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This Annual Report on Form 10-K of Veraz Networks, Inc. and its subsidiaries (“Veraz” or the “Company”,
“Us”, “We” or “Our”) contains forward-looking statements. All statements in this Annual Report on Form 10-K,
including those made by the management of Veraz, other than statements of historical fact, are forward-locking
statements. These forward-looking statements are made pursuant to safe harbor provisions of the Private Securities
Litigation Reform Act of 1995, Forward-looking statements are based on management’s estimates, projections and
assumptions as of the date hereof and include the assumptions that underlie such statements. Forward-looking
statements may contain woeds such as “may,” “will,” “should,” “could,” “would,” “expect,” “plan,” “antictpate,”
“believe,” “estimate,” “predict,” “potential,” and “continue,” the negative of these terms, or other comparable
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terminology. Any expectations based on these forward-looking statements are subject to risks and uncertainties and
other important factors, including those discussed below and in the section titled “Item 1 A. Risk Factors.” Other
risks and uncertainties are disclosed in Veraz'’s prior Securities and Exchange Commission (“SEC”) filings. These
and many other factors could affect Veraz’s future financial condition and operating results and could cause actual
results to differ materially from expectations based on forward-looking statements made in this document or
elsewhere by Veraz or on its behalf. Veraz undertakes no obligation to revise or update any forward-looking
statements.




PART 1

Item 1. Business
QOur Company

We were incorporated in Delaware on October 18, 2001, and are a leading global provider of voice
infrastructure solutions for established and emerging wireline and wireless service providers, Service providers
use our products to transport, convert and manage data and voice traffic over both legacy Time-Division Multi-
plexing, or TDM, networks and Internet Protocol, or IP, networks, while enabling Voice over IP, or VoIP, and other
multimedia services. Our products consist of our bandwidth optimization products and our Next Generation
Network, or NGN, switching products. Our bandwidth optimization products include our DTX family of digital
circuit multiplication equipment, or DCME, products and our [-Gate 4000 family of stand-alone media gateways.
Our NGN solution includes our ControlSwitch product family based on the [P Multimedia Subsystem, or IMS,
architecture as well as our I-Gate 4000 family of media gateways. We also offer services consisting of hardware and
software maintenance and support, installation, training and other professional services,

Our early business was based on the sale of DCME products to service providers for use in their legacy TDM
networks. DCME optimizes the transmission of voice across existing transmission links through the use of specific
voice compression and voice quality enhancement algorithms that enable operators to increase the effective
capacity of their transmission links, The latest generation of our DCME equipment can provide as much as
20:1 compression with only a marginal degradation in total voice quality. We continue to sell DCME products
compatible with both legacy and next generation networks. We have increasingly focused our efforts on our IP
products (media gateways and our ControlSwitch product family), and we have experienced rapid growth in our [P
product revenues. By leveraging our large installed base of DCME customers, we believe we are well positioned to
be the provider of IP network solutions to our existing customers as they migrate to TP networks.

We outsource the manufacturing of our hardware products, and we se!l our products primarily through a direct
sales force and also through mdlrect sales channels.

Our Products and Services

Our product portfolio consists of the DTX-600 DCME product for voice compression over legacy TDM
networks, the I-Gate 4000 family of media gatewavs, and the ControlSwitch solution, an IP softswitch and service
delivery platform comprised of numerous IMS-compatible software modules and our I-Gate 4000 media gateways.
Our portfolio of products can significantly reduce the cost to build and operate voice services compared to
traditional alternatives and other NGN solutions. In addition, our products offer a standards-compliant platform that
enables service providers to increase their revenues through the rapid creation and delivery of new services.

The combination of our media gateways and ControlSwitch forms a comprehensive network solution that is
capable of converging legacy and IP networks, delivering new revenue generating services on an IP infrastructure
while maintaining existing services from legacy. The 1-Gate 4000 media gateway is physically connected to both
circuit and packet networks and serves as a bridge between the voice traffic carried over the PSTN or legacy TDM
networks and packet-based IP networks. The I-Gate 4000 provides superior voice quality and industry-leading
compression to lower operating expense. The ControlSwitch controls the media gateway and provides call control,
call policy routing and other back office functionality such as billing,

Our ControlSwitch solution offers equal or superior functionality, reliability and voice quality as that offered by
legacy voice switches over both legacy and IP networks, and has additional advantages such as flexibility in network
design and management, compact size, open and multi-vendor architectures and quick programmability for new service
creation and tum-up.

ControlSwitch

Our ControlSwitch is a highly scalable and fully distributed IMS-compliant software solution that provides
call control, call policy/routing, signaling gateway, and media device control, in addition to back office functions in
support of provisioning, billing, and network operations. Qur compliance to the IMS standards ensures all of the
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building blocks are available for operators to deploy an open solution that best meets the operators’ service needs.
Our distributed architecture and centralized control also provides tremendous operating savings to service
providers. The ControlSwitch solutions consist of numerous functional elements that can be combined to provide
an Interconnect solution, for Class 4 applications, and our User Services Core, a Class 5 solution, delivering end-
user applications independent of access network or device. ControlSwitch software runs on off-the-shelf computing
platforms and performs the following broad functions:

« Call Control functions instruct media gateways to originate and terminate calls over PSTN and [P networks.

« Call Policy functions enable service providers to define and implement static and dynamic call policies
including least cost, time of day and quality of service routing.

» Signaling Gateway allows access and utilization of the resources of the SS7/C7 network for PSTN call
signaling and intelligent networking services. 8S7/C7 is the global standard for telecommunications
procedures and protocol by which network elements in the PSTN exchange information over a digital
signaling network to effect wireless and wireline call setup, routing, and control.

+ Back office functionality, managed by the Element Management System includes reporting, billing and
troubleshooting for our softswitch solution. '

I-Gate 4000 Media Gateways

Our I-Gate 4000 PRO and [-Gate 4000 EDGE media gateways are hardware devices that transport and convert
the voice traffic between PSTN and IP networks. Our I-Gate 4000 family can also offer superior voice compression,
up to 16:1 while maintaining superior voice quality. Media gateways are usually categorized by voice channel
capacity. Typically, media gateways supporting less than 1,000 simultaneous voice channels, such as our I-Gate
4000 EDGE are considered low density while media gateways supporting greater than 10,000 simultaneous voice
channels, such as our I-Gate 4000 PRO, are considered high density.

* The high density I-Gate 4000 PRO is designed for medium and large-scale Central Office or co-location
points of presence deployments used by service providers. Our I-Gate 4000 PRO uses hardware redundancy
to protect against hardware module failures and ensure network performance and availability. Our 1-Gate
4000 PRO supports up to 12,960 redundant compressed voice channels on a single hardware terminal.

