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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

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

FOR THE QUARTERLY PERIOD ENDED September 30, 2004
OR

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

FOR THE TRANSITION PERIOD FROM TO

TERAYON COMMUNICATION SYSTEMS, INC.
(EXACT NAME OF REGISTRANT AS SPECIFIED IN ITS CHARTER)

DELAWARE 77-0328533
(STATE OR OTHER JURISDICTION OF (IRS EMPLOYER
INCORPORATION OR ORGANIZATION) IDENTIFICATION NO.)

4988 GREAT AMERICA PARKWAY
SANTA CLARA, CALIFORNIA 95054
(408) 235-5500
(ADDRESS, INCLUDING ZIP CODE, AND TELEPHONE NUMBER, INCLUDING AREA CODE, OF
THE REGISTRANT S PRINCIPAL EXECUTIVE OFFICES)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No o

Indication by check mark whether the registrant is an accelerated file (as defined by Rule 12b-2 of the Exchange
Act) Yesx Noo

As of October 31, 2004 registrant had outstanding 76,168,800 shares of Common Stock.

SPECIAL NOTE ON FORWARD-LOOKING STATEMENTS

This Report on Form 10-Q contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934 which are subject to the safe harbor
created by those sections. These forward-looking statements include, but are not limited to: statements related to
industry trends and future growth in the markets for cable modem systems; our strategies for reducing the cost of our

Table of Contents 2



Edgar Filing: TERAYON COMMUNICATION SYSTEMS - Form 10-Q

products; our product development efforts; the effect of GAAP accounting pronouncements on our recognition of
revenues; our future research and development; the timing of our introduction of new products; the timing and extent
of deployment of our products by our customers; and future profitability. We usually use words such as may,  will,
should, expect, plan, anticipate, believe, estimate, predict, future, intend, or certain or the negativ
similar expressions to identify forward-looking statements. Discussions containing such forward-looking statements
may be found throughout the document. These forward-looking statements involve certain risks and uncertainties that
could cause actual results to differ materially from those in such forward-looking statements. We disclaim any
obligation to update these forward-looking statements as a result of subsequent events. The business risks discussed in

Part 1, Item 2 of this Report on Form 10-Q, among other things, should be considered in evaluating our prospects and
future financial performance.

ITEM 1. FINANCIAL STATEMENTS
PART I. FINANCIAL INFORMATION
TERAYON COMMUNICATION SYSTEMS, INC.

INDEX TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
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Condensed Consolidated Balance Sheets as of September 30. 2004 (unaudited) and December 31. 2003 3
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EXHIBIT 10.32
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TERAYON COMMUNICATION SYSTEMS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands)

September 30, December 31,
2004 2003
(unaudited)
ASSETS
Current assets:
Cash and cash equivalents $ 64,150 $ 30,188
Short-term investments 47,757 108,452
Accounts receivable, net 19,752 29,199
Accounts receivable from related parties 723 600
Other current receivables 926 3,662
Inventory 15,529 16,364
Other current assets 2,660 2,883
Total current assets 151,497 191,348
Property and equipment, net 9,134 11,871
Restricted cash 8,727 9,212
Other assets, net 2,138 2,809
Total assets $ 171,496 $ 215,240
LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable $ 11,128 $ 26,049
Accrued payroll and related expenses 4,368 6,537
Deferred revenues 4,345 3,423
Warranty reserves 4,043 5,509
Accrued executive severance and restructuring charges 7,914 4,500
Accrued vendor cancellation charges 2,133 2,869
Other accrued liabilities 4,459 5,036
Interest payable and current portion of long-term debt 542 1,358
Other current obligations 124
Total current liabilities 38,932 55,405
Long-term obligations 3,417 3,366
Convertible subordinated notes 65,081 65,081
Commitments and contingencies
Stockholders equity:
Common stock 76 75
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Additional paid in capital 1,083,420 1,082,036
Accumulated deficit (1,016,188) (987,560)
Deferred compensation 22)
Treasury stock, at cost (773) (773)
Accumulated other comprehensive loss (2,469) (2,368)
Total stockholders equity 64,066 91,388
Total liabilities and stockholders equity $ 171,496 $ 215,240

See accompanying notes.
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TERAYON COMMUNICATION SYSTEMS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

(unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
2004 2003 2004 2003
Revenues $ 35,659 $37,168 $116,218 $ 87,568
Related party revenues 1,543 460 4,933 2,927
Total revenues 37,202 37,628 121,151 90,495
Cost of revenues 30,393 27,296 86,014 69,500
Cost of related party revenues 539 138 1,348 1,262
Total cost of revenues 30,932 27,434 87,362 70,762
Gross profit 6,270 10,194 33,789 19,733
Operating expenses:
Research and development 8,696 9,363 26,680 32,797
Sales and marketing 6,222 6,452 18,854 19,741
General and administrative 2,993 2,783 8,381 9,510
Executive severance, restructuring costs and
asset write-offs 1,463 (244) 8,409 2,803
Total operating expenses 19,374 18,354 62,324 64,851
Loss from operations (13,104) (8,160) (28,535) (45,118)
Interest income 525 583 1,437 2,394
Interest expense (812) (787) (2,456) (2,438)
Other income (expense) (46) 1,238 1,155 1,038
Loss before income tax expense (13,437) (7,126) (28,399) (44,124)
Income tax expense (83) (84) (229) (214)
Net loss $(13,520) $(7,210) $ (28,628) $(44,338)
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Net loss per share, basic and diluted $ (0.18) $ (0.10) $ (0.398) $ (0.60)

Shares used in per share calculation, basic and
diluted 76,164 74,551 75,744 73,994

See accompanying notes.
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TERAYON COMMUNICATION SYSTEMS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

(unaudited)
Nine Months Ended
September 30,
2004 2003
Operating activities:
Net loss $ (28,628) $ (44,338)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation 4,788 7,155
Amortization related to stock options 17 17
Lower of cost or market inventory reserve (recovery) 6,432 (8,138)
Write-off and disposal of fixed assets 210 497
Changes in operating assets and liabilities:
Accounts receivable, net 9,447 (13,031)
Accounts receivable from related parties (123) 642
Inventory (5,597) 12,826
Other current and non-current assets 4,116 5,844
Accounts payable (14,921) (590)
Accrued payroll and related expenses (2,169) (180)
Deferred revenues 922 1,675
Warranty reserves (1,466) (2,398)
Accrued executive severance and restructuring charges 3,414 (1,917)
Accrued vendor cancellation charges (736) (11,274)
Other accrued liabilities. (1,338) 3,911)
Net cash used in operating activities (25,632) (57,121)
Investing activities:
Purchases of short-term investments (77,748) (200,239)
Proceeds from sales and maturities of short-term investments 138,160 182,231
Purchases of property and equipment (2,261) (2,716)
Net cash provided by (used in) investing activities 58,151 (20,724)
Financing activities:
Principal payments on capital leases (128) (116)
Proceeds from issuance of common stock 1,390 2,411
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Net cash provided by financing activities 1,262
Effect of exchange rate changes 181
Net increase (decrease) in cash and cash equivalents 33,962
Cash and cash equivalents at beginning of period 30,188
Cash and cash equivalents at end of period $ 64,150

See accompanying notes.
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(74,641)
117,079

$ 42,438
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TERAYON COMMUNICATION SYSTEMS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

1. Organization and Summary of Significant Accounting Policies
Description of Business

Terayon Communication Systems, Inc., or the Company, was incorporated under the laws of the State of California
on January 20, 1993. In July 1998, the Company reincorporated in the State of Delaware.

The Company develops, manufactures, markets and sells equipment to broadband service providers who use the
Company s products to deliver broadband voice, video and data services to residential and business subscribers.

Basis of Presentation

The accompanying condensed consolidated financial statements have been prepared in accordance with U.S.
generally accepted accounting principles for interim financial information and in accordance with the instructions to
Form 10-Q and Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes
required by U.S. generally accepted accounting principles for complete financial statements. In the opinion of
management, all adjustments (consisting of normal recurring adjustments) necessary for a fair presentation of the
financial statements at September 30, 2004 and for the three and nine months ended September 30, 2004 and 2003
have been included.

Results for the three and nine months ended September 30, 2004 are not necessarily indicative of results for the
entire fiscal year or future periods. These financial statements should be read in conjunction with the consolidated
financial statements and the accompanying notes included in the Company s Form 10-K dated March 15, 2004, as filed
with the U.S. Securities and Exchange Commission. The accompanying balance sheet at December 31, 2003 is
derived from audited consolidated financial statements at that date.

Reclassifications
Certain amounts in the 2003 financial statements have been reclassified to conform to the 2004 presentation.
Basis of Consolidation

The condensed consolidated financial statements include the accounts of the Company and its wholly owned
subsidiaries. All intercompany balances and transactions have been eliminated.

