Company uses historical
rates of return from the distributors to provide for estimated products return in accordance with Statement of
Financial Accounting Standards (“SFAS™} No. 48, Revenue Recognition When Right of Return Exists. The
Company accrues for warranty costs, sales returns, and other allowances at the time of shipment based on
historical experience and expected future costs. In accordance with the provisions of Emerging Issues Task
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Force Issue No. 06-3 (EITF 06-3), How Taxes Collected from Customers and Remitted to Governmental
Authorities Should Be Presented in the Income Statement (That is, Gross versus Net Preseniation), the
Company nets sales taxes against revenue.

(e) Allowances for Sales Returns and Doubtful Accounts

The Company records an allowance for sales returns for estimated future product returns related to
current period product revenue. The allowance is recorded as a reduction of revenues in the Company's
consolidated financial statements. The Company bases its allowance on periodic assessments of historical
trends in product return rates and current approved returned products. If the actual future returns were to
deviate from the historical data on which the reserve had been established, the Company’s revenue could be
adversely affected.

The Company records an allowance for doubtful accounts for estimated losses resulting from the
inability of customers to make payments. The allowance is recorded as a general and administrative expense
in the Company’s consolidated financial statements. The Company bases its allowance on periodic
assessments of its customers’ liquidity and financial condition through analysis of information obtained
from credit rating agencies, financial statement review and historical collection trends. Additional
allowances may be required if the liquidity or financial condition of its customers were to deteriorate.

Activity under the Company’s allowance for sales returns and doubtful accounts was comprised as
follows (in thousands):

Year ended December 31,

2007 2006 2005
Balance at beginning of year ........ ... ... ... o i $6939 $5643 § 4,990
Charged tOrevenue . .. ... . o it i 2,728 5,574 1,719
Charged tO XPenses . . ... ..ot e i 577 1,064 45
Utilization .. ... o e e i e (4,303) (5,342) (2.616)
Allowance from acquired companies . ............ ... ... ... ... — —_ 1,505
Balance atend of year ........ceuunnniiiiiii i $5941 $6939 §5643

The allowance for doubtful accounts was $4.3 million and $4.3 million as of December 31, 2007 and
2006, respectively.

(f) Inventories

Inventories are stated at the lower of cost or market, with cost being determined using the first-in,
first-out (FIFQ) method. In assessing the net realizable value of inventories, the Company is required to
make judgments as to future demand requirements and compare these with the current or committed
inventory levels. Once inventory has been writien down to its estimated net realizable value, its carrying
value cannot be increased due to subsequent changes in demand forecasts. To the extent that a severe
decline in forecasted demand occurs, or the Company experiences a higher incidence of inventory
obsolescence due to rapidly changing technology and customer requirements, the Company may incur
significant charges for excess inventory.

(g) Operating Lease Liabilities

As a result of the acquisition of Paradyne in September 2005, the Company assumed certain lease
liabilities for facilities in Largo, Florida. In accordance with Emerging Issues Task Force Issue No. 95-3,
Recognition of Liabilities in Connection with a Purchase Business Combination (EITF 95-3), the Company
accrued a liability for the excess portion of these facilities. The computation of the estimated liability
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includes a number of assumptions and subjective variables. These variables include the level and timing of
future sublease income, amount of contractual variable costs, future market rental rates, discount rate, and
other estimated expenses. If circumstances change, and the Company employs different assumptions in
future periods, the future lease liabitity may differ significantly from what the Company has recorded in the
current period and could materially affect its net loss and net loss per share.

(h) Foreign Currency Translation

For operations outside the United States, the Company translates assets and liabilities of foreign
subsidiaries, whose functional currency is the local currency, at end of period exchange rates. Revenues and
expenses are translated at monthly average rates of exchange prevailing during the year. The adjustment
resulting from translating the financial statements of such foreign subsidiaries, is included in accumulated
other comprehensive income (loss), which is reflected as a separate component of stockholders’ equity.
Realized gains and losses on foreign currency transactions are included in other income (expense) in the
accompanying consolidated statement of operations. During 2007 and 2006, the Company recorded a $0.1
million realized foreign exchange loss and a $0.1 million realized foreign exchange gain, respectively, in
other income (expense) on its statements of operations.

(i) Cash and Cash Equivalents, and Short-Term Investments

The Company considers all cash and highly liquid investments purchased with an original maturity of
less than three months to be cash equivalents.

Short-term investments include securities with original maturities greater than three months and less
than one year and are available for use in current operations or other activities. Short-term investments
consist principally of commercial paper, corporate debentures and bonds. Short-term investments have been
classified as available for sale. Under this classification, the investments are reported at fair value, with
unrealized gains and losses excluded from results of operations and reported, net of tax, as a compenent of
other comprehensive loss in stockholders’ equity. Realized gains and losses and declines in value judged to
be other than temporary are included in results of operations. Gains and losses from the sale of securities are
based on the specific-identification method.

Cash, cash equivalents, and short-term investments consisted of the following as of December 31, 2007
(in thousands);

Unrealized Unrealized

Cost Gain Loss Fair Value

Cash and Cash Equivalents:
Cash ..o . $13,674 5— $— $13,674
Money Market Funds . .. .................. 20,491 — — 20,491
Commercial Paper . ...................... 3,638 1 — 3,639
$37.803 $ 1 5— $37,804

Short-term investments:

Commercial Paper ....................... $ 6,082 $ 4 $— $ 6,086
US Agency Securities .................... 900 — — 900
Corporate Securities , .. ................... 5,370 6 g)) 5,375
$12,352 $ 10 5 (D $12,361
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Cash, cash equivalents, and short-term investments consisted of the following as of December 31, 2006
(in thousands):

Unrealized Unrealized

Cost Gain Loss Fair Value

Cash and Cash Equivalents:
Cash ... ... $13.176 5— $— $13,176
Money MarketFunds ..................... 18,256 — — 18.256
Commercial Paper ....................... 15,540 | — 15,541
$46,972 1 $— $46,973

Short-term investments:

Commercial Paper ...............cccoou. $ 4,877 $— 5— $ 4,877
US Agency Securities ........... .. oo 10,570 2 {n 10,571
Corporate Securities . . .......... ..o, 1,888 | — 1,889
$17,335 $ 3 5 (D $17.337

(f) Fair Value of Financial Instruments

The carrying amounts of the Company’s consolidated financial instruments which include cash and
cash equivalents, accounts receivable, accounts payable and accrued labilities approximate their fair values
as of December 31, 2007 and 2006 due to the relatively short maturities of these instruments. The carrying
value of the Company’s debt obligations at December 31, 2007 and 2006 approximate fair value.

(k) Concentration of Risk

Financial instruments which potentially subject the Company to concentrations of credit risk consist
primarily of cash and cash equivalents and accounts receivable. Cash and cash equivalents consist
principally of demand deposit and money market accounts, commercial paper and debt securities of
domestic municipalities with credit ratings of AA or better. Cash and cash equivalents are principally held
with various domestic financial instituiions with high credit standing. The Company’s customers include
competitive and incumbent local exchange carriers, competitive access providers, internet service providers,
wireless carriers, and resellers serving these markets. The Company performs ongoing credit evaluations of
its customers and generally does not require collateral. Allowances are maintained for potential doubtful
accounts. As of December 31, 2007 and 2006, receivables from customers in international territories
represented 63% and 48%, respectively, of accounts receivable.

The Company may provide or commit to extend credit or credit support to certain customers. During
the years ended December 31, 2007 and 2006, the Company sold $2.0 million and $10.3 million,
respectively, of customer trade receivables to financial institutions on a non-recourse basis in exchange for
cash. The sale of the receivables did not represent a securitization, and there was no continuing involvement
or interests in the receivables by the Company after the sale. As of December 31, 2007, the Company did
not have any significant customer financing commitments or guarantees.

The Company’s products are concentrated in the communications equipment market, which is highly
competitive and subject to rapid change. Significant technological changes in the industry could adversely
affect operating results. The Company’s inventories include components that may be specialized in nature,
and subject to rapid technological obsolescence. The Company actively manages inventory levels, and the
Company considers technological obsolescence and potential changes in product demand based on
macroeconomic conditions when estimating required allowances to reduce recorded inventory amounts to
market value. Such estimates could change in the future.

The Company’s growth and ability to meet customer demands are also dependent on its ability to
obtain timely deliveries of components from suppliers and contract manufacturers. The Company depends
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on contract manufacturers and sole or limited source suppliers for several key components. If the Company
were unable to obtain these components on a timely basis, the Company would be unable to meet its
customers’ product delivery requirements which could adversely impact operating results. While the
Company is not solely dependent on one contract manufacturer, it expects to continue to rely on contract
manufacturers to fulfill a portion of its product manufacturing requirements.