+- The [-Gate 4000 EDGE, with up to 480 redundant compressed voice channels, is designed for low-density
applications to extend the reach of service providers’ networks to low density markets and enterprises.

Both products support various PSTN interfaces including T1, El and IP interfaces including Fast Ethernet. In
addition, I-Gate 4000 PRO also supports PSTN interfaces including DS3, STM-1, OC-3 and IP interfaces including
Gigabit Ethernet.

DTX-600

Our DTX-600 DCME product can simultaneously compress voice, fax, data and signaling traffic beiween any
two legacy networks. By compressing traffic, our DTX-600 is designed to serve as a bandwidth optimization
platform. Our DTX-600 DCME product compresses voice, fax, data, and signaling traffic between any two legacy
network transmission or network switch points. DCME terminals can be used in conjunction with internationdl long
distance switches, national long distance switches, mobile switching centers and satellite communications stations
from various physical points of presence, or POPs, on a service provider’s network. Our DCME products enable
diverse network applications such as the transmission of multiple signaling, voice, data and fax traffic types with or
without echo cancellation.

Global Customer Services

We provide comprehensive network support solutions consistent with the needs and requirements of our
customers in all geographic markets, Our global services organization offers around the clock support services, a
range of professional services, and training courses to help our customers design, install, deploy and maintain their
networks.




Competition

The market for carrier packet voice infrastructure solutions is intensely competitive, subject to rapidly
changing technology and is significantly affected by new product introductions and the market activities of other
industry participants. We expect competition to persist and intensify in the future. This market has historically been
dominated by established telephony equipment providers, such as Alcatel-Lucent, Ericsson, Nortel Networks and
Nokia-Siemens Networks, all of which are our direct competitors. We also face competition from other telecom-
munications and networking companies, including Cisco Systems, Sonus Networks, and Huawei, some of which
have entered our market by acquiring companies that design competing products. In addition, these competitors
have broader product portfolios and more extensive customer bases than we do. Some of our competitors alse have
significantly greater financial resources than we Jo and are able to devote greater resources to the development,
promotion, sale and support of their products. Other smaller and mostly privately-held companies are also focusing
on our target markets.

Manufacturing

We outsource the manufacturing of our hardware products.-Our I-Gate 4000 media gateways are manufactured
for us by Flextronics. We buy our DCME products from ECI who subcontracts the manufacturing to Flextronics. We
believe that outsourcing our manufacturing enables us to conserve working capital, better adjust manufacturing
volumes to meet changes in demand and more quickly deliver products.

We purchase component parts from outside vendors. Although there are multiple sources for most of these
component parts, some components are purchased from a single source provider. We regularly monitor the supply
of component parts and the availability of alternative sources. We do not have long-term supply contracts with any
of our component suppliers.

Intellectual Property

Our business is dependent on the development, maintenance and protection of our intellectual property. We
rely on the full spectrum of intellectual property rights afforded by patent, copyright, trademark and trade secret
laws, as well as confidentiality procedures and licensing arrangements, to establish and protect our rights to our
technology and other intellectual property. '

In addition to developing technology, we evaluate the acquisition of intellectual property from others in order
to identify technology that provides us with a technological or commercial advantage. We have licensed elements of
our technotogy from third parties, such as all intellectual property associated with our DCME product which we
have licensed from ECI and various operating systems and protocol stacks which we have licensed from other third
parties. None of our third party licenses are subject to termination provisions that will prevent us from continuing
our operations.

We are the owner of numerous trademarks and service marks and have applied for registration of our
trademarks and service marks in the United States and abroad 1o establish and protect our brand names as part of our
intellectual property strategy, including the registered mark Veraz.

We endeavor to protect our internally developed systems and maintain our trademarks and service marks.
Typically, we enter into confidentiality or license agreements with our employees, consultants, customers and
vendors in an effort to control access to and distribution of our technology, software, documentation and other
information.

Employees

At December 31, 2007, we had 503 employees and full time consultants including 281 employees and full time
consultants in research and development and engineering, 92 employees and full time consultants in professional
services, 79 employees and full time consultants in sales and marketing, and 51 employees and full time consultants
in general and administrative and operational functions. None of our employees are represented by labor unions.

3




Available Information

We maintain a website at www.veraznetworks.com. Our annual report on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K and related amendments are available free of charge through bur website as
soon as reasonably practicable after such reports are electronicalty filed with or furnished to the SEC. Qur website
and the information contained in it and connected to it shall not be deemed incorporated by reference into this
Form 10-K. Further copies of the reports are located at the SEC’s Public Reference Room at 100 F Street, NE,
Washington, D.C. 20549. Information on the operation of the Public Reference Room can be obtained by calling the
SEC at 1-800-SEC-0330. The SEC maintains a website that contains reports, proxy and information statements, and
other information regarding our filings, at www.sec.gov.

Item 1A. Risk Factors
Risks Related to Our Buosiness

The demand for our solutions depends in large part on continued capital spending in the telecommunications
equipment industry. A decline in demand, or a decrease or delay in capital spendmg by service providers,
could have a material adverse effect on our results of operations.

Capital spending in the telecommunications equipment industry has in the past, and may in the future, fluctuate
significantly based on numerous factors, including:

« capital spending levels of service providers;

« competition among service providers; -
* pricing pressures in the telecommunications equipment market;

« end user demand for new services;

» service providers’ emphasis on generating revenues from traditional infrastructure instead of migrating to
emerging networks and technoiogies;

* lack of or evolving industry standards;
« consolidation in the telecommunications industry;
*» changes in the regulation of communications services; and

» general global economic conditions 1ncludmg a general global recession or other general decrease in
corporate spending.

We cannot assure you of the rate, or exient to which, the telecommunications equipment industry will grow if
at all. Demand for our solutions and our IP products in particular will depend on the magnitude and timing of capital
spending by service providers as they extend and migrate their networks. Furthermore, industry growih rates may
not be as forecast, resulting in spending on product development well ahead of market requirements. The
telecommunications equipment industry from time to time has experienced and may again experience a pronounced
downturn. To respond to a downtumn, many service providers may be required to slow their capital expenditures,
cancel or delay new developments, reduce their workforces and inventories and take a cautious approach to
acquiring new equipment and technologies, which could have a negative impact on our business. A downturn in the
telecommunications industry may cause our operating results to fluctuate from period to period, which also may
increase the volatility of the price of our common stock and harm our business.

Our success depends in large part on continued migration to an IP network architecture for interactive
communications. If the migration to IP networks does not occur or if it occurs more slowly than we
expect, our operating results would be harmed.