Use of Estimates

The preparation of the condensed consolidated financial statements in conformity with U.S. generally accepted
accounting principles requires management to make estimates and assumptions that affect the amounts reported in the
financial statements and accompanying notes. Actual results could differ from those estimates. Estimates are based on
historical experience, input from sources outside of the Company, and other relevant facts and circumstances. Actual
results could differ from those estimates. Areas that are particularly significant include the Company s valuation of its
accounts receivable and inventory reserves, the assessment of recoverability and the measurement of impairment of
fixed assets, and the recognition of warranty and restructuring reserves.
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Stock-Based Compensation

The Company accounts for stock-based compensation for its employees using the intrinsic value method presented
in Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, (APB No. 25),
and includes the disclosure-only provisions as required under Statement of Financial Accounting Standards
(SFAS) No. 123, Accounting for Stock-Based Compensation (SFAS No. 123). The Company provides additional pro
forma disclosures as required under SFAS No. 123 and SFAS No. 148, Accounting for Stock-Based Compensation,
Transition and Disclosure .

For purposes of pro forma disclosures, the estimated fair value of the options granted and employee stock purchase
plan shares to be issued is amortized to expense over their respective vesting periods. Had compensation cost for the
Company s stock-based compensation plans been determined based on the fair value at the grant dates for awards
under those plans consistent with the method of SFAS No. 123, the Company s net loss applicable to common
stockholders and net loss per share applicable to common stockholders would have been increased to the pro forma
amounts indicated below (in thousands, except per share data):

Three months ended Nine months ended
September 30, September 30,

2004 2003 2004 2003
Net loss, as reported $(13,520) $ (7,210) $(28,628) $(44,338)
Add: Stock-based compensation under APB
No. 25 9 17 17
Deduct: Stock option compensation expense
determined under fair value-based method 3,071) (5,602) (11,284) (17,201)
Employee stock purchase plan compensation
expense determined under fair value-based
method (159) (366) (872) (1,646)
Pro forma net loss $(16,750) $(13,169) $(40,767) $(63,168)
Net loss per share, basic and diluted, as
reported $ (0.18) $ (0.10) $ (0.38) $ (0,60)
Pro forma net loss per share, basic and diluted $ (0.22) $ (0.18) $ (0.54) $ (0.85)
Shares used in computing pro forma net loss
per share, basic and diluted 76,164 74,551 75,744 73,994

Inventory
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Inventory is stated at the lower of cost (first-in, first-out) or market. The components of inventory are as follows (in
thousands):

September 30, December 31,

2004 2003
Raw materials $ 683 $ 1,440
Work-in-process 159 660
Finished goods 14,687 14,264
Total inventory $15,529 $16,364
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During the three and nine months ended September 30, 2004, the Company reversed approximately $0.6 million and
$1.9 million, respectively, of inventory reserves, which were previously recorded as cost of goods sold. During the
three and nine months ended September 30, 2003, the Company reversed approximately $1.0 million and $2.7 million,
respectively of inventory reserves. The Company reversed these reserves as it was able to sell inventory originally
considered to be excess or obsolete.

Purchase Obligations

The Company has purchase obligations to certain of its suppliers that support the Company s ability to manufacture
its products. The obligations consist of purchase orders placed with vendors for goods and services and require the
Company to purchase minimum quantities of the suppliers products at a specified price. As of September 30, 2004,
$26.5 million of purchase obligations were outstanding. The Company accrues for vendor cancellation charges in
amounts, which represent management s estimate of the Company s exposure to vendors when management curtails or
ceases production of certain products or terminates a vendor or supplier agreement. Estimates of exposure are
determined using vendor inventory data. At September 30, 2004, accrued vendor cancellation charges were
$2.1 million and the remaining $24.4 million was attributable to open purchase orders in the normal course of
business. The remaining obligations are expected to become payable at various times through the first quarter of 2005.
For the three and nine months ended September 30, 2004, the Company reversed approximately $23,000 and
$3.4 million, respectively, of vendor cancellation charges. For the three and nine months ended September 30, 2003,
the Company reversed $1.0 million and $5.4 million, respectively, of accrued vendor cancellation charges. The
Company reversed these amounts as a result of favorable negotiations with vendors.

Net Loss Per Share

A reconciliation of the numerator and denominator of basic and diluted net loss per share is provided as follows (in
thousands, except per share amounts):

Three Months Ended Nine Months Ended
September 30, September 30,
2004 2003 2004 2003

Net loss $(13,520) $(7,210) $(28,628) $(44,338)
Shares used in computing

basic and diluted net loss

per share 76,164 74,551 75,744 73,994
Basic and diluted net loss

per share $ (0.18) $ (0.10) $ (0.3%) $ (0.60)

Options and warrants to purchase 17,664,919 and 17,634,021 shares of common stock were outstanding at
September 30, 2004 and September 30, 2003, respectively, but were not included in the computation of diluted net

Table of Contents 14



Edgar Filing: TERAYON COMMUNICATION SYSTEMS - Form 10-Q

loss per share, since the effect would have been antidilutive.
Accumulated Other Comprehensive Loss

Accumulated other comprehensive loss presented in the accompanying condensed consolidated balance sheets
consist of net unrealized gains or losses on short-term investments and accumulated net foreign currency translation
gains or losses.