(1) Property and Equipment

Property and equipment are stated at cost and depreciated using the straight-line method over their
estimated useful lives. Useful life for buildings is 30 years. Useful lives for laboratory and manufacturing
equipment range from 10 to 30 years. Useful lives of all other property and equipment range from 3 to 5
years. Leasehold improvements are amortized over the shorter of 2 years or the remaining lease term.

{m) Goodwill

Costs in excess of the fair value of tangible and identifiable intangible assets acquired and liabilities
assumed in a purchase business combination are recorded as goodwill. SFAS No. 142, Geodwill and Other
Intangible Assets, requires that companies test for goodwill impairment at least annually using a two-step
approach. The Company evaluates goodwill on an annual basis in November, at a minimum, and whenever
events and changes in circumstances suggest that the carrying amount may not be recoverable. Impairment
of goodwill is tested at the reporting unit level by comparing the reporting unit’s carrying amount, including
goodwill, to the fair value of the reporting unit. The Company has determined that it operates in a single
segment with one operating unit. The Company performs the annual goodwill impairment test using the
market approach. If the carrying amount of the reporting unit exceeds its fair value, indication of goodwill
impairment exists and a second step is performed to measure the amount of impairment loss, if any. During
the years ended December 31, 2007, 2006, and 2005, the Company recorded non-cash goodwill impairment
charges of zero, $110.5 million, and $55.2 million, respectively, as discussed in Note 3.

(n) Purchased Intangibles and Other Long-Lived Assets

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets,
the Company reviews long-lived assets, including intangible assets other than goodwill, for impairment
whenever events or changes in circumstances indicate that the carrying amount of an asset may not be fully
recoverable based on expected undiscounted cash flows attributable to that asset. Recoverability of assets to
be held and used is measured by a comparison of the carrying amount of an asset to future net undiscounted
cash flows expected to be generated by the asset. If the carrying amount of an asset exceeds its estimated
future net undiscounted cash flows, an impairment charge is recognized by the amount by which the
carrying amount of the asset exceeds the fair value of the asset. Any assets to be dispesed of would be
separately presented in the balance sheet and reported at the lower of the carrying amount or fair value less
costs to sell, and would no longer be depreciated. The assets and liabilities of a disposed group classified as
held for sale would be presented separately in the appropriate asset and liability sections of the balance
sheet.

During the years ended December 31, 2007, 2006, and 2005, the Company recorded non-cash
impairment charges of zero, $3.2 million, and $46.9 million, respectively, related to the impairment of
purchased technology, customer relationships and other amortizable intangibles as discussed in Note 3.

{0) Research and Product Development Expenditures

Costs related to research, design, and development of products are charged to research and product
development expense as incurred. Costs for the development of new software and substantial enhancements
to existing software are expensed as incurred until technological feasibility has been established, at which
time any additional development costs would be capitalized. The Company’s current process for developing
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software is essentially completed concurrently with the establishment of technological feasibility;
accordingly, no costs have been capitalized 1o date.

(p) Accounting for Stock-Based Compensation

On January 1, 2006, the Company adopted SFAS No. 123 (revised 2004), Share-Based Payment
(SFAS 123R), which requires the measurement and recognition of compensation expense for all share-based
payment awards made to employees and directors, including employee stock options and employee stock
purchases under the Company’s Employee Stock Purchase Plan based on estimated grant date fair values.
SFAS 123R supersedes the Company’s previous accounting under Accounting Principles Board Opinion
No. 25, Accounting for Stock Issued to Emplovees (APB 25). In March 2005, the Securities and Exchange
Commission issued Staff Accounting Bulletin No. 107 (SAB 107) relating to SFAS 123R. The Company
has applied the provisions of SAB 107 in its adoption of SFAS 123R.

The Company adopted SFAS 123R using the modified prospective transition method, under which
prior periods are not restated to reflect, and do not include, the impact of SFAS 123R. SFAS 123R requires
companies to estimate the fair value of share-based payment awards on the date of grant using an option
pricing model. The Company adopted the Black Scholes model to estimate the fair value of options. The
value of the portion of the award that is ultimately expected to vest is recognized as expense over the
requisite service periods in the Company’s Consolidated Statement of Operations. Prior to the adoption of
SFAS 123R, the Company accounted for stock-based awards to employees and directors using the intrinsic
value method in accordance with APB 25 as allowed under SFAS No. 123, Accounting for Stock--Based
Compensation (SFAS 123), and adopted the pro forma disclosures required under SFAS 123,

Awards of stock options granted to consultants under the Company’s share-based compensation plans
are accounted for at fair value determined by using the Black Scholes option pricing model in accordance
with Emerging Issues Task Force Issue No. 96-18, Accounting for Equity Instruments That Are Issued to
Other Than Employees for Acquiring, or In Conjunction with Selling, Goods or Services (EITF 96-18).
These options are generally immediately exercisable and expire seven to ten years from the date of grant.
The Company values non-employee options using the Black Scholes model. Non-employee options subject
to vesting are valued as they become vested.

Fair value stock-based compensation expense under SFAS 123R for the year ended December 31, 2007
includes compensation expense for share-based payment awards granted prior to, but not yet vested as of
December 31, 2005 based on the grant date fair value estimated in accordance with the pro-forma provisions
of SFAS 123, and compensation expense for the share-based payment awards granted subsequent to
December 31, 2005 based on the grant date fair value estimated in accordance with the provisions of
SFAS 123R. In conjunction with the provisions of SFAS 123R, the Company changed its method of
attributing the value of stock-based compensation to expense from the accelerated method to the straight
line method. Compensation expense for all employee share-based payment awards granted on or prior to
December 31, 2005 will continue to be recognized using the accelerated method while compensation
expense for all share-based payment awards granted subsequent to December 31, 2005 is recognized using
the straight line method.
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Pro Forma Information Under SFAS 123 for Periods Prior to the Implementation of SFAS 123R

The following table illustrates the effect on net loss and net loss per share if the fair value-based
method had been applied to all outstanding and unvested awards in each period (in thousands, except per
share data):

Year ended
December 31,
2005
Net loss, asreported . ... . e $(126,891)
Add: Stock-based compensation expense included in reported netloss .............. 3,272
Deduct: Total stock-based compensation expense determined under fair value method
for all awards .. . e e e (8,804)
Pro formMa MEt 1058 . o .ottt e e e e $(132,423)
Loss per share:
Asreported—basicanddiluted ......... . .. $  (1.13)
Pro forma—basicand diluted .. ... ...t $ (1.18)

See Note 6 for further information regarding the Company’s stock-based compensation assumptions
and expense.

{q) Income Taxes

The Company uses the asset and liability method to account for income taxes. Under this method,
deferred tax assets and liabilities are determined based on differences between the financial reporting and
the income tax bases of assets and liabilities. Deferred tax assets and liabilities are measured using enacted
tax rates and laws that will be in effect when the differences are expected to reverse. Valuation allowances
are established, when necessary, to reduce deferred tax assets to the amount expected to be realized. The
Company has recorded a full valuation allowance against its net deferred tax assets at December 31, 2007
and 2006 due to the significant uncertainty regarding whether the deferred tax assets will be realized.

(r) Net Loss per Conunon Share

Basic net loss per share is computed by dividing the net loss applicable to holders of common stock for
the period by the weighted average number of shares of common stock outstanding during the period. The
calculation of diluted net loss per share gives effect to common stock equivalents; however, potential
common equivalent shares are excluded if their effect is antidilutive. Potential common equivalent shares
are composed of common stock subject to repurchase rights and incremental shares of common equivalent
shares issuable upon the exercise of stock options and warrants, and the conversion of convertible debt.

(s) Other Comprehensive Income (Loss)

Other comprehensive income (loss) is recorded directly to stockholders’ equity and includes unrealized
gains and losses which have been excluded from the consolidated statements of operations. These unrealized
gains and losses consist of foreign currency translation adjustments and unrealized gains and losses on
available-for-sale securities.

(t} Recent Accounting Pronouncements
SFAS 157 — Fuir Value Measurements

In September 20086, the FASB issued SFAS No. 157, Fair Value Measurements (SFAS 157), which
defines fair value, establishes guidelines for measuring fair value and expands disclosures regarding fair
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value measurements. SFAS 157 does not require any new fair value measurements but rather eliminates
inconsistencies in guidance found in various prior accounting pronouncements. SFAS 157 is effective for
fiscal years beginning after November 15, 2007 for financial assets and liabilities and for fiscal years
beginning after November 15, 2008 for non-financial assets and liabilities. Earlier adoption is permitted,
provided the Company has not yet issued financial statements, including for interim periods, for that fiscal
year. The Company will be required to adopt SFAS 157 in its 2008 fiscal year for financial assets and
liabilities and in its 2009 fiscal year for non-financial assets and liabilities. The Company is currently
evaluating the impact of SFAS 157, but does not expect the adoption of SFAS 157 to have a material impact
on its consolidated financial statements.