Our IP products are used by service providers to deliver premium interactive communications over IP
networks. Our success depends on the continued migration of service providers’ networks to a single IP network
architecture, The migration of voice traffic from the public switched telephone network, or PSTN, to IP networks is
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in its early stages, and the continued migration to 1P’ networks depends on a number of factors outside of our control.
Among other things, existing networks include switches and other equipment that may have remaining useful lives
of twenty or more years and therefore may continue to operate reliably for a lengthy period of time. Other factors
that may deiay or speed the migration to IP networks include service providers’ concerns regarding initial capital
outlay requirements, available capacity on legacy networks, competitive and regulatory issues, and the imple-
mentation of an enhanced services business model. As a result, service providers may defer investing in products,
such as ours, that are designed to migrate interactive communications to IP networks. If the migration to [P
networks does not occur for these or other reasons, or if it occurs more slowly than we expect, our operating results
will be harmed.

We have not had sustained profits and our losves could continue.

We have experienced significant losses in the past and have not had sustained profits. For the fiscal years ended
December 31, 2005 and 2006 we recorded net losses of approximately $14.3 and $13.7 million, respectively. For the
year ended December 31, 2007, we achieved net income of approximately $3.4 million. As of December 31, 2007,
our accumulated deficit was $56.2 million. We have never generated sufficient cash to fund our operations and can
give no assurance that we will continue to generate net income.

.

We face intense competition from the leading tclecommunications networking companies in the world as
well as from emerging companies. If we are unable to compete effectively, we might not be able to
achieve sufficient market penetration, revenue growth or profitability.

Competition in the market for our products and especially our IP products is intense. This market has
historically been dominated by established telephony equipment providers, such as Alcatel-Lucent, Ericsson LM
Telephone Co., Nortel Networks Corp. and Nokia-Siemens Networks, all of which are our direct competitors, We
also face competition from other telecommunications and networking companies, including Cisco Systems, Inc.,
Sonus Networks, Inc., and Huawei, some of which have entered our market by acquiring companies that design
competing products. Because the market for our products is rapidly evolving, additional competitors with
significant financial resources may enter these markets and further intensify competition.

Many of our current and potential competitors have significantly greater selling and marketing, technical,
manufacturing, financial and other resources availablz to them, allowing them to offer a more diversified bundle of
products and services. In some cases, our competitors have undercut the pricing of our products or provided more
favorable financing terms, which has made us uncompetitive or forced us to reduce our average selling prices,
negatively impacting our margins. Further, some of our competitors sell significant amounts of other products to our
current and prospective customers. In addition, some potential customers when selecting equipment vendors to
provide fundamental infrastructure products prefer to purchase from larger, established vendors. Our competitors’
broad product portfolios, coupled with already existing relationships, may cause our customers or potential
customers to buy our competitors’ products or harm our ability to attract new customers.

To compete effectively, we must deliver innolvali»je products that:

« provide extremely high reliability, compression rates and voice quality; ~

* scale and deploy easi.l.y and efficiently;

« interoperate with existing network designs and other vendors’ equipment;

* support existing and emerging industry, national and international standards;

+ provide effective network management; |

+ are accompanied by comprehensivé customer support and professional services;

» provide a cost-effective and space efficient solution for service providers; and

» offer a broad array of services.




If we are unable to compete successfully against our current and future competitors, we could experience
reduced gross profit margins, price reductions, order cancellations, and loss of customers and revenues, each of
which would adversely impact our business. g

We currently conduct a significant amount of business with ECI Telecom Ltd., or ECIL. If our relationship
with ECI is adversely affected for any reason our business could be harmed and our results of operations
would likely be negatively affected.

Our agreements with ECI were entered into in the context of affiliated parties and were negotiated in the
overall contexi of the 2002 share acquisition. As a result, the terms of our agreements with ECI may be more or less
favorable to us than if they had been negotiated with unaffiliated third parties. Conflicts of interest may arise
between ECI and us with respect to any number of matters, including indemnification obligations we have to each
other, labor, tax, employee benefit and other matters arising from the 2002 share acquisition transaction, intellectual
property matters and business opportunities that are attractive to EClH and us. Either we or ECI may make strategic
choices that are not in the best interest of the other party. For example, other than restrictions with respect to ECT’s
expleitation of DCME products, nothing prohibits ECI from competing with us in other matters or offering VoIP
products which compete with ours. We may not be able to resolve any potential conflicts that may arise between ECI
and us, and even if we are able 10 do so, the resolution may be less favorable than if we were dealing with an
unrelated third party.

ECI also owns the technology underlying our DCME product lines. Pursuant to the DCME Master Manu-
facturing and Distribution Agreement, or the DCME Agreement, we have secured the right to act as exclusive
worldwide distributor of ECI's DCME line of products. Under the DCME Agreement, ECI provides certain supply,
service and warranty obligations and manufactures or subcontracts the manufacture of all DCME equipment sold by
us. The DCME Agreement may only be terminated by ECI in the event we project DCME revenues of less than one
million dollars in a calendar year, we breach a material provision of the DCME Agreement and fail to cure such
breach within 30 days or we become insolvent. Upon the occurrence of one of these events and the election by ECI
to terminate the DCME Agreement, ECI would be under no obligation to continue to contract with us. If the value of
the shares held by ECI declines, either by disposition of the shares or a decline in our stock price, ECI may be less
likely to enter into agreements on reasonable terms or at all. Accordingly, in the event of the occurrence of one of
these termination events, we cannot assure you that the DCME Agreement will be extended or renewed at all or on
reasonable commercial terms.

In addition, our relationship with ECI could be adversely affected by divestment of its shares of our common
stock or by declines in our stock price. '

We do not currently have an independent ability to produce DCME products and have not entered into
arrangements with any third party that would enable us to obtain DCME or similar products in the event that ECI
ceases to provide us with DCME products. Shoutd ECI, or a successor entity to ECI, particularly as a result of the
pending acquisition of ECI, become unable or unwilling to fulfill its obligations under the DCME Agreement for
any reason or if the DCME Agreement is terminated, we will need to take remedial measures to manufacture DCME
or similar products, which could be expensive, and if such efforts fail, our business would be materially harmed.

ECI beneficially owns a significant percentage of our common stock, which will allow ECI to significantly
influence us and matters requiring stockholder approval and could discourage potential acquisitions of our
company.

ECI owns approximately 27% of our outstanding common stock. As a result of its ownership in us, ECI is able
1o exert significant influence over actions requiring the approval of our stockholders, including change of control
transactions and any amendments to our certificate of incorporation. In addition, Dror Nahumi, Executive Vice
President and Chief Strategy Officer of ECI, is a member of our board of directors. Because of the nature of our
business relationship with ECI and the size and nature of ECI’s ownership position in us, the interests of ECI may be
different than those of our other stockholders. In addition, the significant ownership percentage of ECI could have
the effect of delaying or preventing a change in control of our company or otherwise discouraging a potential
acquirer from obtaining control of our company. In 2007, ECI was acquired by GVT and is no longer traded on
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Nasdag. As a result of the change in ownership, the investment objectives of ECI may have changed as compared to
the investment objectives when ECI was a publicly traded company. The possible change in investment objectives
may affect whether, or for how long, ECI will continue to hold our shares.

Qur revenue and operating results may be adversely impacted if the market for IP products does not
develop as we expect or if sales of our IP products and other products do not make up for etpected
declines in revenue from our DCME products and if the mix between new sales and expansion sales
changes substantially.

Our DCME products incorporate mature technologies that we expect to be in less demand by our customers in
the future. While we are actively pursuing new customers for our DCME products and seeking to increase sales of
our additional product offerings to these customers, including our 1P products, we believe that there are fewer
opportunities for new DCME sales, and we expect DCME sales to continue to decrease for the foreseeable future. If
the decrease in DCME revenues occurs more rapidly than we anticipate and/or the sales of our other products,
including our IP products, do not make up for the decline in revenues, our business and results of operations will be
harmed. Further, we believe that in some future periods, total revenues will likely be lower than recent periods as
DCME revenues decrease while our IP revenues fluctuate. Finally, we believe that the mix between new IP product
sales and expansion sales in any given quarter may fluctuate and our gross margins could be adversely impacted.

Our accountants identified and reported to us material weaknesses for the years ended December 31,
2003, 2004 and 2005, relating to our internal controls over financial reporting and significant deficiencies

. for the year ended December 31, 2006. If we fail to maintain proper and effective internal controls, our
ability to produce accurate financial statements could be impaired, which could adversely affect our oper-
ating resulis, our ability to operate our business and our stock price.

In connection with the audit of our consclidated financial statements for the years ended December 31, 2003,
2004 and 2005, our independent registered public accounting firm identified material weaknesses in our internal
controls over financial reporting related to closing processes, adequate maintenance of books and records and our
revenue recognition processes. Our audit for 2005 and 2006 resulted in the discovery of significant deficiencies. For
2005, we had significant deficiencies with respect to insufficient control over cash disbursements and deficiencies
in internal control over financial reporting related to accounting for derivative financial instruments resulting in
errors in accounting for changes in the estimated fair value of certain derivative financial instruments. For 2006, we
had significant deficiencies with respect to inconsistency in the effectiveness of management’s review of the
deferred costs and inconsistency in effectiveness of management’s review over revenue arrangements.

Our independent registered public accounting firm was not, however, engaged to audit, nor has it audited, the
effectiveness of our internal control over financial reporting. Accordingly, our independent registered public
accounting firm has not rendered an opinion on our internal control over financial reporting. Similarly, we have not
performed an evaluation of internal controls over financial reporting, as we are not currently required to comply

"with Section 404 of the Sarbanes-Oxley Act of 2002. Additional material weaknesses, significant deficiencies and
other control deficiencies may have existed or may in the future be identified when such additional evaluations are
performed.

We have already taken the following measures to remediate the material weaknesses and significant
deficiencies in the prior years as noted above including: {a) hiring of additional, experienced personnel, (b) improv-
ing training, and (c) implementing appropriate internal control processes. Further, we may need to take additional
measures in the future to remediate any material weaknesses or significant deficiencies in our financial reporting.

Due to these measures that have already been taken, and measures that will be taken in the future to remediate
the material weaknesses and significant deficiencies, our finance and administrative costs have increased from
$5.8 million in 2005 to $8.8 million in 2006, an increase of $3.0 million. While it is difficult to differentiate the
increase in costs that are attributable to remediaticn, as compared to an ordinary increase in costs resulting from the
growth in the overall business, we believe that the majority of the increase is directly or indirectly attributable to
measures taken to remediate the material weaknasses and significant deficiencies.
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Further, we believe such costs may materially increase in the future. As a result, we expect to incur significant
additional expenses which are expected to negatively impact our financial performance. This remediation process
also will result in a diversion of management’s time and attention. We cannot be certain as to the timing of
completion of our evaluation, testing and remediation actions or the impact of the same on our operations and may
not be able to ensure that the process is effective or that the internal controls are or will be effective in a timely
manner. Ensuring that we have adequate internal financial and accounting controls and procedures in place to help
ensure that we can produce accurate financial statements on a timely basis is a costly and time-consuming effort that
needs to be evaluated frequently,

Although we have taken measures to remediate the material weaknesses as well as the other significant
deficiencies and control deficiencies, we cannot assure you that we have identified all, or that we will not in the
future have additional, material weaknesses, significant deficiencies and control deficiencies. Our independent
registered public accounting firm has not evaluated any of the measures we have taken, or that we propose to take, to
address the material weakness and the significant deficiencies and control deficiencies discussed above, Any failure
to maintain or implement required new or improved controls, or any difficulties we encounter in implementation,
could cause us to fail to meet our periodic reporting obligations or result in material misstatements in our financial
statements. Any such failure could also adversely affect management’s assessment of our disclosure controls and
procedures, required with the filing of our quarterly and annual reports after our initial public offering, and the
results of periodic management evaluations and annual auditor attestation reports regarding the effectiveness of our
internal controls over financial reporting that will be required when the SEC’s rules under Section 404 of the
Sarbanes-Oxley Act for 2002 expected to be applicable to us beginning with our Annual Report on Form 10-K for
the year ending December 31, 2008, to be filed in early 2009. The existence of a material weakness could result in
errors in our financial statements that could result in a restatement of financial statements, cause us to fail to meet
our reporting obligations and cause investors to lose confidence in our reported financial information, leading to a
decline in our stock price,

The largest customers in the telecommunications industry have substantial negotiating leverage, which
may require that we agree to terms and conditions that are less advantageous to us than the terms and
conditions of our existing customer relationships or risk limiting our ability to sell our products to these
large service providers, thereby harming our operating results.

Large telecommunications service providers have substantial purchasing power and leverage negotiating
contractual terms and conditions relating to the sale of our products to them. As we seek to sell more products to
these farge telecommunications providers, we may be required to agree to such terms and conditions in order to
complete such sales, which may result in lower margins, affect the timing of the recognition of the revenue derived
from these sales and the amount of deferred revenues, each of which may have an adverse effect on our business and
financial condition.

in addition, our future success depends in part on our ability to sell our products to large serviceé providers
operating complex networks that serve large numbers of subscribers and transport high volumes of traffic. The
communications industry historicaily has been dominated by a relatively small number of service providers. While
deregulation and other market forces have led to an increasing number of service providers in recent years, large
service providers continue to constitute a significant portion of the market for communications equipment. If we fail
to sell additional IP products to our large customers or to expand our customer base to include additional customers
that deploy our products in large-scale networks serving significant numbers of subscribers, our revenue growth will
be limited.