FIN 48 — Accounting for Uncertainty in Income Taxes

In July 2006, the FASB issued Financial Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—an interpretation of FASB Statement No. 109 (FIN 48), which is a change in accounting for income
taxes. FIN 48 specifies how tax benefits for uncertain tax positions are to be recognized, measured, and
derecognized in financial statements; requires certain disclosures of uncertain tax matters; specifies how
reserves for uncertain tax positions should be classified on the balance sheet; and provides transition and
interim period guidance, among other provisions. The Company was required to adopt FIN 48 in fiscal year
2007. The adoption of FIN 48 did not have a material impact on its consolidated financial statements.

SFAS 159 — Fair Value Option for Financial Assets and Financial Liabilities

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (SFAS 159). SFAS 159 permits companies to choose to measure certain financial
instruments and certain other items at fair value. The standard requires that unrealized gains and losses on
items for which the fair value option has been elected be reported in earnings. SFAS 159 is effective for the
Company beginning in the first quarter of fiscal year 2008, although earlier adoption is permitted. The
Company is currently evaluating the impact, if any, that the adoption of SFAS 159 will have on its
consolidated financial statements,

SFAS 141R - Business Combinations

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations (SFAS
141R), which replaces SFAS No. 141. SFAS 14iR establishes principles and requirements for how an
acquirer recognizes and measures in its financial statements the identifiable assets acquired, the liabilities
assumed, any non controlling interest in the acquiree and the goodwill acquired. The Statement also
establishes disclosure requirements which will enable users to evaluate the nature and financial effects of
the business combination. SFAS 141R is effective for fiscal years beginning after December 15, 2008. The
Company will be required to adopt SFAS 141R in its 2009 fiscal year. The Company is currently evaluating
the impact, if any, that the adoption of SFAS 141R will have on its consolidated financial statements.

(u) Reclassifications

Centain reclassifications have been made to prior period balances in order to conform to the current
period’s presentation. These include the reclassification of stock-based compensation expense to the
associated operating expense line items in the consolidated statement of operations; and, commencing with
the first quarter of 2007, the reclassification of prior period balances relating to the Company’s historical
optical transport business as part of its balances relating to its legacy, services and other product category.

(2) Acquisitions

The consolidated financial statements include the operating results of each business from the date of

acquisition. The Company records the estimated acquisition related liabilities at the date of acquisition. For each
acquisition, amounts were allocated to purchased in-process research and development and intangible assets as
described below.
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Purchased In-Process Research and Development

The Company recorded charges for purchased in-process research and development of $1.2 million during
the year ended December 31, 2005. The amounts allocated to purchased in-process research and development
were determined through established valuation techniques used in the high-technology communications industry
and were expensed upon acquisition, because technological feasibility had not been established and no future
alternative uses existed. The values assigned to purchased in-process research and development were determined
by identifying the ongoing research projects for which technological feasibility had not been achieved and
assessing the state of completion of the research and development effort. The most significant and uncertain
assumptions that affected the valuations were market events and risks outside of the Company’s control such as
trends in technology, government regulations, market size and growth, and future product introduction by
competitors.

The state of completion was determined by estimating the costs and time incuired to date relative to those
costs and time to be incurred to develop the purchased in-process research and development into commercially
viable products, estimating the resulting net cash flows only from the percentage of research and development
efforts complete at the date of acquisition, and discounting the net cash flows back o their present vatue, The
risk adjusted discount rate included a factor that tock into account the uncertainty surrounding the successful
development of the purchased in-process technology projects. Historical margins and expense levels were
estimated to improve over time, assuming that the technology was successfully developed and the Company’s
ability to generate economies of scale and operating leverage as revenue continued o grow.

{a) Paradyne Networks, Inc.

In September 2005, the Company completed the acquisition of Paradyne Networks, Inc. (“Paradyne™)
in exchange for total consideration of $184.5 million, consisting of common stock valued at $164.1 million,
options and warrants to purchase common stock valued at $19.4 million, and acquisition costs of $1.0
million. Common stock and options were valued using an average closing price as reported by Nasdaq for
the two days immediately proceeding and following the announcement of the merger and the date of the
announcement. The Company acquired Paradyne to strengthen its position as a leading provider of next-
generation local access network solutions as well as increase its customer base, Paradyne had an existing
contract with the Company to resell certain of the Company’s products.

In September 2006, the purchase allocation was adjusted to reflect the Company’s revised plan with
respect to acquired excess facilities. The final purchase consideration was allocated as follows: net tangible
assets—5$48.6 million, amortizable intangible assets—3$54.8 million, purchased in-process research and
development—$1.2 million, goodwill—$79.0 million, and deferred compensation—3$0.9 million. The
amount allocated to purchased in-process research and development was charged to expense during the third
quarter of 2003, because technological feasibility had not been established and no future alternative uses for
the technology existed. The estimated fair value of the purchased in-process research and development was
determined using a discounted cash flow model, based on a discount rate which took into consideration the
stage of completion and risks associated with developing the technology. Of the amount allocated to
amortizable intangible assets, $12.3 million was allocated to core technology and $10.1 million was
allocated to patents, both of which were assigned an estimated useful life of five years. Of the remaining
$32.4 million, $3.3 million was allocated to backlog and $29.1 million was allocated to customer
relationships, which were assigned estimated useful lives of six months and seven years, respectively.

Net tangtble assets acquired consisted of total assets of $71.4 million, of which $70.4 million were
current, offset by assumed liabilities of $22.8 million. Assumed liabilities included employee severance and
estimated exit costs which were recorded based on Emerging Issues Task Force Issue No. 95-3, Recognition
of Liabilities in Connection with a Purchase Business Combination (EITF 95-3). As a result of the Paradyne
acquisition, the Company assumed a lease commitment for facilities in Largo, Florida, The term of the lease
expires in June 2012 and had an estimated remaining obligation of approximately $21.7 million as of
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December 31, 2007, of which $3.7 million was accrued for excess facilities, which is net of estimated
sublease income. In September 2006, the Company updated its plan to exit the excess portion of these
facilities and has recorded an adjustment to the purchase price allocation of $1.0 million to increase the
assumed liabilities relating to this lease. During the year ended December 31, 2007, the Company updated
its estimated sublease assumptions and recorded an additional adjustment of $0.5 million to increase the
assumed liabilities relating to this lease. A summary of period activity related to severance and exit costs

accrued in accordance with EITF 95-3 is as follows (in thousands):

Exit
Severance Costs Total
Liability recorded at acquisitiondate . .................... ..., $5080 $7670 512,750
Netcashpayments .........ovurnneomnn it (4,670) (1,904) (6,574)
Balance at December 31,2005 ... ... ... e 410 5,766 6,176
AdJUSUNENT . ..o e — 1,010 1,010
Netcashpayments ........ ... ... i iaiiiinnn, (410) (2,245) (2,655)
Balance at December 31,2000 ... ...t i e 5 — $4531 % 4531
Adjustment ... ... e e — 477 477
Netcash payments .. ... ..ovnnnirennre i iiiiranaraenans —_ (1,313) (1,313
Balance at December 31, 2007 .. .. ... ... e 5 — $3695 § 3,695

A summary of the assumed lease liabilities related to excess facilities at their net present value is as
follows (in thousands):

Exit Costs
Future [ease PAYIMENES L ...ttt ettt eaan e e e $ 7,870
Less: contractual sublease INCOIMIE ..o vr ittt ittt ettt et it ena e eenee e (2,457)
Less: estimated sublease INCOME . . ... ..ottt it ittt st iaaeeennnn e {1,934)
Other sublease eXPenses . ... ... ... i i i i i 216
Balance at December 31, 2007 .. oottt e s $ 3,695

(b) Pro forma Combined Results of Operations

The Company's results of operations include the results of operations for Paradyne from September
2005 following the consummation of the merger. The following table reflects the unaudited pro forma
combined results of operations of the Company on the basis that the acquisition of Paradyne took place at
the beginning of 2005 (in thousands, except per share amounts):

2005
N FEVRIILE .« o ittt ittt ettt e et ettt r e e e § 223,128
N LO8S ottt e e e e e (139,267)
Net loss per share—basicand diluted . . ... . .. .. ... i (0.95)
Number of shares used in computation—basic and diluted . ........................ 146,727

The pro forma financial information is not necessarily indicative of the operating results that would have

occurred, had the acquisitions been consummated as of the beginning of each year presenied, nor are they
necessarily indicative of future operating results.