Consolidation or downturns in the telecommunications industry may affect demand for our products and
the pricing of our products which could limit our growth and may harm our business.

The telecommunications industry, which includes all of our customers, has experienced increased consol-
idation in recent years, and we expect this trend to continue. Consolidation among our customers and prospective
customers may cause delays or reductions in capital expenditure plans andfor increased competitive pricing
pressures as the number of available customers declines and their relative purchasing power increases in relation to
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suppliers. The occurrence of any of these factors, separately or in combination, may lead to decreased sales or
slower than expected growth in revenues and could harm our business and operations.

The communications industry is cyclical and reactive to general economic conditions. In the recent past,
worldwide economic downturns, pricing pressures and deregulation have led to consolidations and reorganizations.
These downturns, pricing pressures and restructurings have been causing delays and reductions in capital and
operating expenditures by many service providers. These delays and reductions, in turn, have been reducing
demand for communications products like ours. A continuation or subsequent recurrence of these industry patterns,
as well as general domestic and foreign economic conditions and other factors that reduce spending by companies in
the communications industry, could harm our operating results in the future,

If we fail to anticipate and meet specific cusiomer requirements or if our products fail to interoperate
with our customers’ existing networks or with existing and emerging industry, national and international
standards, we may not be able to retain our current customers or attract new customers.

We must effectively anticipate, and adapt cur business, products and services in a timely manner to meet
customer requirements. We must also meet existing and emerging industry, national and international standards in
order to meet changing customer demands. Prospective customers may require product features and capabilities
that are not included in our current product offerings. The introduction of new or enhanced products also requires
that we carefully manage the transition from our older products in order to minimize disruption in customer
ordering patterns and ensure that adequate supplies of our new products can be delivered to meet anticipated
customer demand. If we fail to develop products and offer services that satisfy customer requirements, or if we fail
to effectively manage the transition from our older products to cur new or enhanced products, our ability to create or
increase demand for our products would be sertously harmed and we may lose current and prospective customers,
thereby harming our business. ‘ .

Many of our customers will require that our products be designed to interface with their existing networks or
with existing or emerging indusiry, national and international standards, each of which may have different and
unique specifications. Issues caused by a failure to achieve homologation to certain standards or an unanticipated
lack of interoperability between our products and these existing networks may result in significant warranty, support
and repair costs, divert the attention of our engincering personnel from our hardware and software development
efforts and cause significant customer relations problems. If our products do not interoperate with our customers’
respective networks or applicable standards, installations could be delayed or orders for our products could be
cancelled, which would seriously harm our gross margins and result in the loss of revenues and/or customers.

We expect that a majority of the revenues generated from our products, especially our IP products,
including our ControlSwitch, will be generated from a limited number of customers. If we lose customers
or are unable to grow and diversify our customer base, our revenues may fluctuate and our growth likely
would be limited. '

To date, we have sold our IP products to approximately 100 customers. We expect that for the foreseeable
future, the majority of the revenues from our IP preducis will be generated from a limited number of customers in
sales transactions that are unpredictable in many key respects, including, but not limited to, the timing of when these
transactions close relative to when the related revenue will be recognized, when cash will be received, the mix of
hardware and software, the gross margins related to these transactions and the total amount of payments to be
received. We do not expect to have regular, recurring sales to a limited number of customers. Due to the limited
number of our customers and the irregular sales cycle in the industry, if we lose customers and/or fail to grow and
diversify our customer base, or if they do not purchase our IP products at levels or at the times we anticipate, our
ability to maintain and grow our revenues will be adversely affected. The growth of our customer base could also be
adversely affected by: '

+ consolidation in the telecommunications industry affecting our customers;
+ unwillingness of customers to implement our new products or renew contracts as they expire;

+ potential customer concerns about our status as an emerging telecommunications equipment vendor;
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* delays or difficulties that we may experience in the development, introduction and/or delivery of products or
product enhancements;

¢ deterioration in the general financial condition of our customers;
* new product introductions by our competitors;
« geopolitical risks and uncertainties in countries where our customers or our own facilities are located; or

* failure of our products to perform as expected.
Our quarterly operating results have fluctuated significantly in the past and may continue to fluctuate in
the future, which could lead to volatility in the price of our common stock.

Qur quarterly revenues and operating results have fluctuated significantly in the past and they may continue to
fluctuate in the future, due to a number of factors, many of which are outside of our control and any of which may
cause our stock price to fluctuate. From our experience, customer purchases of telecommunications equipment have
been unpredictable and irregular batch sales as customers build out their networks, rathier than regular, recurring
sales. The primary factors that may affect our quarterly revenues and results include the following:

= fluctuation in demand for our products and the timing and size of customer orders;
» the length and variability of the sales cycle for our products;

* new product introductions and enhancements by our competitors and us;

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

the mix of product configurations sold and the mix of sates to new customers and expansion sales to existing
customers; '

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

our ability to attain and maintain production volumes and quality levels for our products;
* costs related to acquisitions of complementary products, technologies or businesses;

= changes in our pricing policies, the pricing policies of our competitors and the prices of the components of
our products;

* the timing of revenue recognition, amount of deferred revenues and receivables collections;

difficulties or delays in deployment of customer IP networks that would delay anticipated customer
purchases of additional products and services;

* general economic conditions, as well as those specific to the telecommunications, networking and related
industries;

* consolidation within the telecommunications industry, including acquisitions of or by our customers; and

* the failure of certain of our customers to successfully and timely reorganize their operations, inciuding
emerging from bankruptcy.

In addition, as a result of our accounting policies, we may be unable to recognize all of the revenue associated
with certain customer contracts in the same period as the costs associated with those contracts are expensed, which
could cause our quarterly gross margins, particularly of IP gross margins, to fluctuate significantly. Further, our
accounting policies may require that revenue related to certain customer contracts be delayed for periods of a year or
more. This delay may cause spikes in our revenue in quarters when it is recognized and may result in deferred
revenue to revenue conversion taking longer than anticipated.
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A significant portion of our operating expenses are fixed in the short-term. If revenues for a particular quarter
are below expectations, we may not be able to reduce operating expenses proportionally for the quarter. Therefore,
any such revenue shortfall would likely have a direct negative effect on our operating results for that quarter.

 We believe that quarter-to-quarter comparisons of our operating results are not a good indication of our future
performance.

We believe it likely that in some future quarters, our operating results may be below the expectations of public
market analysts and investors, which may adversely affect our stock price. A decline in the market price of our
common stock could cause our stockholders tc lose some or all of their investment and may adversely impact our
ability to attract and retain employees and raise capital. In addition, stockholders may initiate securities class action
lawsuits. Whether or not meritorious, litigation brought against us could result in substantial costs and could divert
the time and attention of our management. Qur insurance to cover claims of this sort, if brought, may not be
adequate.

If we do not respond rapidly to technological changes or to changes in industry standards, our products
could become obsolete.

The market for IP infrastructure products and services is characterized by rapid technological change, frequent
new product introductions and evolving standards. We may be unable to respond quickly or effectively to these
developments, We may experience difficulties with software development, hardware design, manufacturing,
marketing or certification that could delay or prevent our development, introduction or marketing of new products
and enhancements. The introduction of new products by our competitors, the market acceptance of products based
on new or alternative technologies or the emeigence of new industry standards could render our existing or future
products obsolete. If the standards adopted are different from those that we have chosen to support, market
acceptance of our products may be significantly reduced or delayed. If our products become technologically
obsolete, we may be unable to sell our products in the marketplace and generate revenues, and our business could be
adversely affected.

Because our products are sophisticated and designed to be deployed in complex environments and in multiple
locations, they may have errors or defects that we find only after full deployment. If these ervors lead to
customer dissatisfaction or we are unable'to establish and maintain a support infrastructure and required
support levels fo service these complex environments, our business may be seriously harmed.

Our products are sophisticated and are designed to be deployed in large and complex networks. Because of the
nature of our products, they can only be fully tested when substantially deployed in very large networks with high
volumes of traffic. Some of our customers have only recently begun to commercially deploy our products or deploy
our products in larger configurations and they may discover errors or defects in the software or hardware, or the
products may not operate as expected or our products may not be able to function in the larger configurations
required by certain customers. If we are unable to fix errors or other performance problems that may be identified
after full deployment of our products, we conld experience:

« cancellation of orders or other losses of, or delays in, revenues;

+ loss of customers and market share;

+ harm to our reputation;

"« a failure to attract new customers or achieve market acceptance for our products;

. in—creased service, support and wérranty costs and a diversion of development resources;
» increased insurance costs and losses to our business and service provider customers; and
* costly and time-consuming legal actions by our customers.

If we experience warranty failure that indicates either manufacturing or design deficiencies, we may be
required to recall units in the field and/or stop producing and shipping such products until the deficiency is
identified and corrected. In the event of such warranty failures, our business could be adversely affected resulting in
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reduced revenue, increased costs and decreased customer satisfaction. Because customers often delay deployment
of a full system until they have tested the products and any defects have been corrected, we expect these revisions
may cause delays in orders by our customers for our systems. Because our strategy is to introduce more complex
products in the future, this risk will intensify over time. Service provider customers have discovered errors in our
products. If the costs of remediating problems experienced by our customers exceed our expected expenses, which
historically have not been significant, these costs may adversely affect our operating results.

In addition, because our products are deployed in large and complex networks around the world. Our
cuslomers expect us to establish a support infrastructure and maintain demanding support standards to ensure that
their networks maintain high levels of availability and performance. To support the continued growth of our
business, our support organization will need to provide service and support at a high level throughout the world.
This will include hiring and training customer support engineers both at our primary corporate locations as well as
our smaller offices in new geographies such as Central and South America and Russia. If we are unable to provide
the expected level of support and service to our customers, we could experience:

* loss of customers and market share;
* a failure to attract new customers in new geographies;
» increased service, support and warranty costs and a diversion of development resources; and

+ network performance penalties.
pe p

If we are not able to manage growth and expansion of our operations and the expenses associated with
operations, or if our business does not grow as we expect, our operating results may suffer.

We significantly expanded our operations in 2005, 2006 and 2007. For example, during the period from
December 31, 2004 to December 31, 2007, we increased the number of our employees and full-time contractors by
approximately 48%, from 340 to 503, and we opened new offices in Singapore, France, Russia and Brazil. We
anticipate that further expansion of our infrastructure and headcount or reallocation of headcount may be required to
achieve planned expansion of our product offerings, projected increases in our customer base and anticipated
growth in the number of product deployments. Our rapid growth has placed, and will continue to place, a significant
strain on our administrative and operational infrastructure. Our ability to manage our operations and growth will
require us to continue to refine our operational, financial and management controls, human resource policies, and
reporting systems and procedures. Further, we intend to grow our business by entering new markets, developing
new product and service offerings and pursuing new customers. If we fail to timely or efficiently expand operational
and financial systems in connection with such growth or if we fail to implement or maintain effective internal
controls and procedures, resulting operating inefficiencies could increase costs and expenses more than we planned
and might cause us to lose the ability to take advantage of market opportunities, enhance existing products, develop
new products, satisfy customer requirements, respond-to competitive pressures or otherwise execute our business
plan, Additionally, if we increase our operating expenses in anticipation of the growth of our business and such
growth does not meet our expectations, our financial results likely would be negatively impacted.

The long and variable sales and deployment cycles for our products may cause our operating results to
vary materially, which could result in a significant unexpected revenue shortfall in any given quarter.

Our products have lengthy sales cycles, which typically extend from three to twelve months and may take up to
two years. A customer’s decision to purchase our products often involves a significant commitment of the
customer’s resources and a product evaluation and qualification process that can vary significantly in length. The
length of our sales cycles also varies depending on the type of customer to which we are selling, the product being
sold and the type of network in which our product will be utilized. We may incur substantial sales and marketing
expenses and expend significant management effort during this time, regardless of whether we make a sale.

Even after making the decision to purchase our products, our customers may deploy our products slowly.
Timing of deployment can vary widely among customers. The length of a customer’s deployment period will impact
our ability to recognize revenue related to such customer’s purchase and may also directly affect the timing of any
subsequent purchase of additional products by that customer. As a result of these lengthy and uncertain sales and
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deployment cycles for our products, it is difficult for us to predict the quarter in which our customers may purchase
additional products or features from us, and our operating results may vary significantly from quarter to quarter,
which may negatively affect our operating results for any given quarter.

We rely on channel partners for a significant portion of our revenue. Our failure to effectively develop
and manage these third party distributors, systems integrators and resellers specifically and our indirect
sales channel generally, and disruptions to the processes and procedures that support our indirect sales
channels could adversely affect our ability to generate revenues from the sale of our producis.

We rely on third party distributors, systems integrators and resellers for a significant portion of our revenue.
Our revenues depend in large part on the performance of these indirect channel partners. Although many aspects of
our partner relationships are contractual in nature, our arrangements with our indirect channel partners are not
exclusive. Accordingly, important aspects of these relationships depend on the continued cooperation between the
parties. .