(3) Long-lived Assets, Goodwill and Other Acquisition-Related Intangible Assets

The Company tests goodwill for impairment using a two step approach on an annual basis in November, or

when certain indicators of impairment exist in accordance with SFAS No. 142, Goodwill and Other Intangible
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Assets. Impairment of goodwill is tested at the reporting unit level by comparing the reporting unit’s carrying
amount, including goodwill, to the fair value of the reporting unit using the market approach. The Company has
determined that it operates in a single segment with one operating unit. If the carrying amount of the reporting
unit exceeds its fair value, a second step is performed to measure the amount of impairment loss, if any. In 2006
and 2005, the Company determined that such indicators of impairment existed and the second step was
performed, resulting in a goodwill impairment loss of $110.5 million and $55.2 million, respectively,

Changes in the carrying amount of goodwill were as follows (in thousands):

Year ended December 31,

2007 2006
Beginning balance ... ... .. ... . e $70,737  $ 180,001
Impairment of goodwill . ... ... . ... ... — (110470)
Other adjustments ., ... ... ..ttt e e e e {336) 1,206
Endingbalance . ... ... ..o i $70,401 % 70,737

In accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long Lived Assets, the
Company reviews long-lived assets, including intangible assets other than goodwill, for impairment whenever
events or changes in circumstances indicate that the carrying value of an asset may not be recoverable based on
expected undiscounted cash flows attributable to that asset. The amount of any impairment is measured as the
difference between the carrying value and the fair value of the impaired asset.

The Company estimates the fair value of its long-lived assets based on a combination of the market, income
and replacement cost approaches, In the application of the impairment testing, the Company is required to make
estimates of future operating trends and resulting cash flows and judgments on discount rates and other variables.
Actual future results and other assumed variables could differ from these estimates, During the third quarter of
2006, the Company determined that indicators of impairment existed and an impairment analysis was performed,
resulting in an impairment loss to amortizable intangibles of $3.2 million. During the fourth quarter of 2003, the
Company recorded a non-cash impairment charge of $46.9 miilion related to acquired intangibles consisting of
customer lists and developed technology. The primary circumstance leading to the impairment of these
intangibles was a decline in the Company’s projected future cash flows associated with customers and
technology attributable to the Company’s prior acquisitions, As a result of the impairment charges, the
Company’s amortizable intangibles at December 31, 2007 and 2006 were zero.

Changes in the carrying amount of intangible assets were as follows (in thousands):

Year Ended December 31,

2007 2006
Beginning netbookvalue ..... .. ... ... .. .. L, 5 — $14,638
AMOTzation . . ...t e e —_ (2,764)
Impairment of intangible assets . ........................... — (3,196)
Sale of intangible assets . ........ ... ... .. ... ... .. — (8,678)
Ending netbook value ............ ... ... ... ..., $ — $§ —

Sale of Intangible Assets

During the third quarter of 2007, the Company sold some of its non-strategic patents for $5.0 million. The
resulting $5.0 million gain was recorded within operating income as gain on sale of intangible assets. During the
second quarter of 2006, the Company sold some of its non-strategic patents for $9.0 million, resulting in a gain of
$0.3 million, which was recorded within general and administrative operating expenses.
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Sale of Land

During the second quarter of 2007, the Company completed the sale of approximately 3.625 acres of
undeveloped land at & price of $1.5 million to the Redevelopment Agency of the City of Oakland pursuant to a

repurchase option exercised by it. No gain or loss was recorded on the sale.

Sale of Access Node Fixed Assets

In December 2007, the Company sold its Access Node legacy product line to a third party. In addition to
sale of inventory, the Company also sold fixed assets related to the Access Node legacy product line. Upon sale

of the fixed assets, the Company recorded a gain of $0.7 million.

(4) Balance Sheet Detail

Balance sheet detail as of December 31, 2007 and 2006 is as follows (in thousands):

2007 2006
Inventories:
Raw materials . ... .. ..ot e $33,479 $30,452
WOrK i PrOCESS . . . oot i et it it e et i e e 5,194 10,392
Finishedgoods . . ....... ... i i i 6,025 4,192
$44,698  $45,036
Property and equipment:
5 T $ 4821 § 6321
Buildings . ... ... e 14,007 14,007
Machinery and equipment . . ... i i e e 7,729 6,838
Computers and acquired software .......... ... ... . v i it 3,401 3.438
Furniture and fixtures ............. .. . i i 389 411
Leasehold improvements . . .. ... ... ... . i 378 a52
30,725 31,367
Less accumulated depreciation and amortization ..................... 9,907 7,663
$20.818  $23,704

Depreciation and amortization expense associated with property and equipment amounted to $2.7 million,

$2.6 miltion and $1.8 million for the years ended December 31, 2007, 2006 and 2005, respectively.

2007 2006
Accrued and other liabilities (in thousands):

Accrued contract manufacturing costs ... ... ... ... i $ 14 3§ 81
Accrued WAaITANLY ... ..ot e e e e 2487 3,128
Accrued cOmpensation . .........iiiiiii i e s 3,051 3,027
Accrued severance and eXit COSIS ... ... ... il 3,695 4,531
Deferredrevenue . ... 656 619
0 1 o T PN 7,985 8,702

$17,888  $20,088
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The Company accrues for warranty costs based on historical trends for the expected material and labor costs
to provide warranty services. Warranty periods are generally one year from the date of shipment. The following
table summarizes the activity related to the product warranty liability during the years ended December 31, 2007
and 2006 (in thousands):

Balance at December 31, 2005
Charged to operations .
Claims/settlements (4,331}

Balance at December 31, 2006 $3,128
Charged to OPErations . ... ... ittt it i 2,410
Claims/settlements (3,051

Balance at December 31, 2007 $ 2,487

(5) Debt
Long-term debt

Long-term debt consisted of the following as of December 31, 2007 and 2006 {in thousands):

2007 2006
Secured real estate loandue April 2001 .. ... . . $19.405 519,639
Convertible debentures assumed in Sorrento acquisition due August 2007 ............... — 7,410

19405 27,049
Less current portion of long-termdebt .. ... ... ... .. .. .. . . 265 7,673

$19,140 $19,376

Aggregate debt maturities as of December 31, 2007 are $0.3 million in each of fiscal 2008, 2009, 2010 and
$18.4 million in fiscal 2011.

Secured Real Estate Loan

In December 2005, the Company entered into an amendment to an existing loan with a financial institution
relating to the financing of its Qakland, California campus (the “Amended Loan”). Under the Amended Loan,
(a) the oustanding principal balance was paid down from approximately $31.1 million to approximately
$20.0 million, (b) the maturity date was extended five years to April 1, 2011, (c) the floor rate was reduced from
3.0% per annum to 6.5% per annum, {d) the variable rate margin was reduced from 3.5% per annum o 3.0% per
annum, (e) the amortization period for purposes of calculating monthly principal payments was amended to a
period of 25 years commencing on January 1, 2006, and (f) the financial institution cancelled the Company’s
$6.0 million letter of credit. Interest accrues on the unpaid principal balance at a variable interest rate (which
adjusts every six months) equal to the sum of the LIBOR rate plus 3.0% per annum; provided that in no event
will the variable interest rate (a) exceed 14,2488% per annum, (b) be less than 6.5% per annum, or (c) be
adjusted by more than 1.0% at any adjustment date. The Company is obligated to make monthly payments of
principal and interest in an amount which fully amortizes the then unpaid principal balance of the loan and
interest accruing thereon at the interest rate in effect in equal monthly installments over the remaining term of the
amortization period. The interest rate on this debt was 8.1% as of December 31, 2007. The Company’'s
obligations under the Amended Loan remain secured by a security inferest in the Company’s campus, As of
December 31, 2007 and 2006, the debt was collateralized by land and buildings with a net book value of $16.5
million and $18.5 million, respectively,
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Convertible Debentures

In July 2004, the Company assumed convertible debentures of $11.7 million in connection with the
acquisition of Sorrento, with an interest rate of 7.5%. During 2006, the Company made a voluntary repayment of
$1.5 million relating to the convertible debenture debt. On August 2, 2007, the convertible debentures matured
and the Company repaid the outstanding principal amount of $7.4 million plus accrued interest. The debentures
were convertible into common stock at the option of the holder at a conversion price of $6.02 per share. No
holders elected to convert their debentures into common stock.

Credit Facility

The Company has a revolving line of credit and letter of credit facility and an accounts receivable purchase
facility with Silicon Valley Bank (the “SVB Facilities™). Under the facilities, the Company has the option of
borrowing funds at agreed upon rates of interest, so long as the aggregate amount of outstanding borrowings does
not exceed $25.0 million. In addition, the Company may seil specific accounts receivables to Silicon Valley
Bank, on a non recourse basis, at agreed upon discounts to the face amount of those accounts receivables, so long
as the aggregate amount of outstanding accounts receivables does not exceed $10.0 million. The SVB Facilities
are renewed on an annual basis, and are currently scheduled to expire in March 2009.

Under these facilities, $15.0 million and $i4.5 million were outstanding at December 31, 2007 and 2006,
respectively, and an additional $6.5 million was committed as security for various letters of credit as of
December 31, 2007. The amounts borrowed under the revolving credit facility bear interest, payable monthly, at
a floating rate that, at the Company’s option, is either (1) Silicon Valley Bank’s prime rate, or (2) the sum of the
LIBOR rate plus 2.9%; provided that in either case, the minimum interest rate is 4,0%. The interest rate was
7.25% at December 31, 2007.

The Company's obligations under the SVB Facilities are secured by substantially all of the Company’s
personal property assets and those of its subsidiartes, including their intellectual property. The SVB Facilities
contain certain financial covenants, and customary affirmative covenants and negative covenants. If the
Company does not comply with the various covenants and other requirements under the SVB Facilities, Silicon
Valley Bank is entitled o, among other things, require the immediate repayment of all outstanding amounts and
sell the Company’s assets to satisfy the obligations under the SVB Facilitics. As of December 31, 2007, the
Company was in compliance with these covenants.

(6) Stockholders’ Equity
(a) Overview

As of December 31, 2007 and 2006, the Company’s equity capitalization consisted of 900 million
authorized shares of common stock, of which 150.0 million and 149.3 million, respectively, were outstanding.

(b) Warrants

At December 31, 2007, the Company had a total of 2.2 million warrants to purchase common stock
outstanding at a weighted average exercise price of $4.20 per share. Of these, 2.15 million fully vested warrants
were assumed through the Company’s acquisition of Sorrento Networks Corporation (“Sorrento”) in July 2004 at
a weighted average exercise price of $3.88 per share. These warrants were valued using the Black-Scholes option
pricing model and the resulting fair value of $7.1 million was included in the purchase price for the acquisition.
No warrants were exercised in 2007. The warrants will expire in the years 2008 through 2014,

In September 20085, through the acquisition of Paradyne, the Company assumed a fully vested warrant to
purchase 1.1 million shares of the Company’s common stock at an exercise price of $5.42 per share. This warrant
was valued using the Black-Scholes option pricing model. The resulting fair value was minimal as the warrant’s
exercise price was higher than market price and the warrant’s term was only four months. This warrant expired
unexercised on December 31, 2005.

51




{c) Stock-Based Compensation

As of December 31, 2007, the Company had two types of share-based compensation plans related to stock
options and empleyee stock purchases. The compensation cost that has been charged as an expense in the
statement of operations for those plans was $2.9 miltion, $5.5 million and $3.3 million for the years ended
December 31, 2007, 2006 and 2005, respectively.

The following table summarizes stock-based compensation expense for the years ended December 31, 2007,
2006 and 2005 (in thousands):

Year ended December 31,
2007 2006 2005

Amortization of deferred stock-based compensation (intrinsic value) ............. $ — § — § 633

Stock-based compensation under SFAS 123R ... ... .. ..o 2,603 5,180 —

Compensation expense relating to non-employees . ......... ... . . .......... ... 49 10 2,638

Benefit due to reversal of previously recorded stock compensation ............... — — (19)

Compensation expense relating to Employee Stock Purchase Plan ... ............. 214 315 —_

Stock-based comMpPensalion EXPeNnSse ... ... ... urtr it i e $2,866 $5,505 $3,272
Stock Options

The share-based compensation plans are designed to attract, motivate, retain and reward talented employees,
directors and consultants and align stockholder and employee interests. The Company has two active plans, the
Amended and Restated Special 2001 Stock Incentive Plan and the Amended and Restated 2001 Stock Incentive
Plan. Stock options are primarily issued from the Amended and Restated 2001 Stock Incentive Plan. This plan
provides for the grant of incentive stock options, non-statutory stock options, restricted stock awards and other
stock-based awards to officers, employees, directors and consultants of the Company. Options may be granted at
an exercise price less than, equal to or greater than the fair market value on the date of grant, except that any
options granted to a 109% stockholder must have an exercise price equal to at least 110% of the fair market value
of the Company’s common stock on the date of grant. The Board of Directors determines the term of each option,
the option exercise price and the vesting terms. Stock options are generally granted at an exercise price equal to
the fair market value on the date of grant, expiring seven to ten years from the date of grant and vesting over a
period of four years. On January 1 of each year, if the number of shares available for grant under the Amended
and Restated 2001 Stock Incentive Plan is less than 5% of the total number of shares of common stock
outstanding as of that date, the shares available for grant under the plan are automatically increased by the
amount necessary to make the total number of shares available for grant equal to 5% of the total number of
shares of common stock outstanding, or by a lesser amount as determined by the Board of Directors. As of
December 31, 2007, 4.5 million shares were available for grant under these plans.

Through the acquisition of Paradyne in September 2005 and Sorrento in July 2004, the Company assumed
several stock option plans, including the Amended and Restated 1996 Equity Incentive Plan, the 1999
Non-Employee Directors’ Stock Option Plan, the 2000 Broad-Based Stock Plan, the Amended and Restated
Osicom Technologies, Inc, 1997 Incentive and Non-Qualified Stock Option Plan, Sorrento Networks Corporation
2000 Stock Incentive Plan and the 2003 Equity Incentive Plan. In February 2006, the Company amended and
froze these plans as well as the Zhone Technologies, Inc. 1999 Stock Option Plan and the 2002 Stock Incentive
Plan to provide that no further awards be made under these plans. As a result of this amendment, approximately
12.4 million shares were no longer available for grant. During the year ended December 31, 2007 and 2006, thete
were cancetled shares relating to plans which were frozen and therefore unavailable for grant of [.7 million and
2.5 million, respectively.

The Company has estimated the fair value of stock-based payment awards on the date of grant using the
Black Scholes pricing model, which is affected by the Company’s stock price as well as assumptions regarding a

52




number of complex and subjective variables. These variables include the Company’s expected stock price
volatility over the term of the awards, actual and projected employee option exercise behaviors, risk free interest
rate and expected dividends. The estimated expected term of options granted was determined based on historical
option exercise trends. Estimated volatility was based on historical volatility as well as peer group data and the
risk free interest rate was based on U.S. Treasury yield in effect at the time of grant for the expected life of the
options. The Company does not anticipate paying any cash dividends in the foreseeable future and therefore used
an expected dividend yield of zero in the option valuation model. The Company is also required o estimate
forfeitures at the time of grant and revise those estimates in subsequent periods if actual forfeitures differ from
those estimates. Historical data was used to estimate pre-vesting forfeitures and record stock-based compensation
expense only for those awards that are expected to vest.

The assumptions used to value option grants for the years ended December 31, 2007, 2006 and 2005 are as
follows:

Year ended December 31,

2067 2006 2005
Expectedterm ........ ... 47 years 4.9 years 4.0 years
Expected volatility .......... oot 60% 13% 73%
Risk free interestrate . ............cooivinnnaann. 4.13% 4.7% 4.1%

The weighted average grant date fair value of options granted during the years ended December 31, 2007,
2006 and 2005 was $0.68, $1.10 and $1.65 per share, respectively. The intrinsic value of options exercised for
the years ended December 31, 2007, 2006 and 2005 was $0.08 million, $0.8 million and $1.1 million,
respectively. For the years ended December 31, 2007, 2006 and 2005, the Company received $0.01 million, $1.4
million and $2.3 million in proceeds from stock option exercises, respectively.

The following table sets forth the summary of option activity under the stock option program for the year
ended December 31, 2007 (in thousands, except per share data):

Weighted Average Aggregate

Options Weighted Average Remaining Intrinsic
Qutstanding Exercise Price Caontractual Term Value

Qutstanding as of December 31, 2006 25,141 $4.56 5.76 3553
Granted ... ..., 3,865 $1.27
Canceled/Forfeited . .............. (3,999) $3.61
Exercised ........ ... ... s _ﬂ) $ .21
Qutstanding as of December 31, 2007 24,939 $4.21 492 $406
Vested and expected to vest at

December 31,2007 ............ 22,425 $4.49 4.72 $406
Vested and exercisable at

December 31,2007 ............ 17,628 $5.24 4,18 $406

The aggregate intrinsic value represents the total pretax intrinsic value, based on the Company’s closing
stock price as of December 31, 2007 of $1.17, which would have been received by the option holders had the

option holders exercised their options as of that date.