In particular, we have appointed ECI as ar: agent for selling our IP and DCME products in Russia and an
affiliate of ECI provides services for us in Russia. During the fiscal years ended December 31, 2007 and 2006,
$23.9 million and $28.7 million, respectively, of our revenues were derived from sales in Russia, which required, in
some cases, payment of an agent fee to ECI or an affiliate of ECI. The agreement governing this arrangement may
be terminated by either party with three months written notice. In the event ECI, a successor entity to ECI or an
affiliate entity of ECI, is unable to continue to szll our products for any reason, elects not to setl our products or
elects to terminate this agreement, then our business and results of operations would likely be materially harmed.

Many factors out of our control could interfere with our ability to market, license, implement or support our
products with any of our partners, which in turn could harm our business. These factors include, but are not limited
to, a change in the business strategy of one of our partners, the introduction of competitive product offerings by
other companies that are sold through one of our partners; potential contract defaults by one of our partners, or
changes in ownership or management of one of our distribution partners. Some of our competitors may have
stronger relationships with our distribution partners than we do, and we have limited control, if any, as to whether
those partners implement our products rather than our competitors’ products or whether they devole resources to
market and support our competitors’ products rather than our offerings. In addition, we recognize a portion of our
revenue based on a sell-through model using information provided by our partners. If those partners provide us with
inaccurate or untimely information, then the amount or timing of our revenues could be adversely impacted and our
operating results may be harmed.

Moreover, if we are unable to lcvcragé our sales and support resources through our distribution partner
relationships, we may need to hire and train additional qualified sales and engineering personnel. We cannot assure
you, however, that we will be able to hire additional qualified sales and engineering personnel in these circum-
stances, and our failure to do so may restrict our ability to generate revenue or implement our products on a timely
basis. Even if we are succéssful in hiring additional qualified sales and engineering personnel, we will incur
additional costs and our operating results, including our gross margin, may be adversely affected. The loss of or
reduction in sales by these resellers could reduce our revenues. If we fail to maintain relationships with these third
party resellers, fail to develop new relationships with third party resellers in new markets, fail to manage, train, or
provide incentives to, existing third party resellers effectively or if these third party resellers are not successful in
their sales efforts, sales of our products may decrease and our operating results would suffer.

We may face risks associated with our international sales that could impair our ability to grow our
revenies.

For the fiscal years ended December 31, 2007, 2006, and 2005, revenues from outside North America were
approximately, $93.1 million, $81.8 million, and $63.0 million, respectively, We intend to continue selling into our
existing international markets and expand into additional international markets where we currently do not do
business. If we are unable to continue to sell products effectively in these existing international markets and expand
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into additional new international markets, our ability to grow our business will be adversely affected. Some factors
that may impact our ability to maintain our international operations and sales include:

+ difficulty enforcing contracts and collecting accounts receivable in foreign jurisdictions, leading to longer
collection periods;

» certification and qualification requirements relating to our products;
* the impact of recessions in economies outside the United States;

¢ unexpected changes in foreign regulatory requirements, mcludmg import and export regulations, and
currency exchange rates;

certification and qualification requirements for doing business in foreign jurisdictions;

inadequate protection for intellectual property rights in certain countries;

* less stringent adherence to ethical and legal standards by prospective customers in certain foreign countries,
including compliance with the Foreign Corrupt Practices Act;

* potentially adverse tax consequences;

+ unfavorable foreign exchange movements which could result in decreased revenues and/or increased
expenses; and

+ political and economic instability.

*

Maintaining and improving our financial controls and the requirements of being a public company may
strain our resources, divert management’s attention and affect our ability to attract and retain gqualified
board members. :

As a public company, we are subject to the reporting requirements of the Securities Exchange Act of 1934, or
the Exchange Act, the Sarbanes-Oxley Act of 2002, or the Sarbanes-Oxley Act, and The NASDAQ Stock Market
Rules, or Nasdaq rules. The requirements of these rules and regulations will increase our legal and financial
comptliance costs, make some activities more difficult, time-consuming or costly and may also place undue strain on
our personnel, systems and resources. The Exchange Act will require, among other things, that we file annual,
quarterly and current reports with respect to our business and financial condition.

The Sarbanes-Oxley Act wilt require, among other things, that we maintain effective disclosure controls and
procedures and internal control over financial reporting. As a public company, our systems of internal controls over
financial reporting will be required to be periodically assessed and reported on by management and management’s
assessment of internal controls over financial reporting will be subject to annual audits by our independent auditors.
We are presently evaluating our internal controls for compliance. During the course of our evaluation, we may
identify areas requiring improvement and may be required to design enhanced processes and controls to address
issues identified through this review. This could result in significant delays and cost to us and require us to divert
substantial resources, including managemeant time, from other activities. We I_1,a'lve commenced a review of our
existing internal control structure. Although cur review is not complete, we have taken steps to improve our internal
control structure by hiring or transferring dedicated, internal Sarbanes-Oxley Act compliance personnel to analyze
and improve our internal controls, to be supplemented periodically with outsid€ consultants as needed. However, we
cannot be certain regarding when we will be able to successfully complete the procedures, certification and
attestation requirements of Section 404 of the Sarbanes-Oxley Act. If we fail to achieve and maintain the adequacy
of our internal controls, we may not be able to conclude that we have effective internal controls over financial
reporting in accordance with the Sarbanes-Oxley Act. Moreover, effective internal controls are necessary for us to
produce reliable financial reports and are important to help prevent fraud. As a result, our failure to satisfy the
requirements of Section 404 on a timely basis could result in the loss of investor confidence in the reliability of our
financial statements, which in turn could harm the market value of our common stock. Any failure to maintain
effective internal controls also could impair our ability to manage our business and harm our financial results.
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Under the Sarbanes-Oxley Act and Nasdaq rules, we are required to maintain an independent board. We also
expect these rules and regulations will make it more difficult and more expensive for us to maintain directors’ and
officers’ liability insurance, and we may be required to accept reduced coverage or incur substantially higher costs
to maintain coverage. If we are unable to maintain adequate directors’ and officers’ insurance, our ability to recruit
and retain qualified directors, especially those directors who may be deemed independent for purposes of Nasdag
rules, and officers will be significantly curtailed. ‘

If we lose the services of one or more members of our current executive management team or other key
employees, or if we are unable to attract additional executives or key employees, we may not be able to
execute on our business strategy.

Our future success depends in large part upon the continued service of our executive management team and
other key employees. In particular, Doug Sabella, our president and chief executive officer, is critical to the overall
management of our company as well as to the development of our culture and our strategic direction. .

In order to be successful, we must also hire, retain and motivate key employees, including those in managerial,
technical, marketing and sales positions. In particular, our product generation efforts depend on hiring and retaining
qualified engineers. We are currently recruiting for a new global head of sales to replace Mr. Pinhas Reich who has
announced his retirement. Experienced management and technical, sales, marketing and support personnel in the
telecommunications and networking industries are in high demand and competition for their talents is intense. This
is particularly the case in Silicon Valley, where our headquarters and significant operations are located.