As of December 31, 2007, there was $5.0 million of unrecognized compensation costs, adjusted for
estimated forfeitures related to unvested stock-based payments granted which are expected to be recognized over
a weighted average period of 2.0 years.
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Employee Stock Purchase Plan

The Company’s 2002 Employee Stock Purchase Plan (“ESPP”}) allows eligible employee participants to
purchase shares of the Company’s common stock at a price equal to 85% of the lower of the fair market value of
the common stock at the beginning or the end of each offering period. Participation is limited to 10% of an
employee’s eligible compensation, not to exceed amounts allowed by the Internal Revenue Code. During the
second quarter of 2006, the number of available shares under the ESPP was increased by 2.0 million. At
September 1, 2005, the Company changed from a six month offering period to a three month offering period
under the ESPP. The following table summarizes shares purchased, weighted average purchase price, cash

received and the aggregate intrinsic value for ESPP purchases during the years ended December 31, 2007, 2006
and 2005 (in thousands, except per share data):

Year ended December 31,
2007 2006 2005

...................................... 641 581 372

Shares purchased

Weighted average purchase price .. ............ ... ... ..., $1.02  $149  $2.18
Cashreceived ... ... . $653 $867 $812
Aggregate intrinsic value ... ... .. $182 3351 3174

The assumptions used to value stock purchases under the Company's ESPP for the years ended
December 31, 2007, 2006 and 2005 are as follows:

Year ended December 31,

2007 2006 2008
Expectedterm ........... .. ciiiiiiiiiiii e, 3 months 3 months 7.6 months
Volatility .. ... e 60% 57% 77%
Risk free interestrate .. ... ... ... . ... iiiiiinneian.. 4.7% 4.7% 1.9%
Weighted average fair value pershare .. .................. $0.35 $0.54 $1.16
(7) Net Loss Per Share

The following table sets forth the computation of basic and diluted net loss per share (in thousands, except
per share data):

Year ended December 31,
2007 2006 2005
Numerator;
NELIOSS o v v oo e e e e e $(12,102) $(142,666) $(126,891)
Denominator:
Weighied average common stock outstanding ......... 149,623 148,727 112,077
Adjustment for common stock issued subject to
repurchase ..... ... ... ... .. — —_— (73)
Denominator for basic and diluted calculation ... .. 149,623 148,727 112,004
Basic and diluted net loss pershare , . .................... $ 008 $ (09 35 (1.13)
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The following table sets forth potential common stock that is ot included in the diluted net loss per share
caiculation above because their effect would be anti-dilutive for the periods indicated (in thousands, except
exercise price per share data):

Weighted Average
2007 Exercise price
WAITANIS oo\ttt re et ee e ettt e s g 2,185 $4.20
Outstanding stock options and unvested restricted shares ............. 24,977 $4.21
27,162
Weighted Average
2006 Exercise price
WATAMES . oottt taoe et et e et baas s e im o a s 2,716 $4.68
Convertible debentures ... ... ...t 1,231 6.02
Qutstanding stock options . ... ... i e 25,141 4.56
29,088
Weighted Average
2005 Exercise price
Weighted average common stock issued subject to repurchase ......... 73 $3.06
WAITANES . ottt ettt et e e e e e e ae ettt et ee e 2,716 4.69
Convertible debentures ... ... ...t el 1,473 6.02
Qutstanding stock Optons . .. .. ... .. it e 24,708 5.07
28,970

As of December 31, 2007 and 2006, there were zero shares of issued common stock subject to repurchase.

(8) Income Taxes

The following is a summary of the components of income tax expense applicable to net loss before income
taxes (in thousands):

Year ended December 31,
2007 2006 2005

Current:
Federal . ...t s $— $— 5—
Lo T2 <1 150 117 95
Foreign ... ..o oo 244 147 120
394 264 215
Deferred:
Federal ... .o e e e e - — —
10 2 —_ — —
FOTEIgn o e e — — —_

$394 %264 5215
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A reconciliation of the expected tax expense (benefit) to the actual tax expense is as follows (in thousands):

Year ended Decemtber 31,
2007 2006 2005
Expected tax benefit at statutory rate (35%) ... i, 3(4,098) $(49.841) ${44,337)
State taxes, net of Federaleffect ...... ... . . . i .. 98 76 62
Goodwill amortization and impairment . ........ ... .. ... ... ... e — 38,665 19,338
Foreign rate differential ........ ... .. ... . . (1,474) 5,833 3,208
Valuation alloOWance .. ... .. .ot e e 4,836 3,834 20,292
Stock-based compensation .. ... ... o 948 1,615 1,037
Acquired in-process research and development ... ... ... . o — — 417
0 11T AP 34 82 108

$ 394 $ 264 § 215

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of
assets and liabilities for financial reporting and income tax purposes. Significant components of the Company’s
deferred tax assets and liabilities as of December 31, 2007 and 2006 are as follows (in thousands):

2007 2006
Deferred assets:
Net operating loss, capital loss, and tax credit carryforwards ........ $478835 § 451,782
Fixed assets and intangible assets . . . ........ ... ... ... . iiaat 59,542 80,708
Inventory and otherreserves .............c.oiiiiiiiiienanennn. 14,321 19,630
O her . e e 120 832
Grossdeferred tax assets .. ...........ooiiiierenenrannn.. 552,818 552,952
Less valuation allowance .. ........ ... . .coiiririeernannennnnn. (552,818)  (552,952)
Total deferred tax @ssets . ...... et iineeineeineennn, $ — 5 —

The Company has established a valuation allowance to reduce the deferred tax assets to a level that the
Company believes is more likely than not to be realized through future taxable income. Approximately
$359.2 million of the valuation allowance for deferred tax assets relates to various acquisitions, the benefit from
which will be allocated first to goodwill rather than current tax expense if subsequently realized.

For the years ended December 31, 2007 and 2006, the net changes in the valuation allowance were a
decrease of $0.1 millien and an increase of $22.9 million, respectively. The Company recorded a full valuation
allowance against the net deferred tax assets at December 31, 2007 and 2006 since it is more likely than not that
the net deferred tax assets will not be realized due to the lack of previously paid taxes and anticipated taxable
income.

As of December 31, 2007, the Company had net operating loss carryforwards for federal and California
income tax purposes of approximaiely $1,231.4 million and $419.3 million, respectively, which are available to
offset future taxable income, if any, in years through 2027 and 2017, respectively. Approximately $2.9 million
and $1.9 million net operating loss carryforwards for federal and California income tax purposes, respectively,
are attributable to employee stock option deductions, the benefit from which will be atlocated to paid-in-capital
rather than current income when subsequently recognized. Federal and state laws impose substantial restrictions
on the utilization of net operating loss and tax credit carryforwards in the event of an ownership change for tax
purposes, as defined in Section 382 of the Internal Revenue Code. As a result of such ownership changes, the
Company’s ability to realize the potential future benefit of tax losses and tax credits that existed at the time of the
ownership change will be significantly reduced. The Company’s deferred tax asset and related valuation
allowance would be reduced as a result, The Company has not vet performed a Section 382 study to determine
the amount of reduction, if any.
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As of December 31, 2007, the Company also had research credit carryforwards for federal and state income
tax purposes of approximately $19.6 million and $7.7 million, respectively, which are available to reduce future
income taxes, if any, in years through 2027 and over an indefinite period, respectively. Additionally, the
Company had alternative minimum tax credit carryforwards for federal income tax purposes of approximately
$0.1 miltion which are available to reduce future income taxes, if any, over an indefinite period. The Company
also had enterprise zone credit carryforwards for state income tax purposes of approximately $0.2 million which
are available to reduce future state income taxes, if any, over an indefinite period.

The Company adopted the provisions of FASB Interpretation No. 48, Accounting for Uncertainty in Income
Taxes (FIN 48), on January 1, 2007. In accordance with the provisions of FIN 48, the total amount of
unrecognized tax benefits, including interest and penalties, at December 31, 2007 is not material. The amount of
tax benefits that would impact the effective rate, if recognized, is not expected to be material. However, the
Company may have unrecognized tax benefits included in its deferred tax assets that have not yet been
recognized due to a full valuation allowance as of December 31, 2007 and 2006. There were no significant
changes to unrecognized tax benefits at the date of adoption or as of December 31, 2007. The Company does not
anticipate any significant changes with respect to unrecognized tax benefits within the next 12 months.

Interest and penalties, to the extent accrued on unrecognized tax benefits in the future, will be included in
tax expense.

The Company or one of its subsidiaries files income tax returns in the U.S. federal jurisdiction, and various
state and foreign jurisdictions. The open tax years for the major jurisdictions are as follows:

¢ Federal 2004 - 2007
« California and Canada 2003 - 2007
*  Brazil ' 2001 — 2007
*  Germany and United Kingdom 2005 - 2007

However, due to the fact the Company had net operating losses and credits carried forward in most
jurisdictions, certain items attributable to technically closed years are still subject to adjustment by the relevant
taxing authority through an adjustment to tax attributes carried forward to open years.

In addition, to the extent the Company is deemed to have a sufficient connection to a particular taxing
jurisdiction to enable that jurisdiction to tax the Company but the Company has not filed an income tax return in
that jurisdiction for the year(s) at issue, the jurisdiction would typically be able to assert a tax liability for such
years without limitation on the number of years it may examine.

The Company is not currently under examination for income taxes in any material jurisdiction.

(9) Related-Party Transactions

In July 2004, the Company completed the acquisition of Sorrento to obtain its line of optical transport
products and enhance its competitive position with cable operators. One of the Company’s directors is a partner
of a venture capital firm which is a significant stockholder of Zhone, and which also held warrants to purchase
Sorrento common stock that were assumed by Zhone. :

In the ordinary course of business, the Company's executive officers and non-employee directors are
reimbursed for travel related expenses when incurred for business purposes. The Company reimburses its
Chairman, President and Chief Executive Officer, Morteza Ejabat, for the direct operating expenses incurred in
the use of his private aircraft when used for business purposes. The amount reimbursed for these expenses was
$615,000, $707,000 and $753,000 during the years ended December 31, 2007, 2006 and 2005, respectively.

In July 2002, the Company loaned $350,000 to Morteza Ejabat in connection with his purchase of 3,500,000
shares of common stock and $200,000 to Jeanette Symons in connection with her purchase of 2,000,000 shares
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of common stock. These loans were made pursuant to promissory notes which accrue interest at a rate of
5.5% per annum compounded annually and became due on July 11, 2006. During the third quarter of 2006, the
outstanding principal amounts of the promissory notes and accrued interest were paid according to the original
terms of the notes.

(10) Commitments and Contingencies
Operating Leases
The Company has entered into operating leases for certain office space and equipment, some of which

contain renewal options.

Estimated future lease payments under all non-cancelable operating leases with terms in excess of one year,
including taxes and services fees, are as follows (in thousands):

Operating leases

Year ending December 31:

2008 e 4,874
200 e e e 4,597
2000 e e 4,478
70 4,478
2002 e 4,453

Total minimum lease payments .............c.c.coeeeveer... $22,880

The total minimum lease payments shown above include projected payments and obligations for leases,
some of which relate to excess facilities obtained through acquisitions, At December 31, 2007, the Company had
estimated commitments of $21.7 million related to facilities assumed as a result of the Paradyne acquisition, of
which $3.7 million was accrued for excess facilities in accrued liabilities as of December 31, 2007. For operating
leases that include contractual commitments for operating expenses and maintenance, estimates of such amounts
are included based on current rates. Rent expense under operating leases, excluding rent relating to excess
facilities previously accrued, totaled $4.9 million, $4.0 million and $1.9 million for the years ended
December 31, 2007, 2006 and 20035, respectively. Sublease rental income totaled $1.5 million, $1.0 million and
$0.1 million for the years ended December 31, 2007, 2006 and 2005, respectively.

Other Commitments

The Company has agreements with various contract manufacturers which inclede inventory repurchase
commitments for excess material based on the Company’s sales forecasts. The Company has recorded a liability
for estimated charges of $0.01 million and $0.08 million related to these arrangements as of December 31, 2007
and 2006, respectively.

The Company is currently under audit examination by several state taxing authorities for non income based
taxes, The Company has reserved an estimated amount which the Company believes is sufficient to cover
potential claims. However, there are certain examinations including those related to acquired entities, for which
an amount cannot be reasonably estimated. In these instances, the examinations are still in the information
gathering stage and no formal assessment has been made.

In connection with the acquisition of Sorrento in July 2004, the Company recorded assumed liabilities for
possible contingencies related to the resolution of an employee defined benefit pension plan dispute. In 2000,
Sorrento sold one of its subsidiaries to a third party. In connection with this transaction, the third party assumed
all responsibility for a defined benefit plan for the employees of the Sorrento subsidiary that was sold to them.
Although the third party is the sponsor of the benefit plan, it disclaims responsibility for the minimum funding
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contributions to the benefit plan and insists that the Company is responsible for any liability related thereto. The
Company has reserved an estimated amount which the Company believes is sufficient to cover potential claims
regarding the resolution of the benefit plan dispute. The Company also acquired restricted cash of $0.5 million
related to the settlement of these claims. During 2007, the Company reclassified the $0.5 million from restricted
cash to other current assets as the Company expects to release these funds within one year.

Performance Bonds

In the normal course of operations, the Company arranges for the issuance of various types of surety bonds,
such as bid and performance bonds, which are agreements under which the surety company guarantees that the
Company will perform in accordance with contractual or legal obligations. If the Company fails to perform under
its obligations, the maximum potential payment under these surety bonds would have been $2.2 million as of
December 31, 2007.

Royalties

The Company has certain royalty commitments associated with the shipment and licensing of certain
products. Royalty expense is generally based on a dollar amount per unit shipped or a percentage of the
underlying revenue.

(11) Litigation
Paradyne Matters

As a result of the acquisition of Paradyne, the Company became involved in various legal proceedings,
claims and litigation, including those identified below, relating to the operations of Paradyne prior to the
acquisition of Paradyne.

A purported stockholder class action complaint was filed in December 2001 in the United States District
Court in the Southern District of New York against Paradyne, Paradyne’s then-current directors and executive
officers, and each of the underwriters (the “Underwriter Defendants™) who participated in Paradyne’s initial
public offering and follow-on offering (collectively, the “Paradyne Offerings”). The complaint alleges that, in
connection with the Paradyne Offerings, the Underwriter Defendants charged excessive commissions, inflated
transaction fees not disclosed in the applicable registration statements and allocated shares of the Paradyne
Offerings to favored customers in exchange for purported promises by such customers to purchase additional
shares in the aftermarket, thereby allegedly inflating the market price for the Paradyne Offerings. The complaint
seeks damages in an unspecified amount for the purported class for the losses suffered during the class period.
This action has been consolidated with hundreds of other securities class actions commenced against more than
300 companies (collectively, the “Issuer Defendants”) and approximately 40 investment banks in which the
plaintiffs make substantially similar allegations as those made against Paradyne with respect to the initial public
offerings and/or follow-on offerings at issue in those other cases. All of these actions have been consolidated
before Judge Shira Scheindlin under the caption In re: Initial Public Offering Securities Litigation (the “IPO
Actions”).

In 2003, the Issuer Defendants participated in a global settlement among the plaintiffs and the insurance
companies that provided directors’ and officers’ insurance coverage to the Issuer Defendants (the “Issuer
Settlement”). The Issuer Settlement agreements provided for the Issuer Defendants (including Paradyne) to be
fully released and dismissed from the IPO Actions. Under the terms of the Issver Settlement agreements,
Paradyne would not have been required to make any cash payment to the plaintiffs. Although the District Court
preliminarily approved the Issuer Settlement, the preliminary approval remained subject to a future final
settlement order, after notice of setilement had been provided to class members and they had been afforded the
opportunity to oppose or opt out of the settlement. However, before the District Court could conduct its final
settlement hearing, on December 5, 2006, the United States Court of Appeals for the Second Circuit (the “Second

59




Circuit”™) reversed an October 13, 2004 order of the District Court in which Judge Scheindlin had granted class
certification for six “test cases” in the IPO Actions. On April 4, 2007, the Second Circuit denied the plaintiffs’
petition for rehearing of the December 5, 2006 ruling. The Disirict Court has since made clear that the Issuer
Settlement cannot be approved — in its current form — as a class action settlement in light of the Second
Circuit’s December 5, 2006 ruling and has declined to schedule a final approval hearing with respect to the Issuer
Seitlement for that reason. Counsel for the plaintiffs, for the Issuer Defendants and for the insurance companies
that provided directors’ and officers’ insurance to the Issuer Defendants are currently engaged in discussions to
restructure and salvage the Issuer Settlement. There can be no assurance that a restructured Issuer Settlement will
be reached by the parties or that any such future settlement will meet the conditions for final approval by the
District Court.

Other Matiers

The Company is subject to other legal proceedings, claims and litigation arising in the ordinary course of
business. While the outcome of these matters is currently not determinable, the Company does not expect that the
ultimate costs to resolve these matters will have a material adverse effect on its consolidated financial position or
results of operations. However, litigation is subject to inherent uncertainties, and unfavorable rulings could occur.
If an unfavorable ruling were to occur, there exists the possibility of a material adverse impact on the resuits of
operations of the period in which the ruling occurs, or future periods.

(12) Employee Benefit Plan

The Company maintains a 401(k) plan for its employees whereby eligible employees may contribute up to a
specified percentage of their earnings, on a pretax basis, subject to the maximum amount permitted by the
Internal Revenue Code. Under the 401(k) plan, the Company may make discretionary contributions. The
Company made no discretionary contributions to the plan during the three years ended December 31, 2007,

Through the acquisition of Paradyne in September 2005, the Company assumed the Paradyne Corporation
Retirement Savings Plan 401K Plan. In December 2005, the plan was amended thereby freezing all future
contributions and eliminating any Company contributions. In March 2006, the plan’s assets were merged into the
Zhone Technologies, Inc, 401(k) Plan.