The failure to hire a global head of sales or the loss of services of any of our executives or of one or more other
members of our executive management or sales team or other key employees, none of which is bound by an
employment agreement for any specific term, could seriously harm our business.

We have a substantial employee presence in India and the hiring and retention of skilled employees in
India has become increasingly difficult. If we are unable to hire and retain skilled employees in India
and elsewhere, we may not be able to execute our business strategy.

As of December 31, 2007, we had a stuff of 147 employeés and contractors in India. Due to increased
expansion into India of research and development by technology companies, hiring and retaining skilled employees
has become increasingly difficult. In the past we have experienced substantial turnover and we expect this turnover
to get worse as competition for skilled employess increases. If we are unable to retain our current employees and/or
hire skilled employees in the future, we may not be able to execute on ‘our business strategy.

We have no internal hardware manufacturing capabilities and we depend exclusively upon contract
manufacturers to manufacture our hardware products. Our failure to successfully manage our relationships
with Flextronics, ECI or other replacement contract manufacturers would impair our ability to deliver our
products in a manner consistent with required volumes or delivery schedules, which would likely cause us
to fail to meet the demands of our customers and damage our customer relationships.

We outsource the manufacturing of all of our hardware products. Our 1-Gate 4000 media gateways are
exclusively manufactured for us by Flextronics. We buy our DCME products from ECI who subcontracts the
manufacturing to Flextronics. These contract manufacturers provide comprehensive manufacturing services,
including assembly of our products and procurement of materials and components. Each of our contract man-
ufacturers also builds products for other companies and may not always have sufficient quantities of inventory
available or may not allocate their internal resources to fill these orders on a timely basis.

We do not have long-term supply contracts with these contract manufacturers and they are not required to
manufacture products for any specified period at any specified price. We do not have internal manufacturing
capabilities to meet our customers’ demands and we cannot assure you that we will be able to develop or contract for
additional manufacturing capacity on acceptable terms on a timely basis if it is needed. An inability to manufacture
our products at a cost comparable to our historical costs could impact our gross margins or-force us to raise prices,
affecting customer relationships and our competitive position.
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Qualifying a new contract manufacturer and commencing commercial scale production is expensive and time
consuming and could result in a significant interruption in the supply of our products. If our contract manufacturers
are not able to maintain our high standards of quality, increase capacity as needed, or are forced to shut down a
factory, our ability to deliver quality products to our customers on a timely basis may decline, which would damage
our relationships with customers, decrease our revenues and negatively impact our growth,

We and our contract manufacturers rely on single or limited sources for the supply of some components
of our products and if we fail to adequately predict our manufacturing requirements or if our supply of
any of these camponents is disrupted, we will be unable to ship our products on a timely basis, which
would likely cause us to fail to meet the demands of our customers and damage our customer
relationships.

We and our contract'manufacturers currently purchase several key components of our products, including
commercial digital signal processors, from single or limited sources. We purchase these components on a purchase
order basis. If we overestimate our component requirements, we could have excess inventory, which would increase
our costs and result in write-downs harming our operating results. If we underestimate our requirements, we may
not have an adequate supply, which could interrupt manufacturing of our products and result in delays in shipments
and revenues.

We currently do not have long-term supply contracts with our component suppliers and they are not required to
supply us with products for any specified periods, in any specified quantities or at any set price, except as may be
specified in a particular purchase order. Because the key components and assemblies of our products are complex,
difficult to manufacture and require long lead times, in the event of a disruption or delay in supply, or inability to
obtain products, we may not be able to develop an alternate source in a timely manner, at favorable prices, or at all.
In addition, during periods of capacity constraint, we are disadvantaged compared to better capitalized companies,
as suppliers may in the future choose not to do business with us or may require higher prices or less advantageous
terms. A failure to find acceptable alternative sources could hurt our ability to deliver high-quality products to our
customers and negatively affect our operating margins. In addition, reliance on our suppliers exposes us to potential
supplier production difficulties or quality variations. Our customers rely upon our ability to meet committed
delivery dates, and any disruption in the supply of key components would seriously adversely affect our ability to
meet these dates and could result in legal action by our customers, loss of customers or harm our ability to attract
new customers, any of which could decrease our revenues and negatively impact our growth.

Failure to manage expenses and inventory risks associated with meeting the demands of our customers
may adversely affect our business or resulls of operations.

To ensure that we are able to meet customer demand for our products, we place orders with our contract
manufacturers and suppliers based on our estimates of future sales. If actual sales differ materially from these
estimates because of inaccurate forecasting or as a result of unforeseen events or otherwise, our inventory levels and
expenses may be adversely affected and our business and results of operations could suffer. In addition, in order to
remain competitive, we must continue to introduce new products and processes into our manufacturing environ-
ment. There cannot be any assurance, however, that the introduction of new products will not create obsolete
inventories related to older products.

If we are not able to obtain necessary licenses of third-party technology at acceptable prices, or at all,
our products could become obsolete.

We have incorporated third-party licensed technology into our current products. From time to time, we may be
required to license additional technology from third parties to develop new products or product enhancements.
Third-party licenses may not be available or continue to be available to us on commercially reasonable terms or at
all. The inability to maintain or re-license any third-party licenses required in our current products or to obtain any
new third-party licenses to develop new products and product enhancements could require us to obtain substitute
technology of lower quality or performance standards or at greater cost, and delay or prevent us from making these
products or enhancements, any of which could seriously harm the competitiveness of our products.
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Failures by our strategic partners or by us in integrating our products with those provided by our strategic
partners could seriously harm our business.

t

Qur solutions include the integration of products supplied by -strategic partners, who offer complementary
products and services and we expect to further integrate our IP Products with such partner products and services in
the future. We rely on these strategic partners in the timely and successful deployment of our solutions to our
customers. If the products provided by these partners have defects or do not operate as expected, or if we do not
effectively integrate and support products supplied by these strategic partners, or if these strategic partners fail to be
able to support products, we may have difficulty with the deployment of our solutions, which may result in:

* a loss of, or delay in, recognizing revenues;
* increased service, support and warranty costs and a diversion of development resources; and
= network performance penalties.

In addition to cooperating with our strategic partners on specific customer projects, we also may compete in
some areas with these same partners. If these strategic partners fail to perform or choose not to cooperate with us on
certain projects, in addition to the effects described above, we could experience:

* g loss of customers and market share; and

+ g failure to attract new customers or achieve market acceptance for our products.

Our ability to compete and our business could be jeopardized if we are unable to protect our intellectual
property.

We rely on a combination of patent, copyright, trademark and trade secret laws and restrictions on disclosure to
protect our intellectual property rights. However, these legal means afford only limited protection and may not
adequately protect our rights or per