Through the acquisition of Sorrento in July 2004, the Company assumed the Sorrento Networks Corporation
Retirement Savings 401(k) plan and the LuxN, Inc. 401(k) Profit Sharing Plan. Both plans were terminated on
June 30, 2004 prior to the acquisition. The Sorrento Networks Corporation Retirement Savings 401(k} Plan’s
assets have been distributed to all participants as of December 31, 2005. The LuxN, Inc. 401(k) Profit Sharing
Plan’s assets were distributed to Penchecks, Inc. and Penchecks, Inc. is currently in the process of distributing ail
assets to participants.
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(13) Enterprise Wide Information

The Company designs, develops and markets communications products for network service providers. The
Company derives substantially all of its revenues from the sales of the Zhone product family. The Company’s
chief operating decision maker is the Company’s Chief Executive Officer. The Chief Executive Officer reviews
financial information presented on a consolidated basis accompanied by disaggregated information about
revenues by geographic region for purposes of making operating decisions and assessing financial performance.
The Company has determined that it has operated within one discrete reportable business segment since
inception. The following summarizes required disclosures about geographic concentrations and revenue by
product family (in thousands).

Year ended December 31,
2007 2006 2005
Revenue by Geography:
United SEAIES . . .ot vt e e e it e e $ 79453 $105,098 $ 86,919
Canada ... ..o e e 10,497 10,611 12,547
Total North America ........... i veeienennn. 89,950 115,709 99,466
Labin AMEICA « v ot e s et e e e ettt e et 37,808 25,154 8,661
Europe, Middle East, Africa......................... 42,208 45,441 37,528
ASIaPacifIC ... .. e e 5,482 8,040 6,173
Total International .. ....... ..t reenn.. 85,498 78,635 52,362

$175,448  $194.344  $151,828

Year ended December 31,
2007 2006 2005
Revenue by Product Family:
QLM e e $123,183 5118209 § 66,854
Legacy, service, andother .......................... 532,265 76,135 84,974

$175,448 5194344  §151,828

(14) Subsequent Event

On January 16, 2008, the Company sold its legacy GigaMux product line to a third party. The sale of the
GigaMux product line was not treated as a discontinued operation since it did not represent a component of the
Company that had operations and cash flows that were clearly distinguishable, operationally and for financial
reporting purposes, from the rest of the entity. The Company expects to Tecognize a gain on the sale of the
inventory, fixed assets, and intangible assets related to this product line in the first quarter of 2008.
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(15) Quarterly Information (unaudited)

Year ended December 31, 2007

Q1 Q2 Q3 Q4
(in thousands, except per share data)

Netrevenie . ...t e e e e e e $ 43,146 $ 44085 § 41,604 $ 46,613
Grossprofit ... ... e 15,539 14,976 12,471 16,092
Gain on sale of intangible assets .......................... — — (5,000} —
Operating 10ss (a) .. ... tirie e e (4,569) (4,403) (1,389) {984)
T 3 (4,786) (4,554) (1,530) (1,232)
Basic and diluted net loss pershare . ....................... $ (038 (03) % 01y $ (0D
Weighted-average shares outstanding used to compute basic and

diluted netlosspershare ........... ... ... 0 iiiinn.n. 149,338 149,533 149,715 149,907

Year ended December 31, 2006
Q1 Q2 Q3 Q4
(in thousands, except per share data)

Nt reVenUE . .. . ettt et et e $ 52,686 $ 54214 § 43,138 % 44,306
Gross Profit .. ... .. i e 19,861 11,688 15,109 15,937
Amortization and impairment . .......... ... . ..., 1,898 559 113,973 —
Operating loss (B) . ... i e (3,750)  (12,999) (121,144) (4,302)
i o 3 (3,904) (13,100) (121,032) {4,630)
Basic and diluted net loss pershare . ....................... $ (003 & 009 % (OSDH $ (0.03)
Weighied-average shares outstanding used to compute basic and

diluted net loss pershare ........... ... ... ... ... ...... 148,139 148,721 148,905 149,142

(a) Operating loss included a $5.0 million gain on sale of patents during the third quarter ended September 30,
2007.

(b} Operating loss included a $7.2 million write off of inventory related to legacy products during the second
quarter ended June 30, 2006 and an impairment charge of $113.7 million related to goodwiil and intangibles
during the third quarter ended September 30, 2006.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Zhone Technologies, Inc.:

We have aundited the accompanying consolidated balance sheets of Zhone Technologies, Inc. and
subsidiaries (“the Company™} as of December 31, 2007 and 2006, and the related consolidated statements of
operations, stockholders’ equity and cash flows for each of the years in the three-year period ended December 31,
2007. These consolidated financial statements are the responsibility of the Company’s managemeni. Our
responsibility is to express an opinion on these consolidated financial statements based on our audits,

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Zhone Technologies, Inc. and subsidiaries as of December 31, 2007 and 2006, and the
results of their operations and their cash flows for each of the years in the three-year period ended December 31,
2007, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, the Company adopted SFAS No. 123(R),
Share-Based Puyment, applying the modified prospective method at the beginning of fiscal year 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), Zhone Technologies, Inc.’s internal control over financial reporting as of December 31, 2007,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSQ), and our report dated March 6, 2008 expressed an
unqualified opinion on the effectiveness of the Company’s internal control over financial reporting.

{s/ KPMG LLP

Mountain View, California
March 6, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Zhone Technologies, Inc.:

We have audited Zhone Technologies, Inc.’s internal control over financial reporting as of December 31,
2007, based on criteria established in Internal Control—Integrated Framework issued by the Commitiee of
Sponsoring Organizations of the Treadway Commission (COSQO). Zhone Technologies, Inc.’s management is
responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying Management's Report on
Internal Control over Financial Reporting. Our responsibility is to express an opinion on the Company’s internal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit 10 obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Our
audit included obtaining an understanding of internal control over financial reporting, assessing the risk that a
material weakness exists, and testing and evaluating the design and operating effectiveness of internal conirol
based on the assessed risk. Our audit also included performing such other procedures as we considered necessary
in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasenable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that couid have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, Zhone Technologies, Inc. maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2007, based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the consoclidated balance sheets of Zhone Technologies, Inc. and subsidiaries as of December 31,
2007 and 2006, and the related consolidated statements of operations, stockholders’ equity and cash flows for
each of the years in the three-year period ended December 31, 2007, and our report dated March 6, 2008
expressed an unqualified opinion on those consolidated financial statements.

fs/ KPMG LLP

Mountain View, California
March 6, 2008
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INTERNAL CONTROLS OVER FINANCIAL REPORTING

Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting to provide reasonable assurance regarding the reliability of our financial reporting and the preparation
of financial statements for external purposes in accordance with generally accepted accounting principles.
Management assessed the effectiveness of our internal control over financial reporting as of December 31, 2007,
the end of our fiscal year. In making this assessment, management used the criteria established by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO) in the report entitled “Internal Control-
Integrated Framework.” Based on our assessment of internal control over financial reporting, management has
concluded that, as of December 31, 2007, our internal control over financial reporting was effective to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements
for external reporting purposes in accordance with generally accepted accounting principles. Our independent
registered public accounting firm, KPMG LLP, has issued an attestation report on our internal control over
financial reporting. Such report appears at page 63.

Inherent Limitations on Effectiveness of Controls

Our management, including our Chief Executive Officer and Chief Financial Officer, does not expect that
our disclosure controls and procedures or our internal control over financial reporting will prevent or detect all
error and all fraud. A control system, no matter how well designed and operated, can provide only reasonable,
not absolute, assurance that the control system’s objectives will be met. The design of a control system must
refiect the fact that there are resource constraints, and the benefits of controls must be considered relative to their
costs. Further, because of the inherent limitations in all control systems, no evaluation of controls can provide
absolute assurance that misstatements due to error or fraud will not occur or that all control issues and instances
of fraud, if any, within the Company have been detected. These inherent limitations include the realities that
judgments in decision-making can be faulty and that breakdowns can occur because of simple error or mistake.
Controls can also be circumvented by the individual acts of some persons, by collusion of two or more people, or
by management override of the controls. The design of any system of controls is based in part on certain
assumptions about the likelihood of future events, and there can be no assurance that any design will succeed in
achieving its stated goals under ail potential future conditions. Projections of any evaluation of controls
effectiveness to future periods are subject to risks. Over time, controls may become inadequate because of
changes in conditions or deterioration in the degree of compliance with policies or procedures.
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