The following are the components of comprehensive loss (in thousands):

8
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Three Months Ended Nine Months Ended
September 30, September 30,
2004 2003 2004 2003
Net loss $(13,520) $(7,210) $(28,628) $(44,338)
Cumulative translation
adjustments (188) 360 180 910
Change in unrealized loss on
available- for-sale investments 252 (67) (282) (478)
Total comprehensive net loss $(13,456) $(6,917) $(28,730) $(43,906)

Impact of Recently Issued Accounting Standards

In March 2004, the FASB issued a proposed Statement, Share-Based Payment, an amendment of FASB Statements
Nos. 123 and 95, that addresses the accounting for share-based payment transactions in which a Company receives
employee services in exchange for either equity instruments of the Company or liabilities that are based on the fair
value of the Company s equity instruments or that may be settled by the issuance of such equity instruments. The
proposed statement would eliminate the ability to account for share-based compensation transactions using the
intrinsic method that the Company currently uses and generally would require that such transactions be accounted for
using a fair-value-based method and recognized as expense in the consolidated statement of operations. The effective
date of the proposed standard is for periods beginning after June 15, 2005. It is expected that the final standard will be
issued before December 31, 2004 and should it be finalized in its current form, it will have a significant impact on the
Company s consolidated statement of operations as the Company will be required to expense the fair value of stock
option grants.

2. Contingencies

Beginning in April 2000, several plaintiffs filed class action lawsuits in federal court against the Company and
certain of its officers and directors. Later that year, the cases were consolidated in the United States District Court,
Northern District of California as In re Terayon Communication Systems, Inc. Securities Litigation. The Court then
appointed lead plaintiffs who filed an amended complaint. In 2001, the Court granted in part and denied in part
defendants motion to dismiss, and plaintiffs filed a new complaint. In 2002, the Court denied defendants motion to
dismiss that complaint, which, like the earlier complaints, alleges that the defendants violated the federal securities
laws by issuing materially false and misleading statements and failing to disclose material information regarding the
Company s technology. On February 24, 2003, the Court certified a plaintiff class consisting of those who purchased
or otherwise acquired the Company s securities between November 15, 1999 and April 11, 2000.

On September 8, 2003, the Court heard defendants motion to disqualify two of the lead plaintiffs and to modify the
definition of the plaintiff class. On September 10, 2003, the Court issued an order vacating the hearing date for the
parties summary judgment motions, and, on September 22, 2003, the Court issued another order staying all discovery

until further notice and vacating the trial date, which had been November 4, 2003.

On February 23, 2004, the Court issued an order disqualifying two of the lead plaintiffs. The order also states that
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plaintiffs counsel must provide certain information to the Court about counsel s
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relationship with the disqualified lead plaintiffs, and it provides that defendants may serve certain additional
discovery. On March 24, 2004, plaintiffs submitted certain documents to the Court in response to its order, and, on
April 16, 2004, the Company responded to this submission. The Company also has initiated discovery pursuant to the
Court s February 23, 2004 order.

On October 16, 2000, a lawsuit was filed against the Company and the individual defendants (Zaki Rakib, Selim
Rakib and Raymond Fritz) in the California Superior Court, San Luis Obispo County. This lawsuit is titled Bertram v.
Terayon Communications Systems, Inc. The factual allegations in the Bertram complaint were similar to those in the
federal class action, but the Bertram complaint sought remedies under state law. Defendants removed the Bertram
case to the United States District Court, Central District of California, which dismissed the complaint and transferred
the case to the United States District Court, Northern District of California. That Court eventually issued an order
dismissing the case. Plaintiffs have appealed this order, and their appeal was heard on April 16, 2004. On June 9,
2004, the United States Court of Appeals for the Ninth Circuit affirmed the order dismissing the Bertram case.

The Court of Appeals opinion affirming dismissal of the Bertram case does not end the class action. The Company
believes that the allegations in the class action are without merit, and the Company intends to contest this matter
vigorously. This matter, however, could prove costly and time consuming to defend, and there can be no assurances
about the eventual outcome.

In 2002, two shareholders filed derivative cases purportedly on behalf of the Company against certain of the
Company s current and former directors, officers, and investors. (The defendants differed somewhat in the two cases.)
Since the cases were filed, the investor defendants have been dismissed without prejudice, and the lawsuits have been
consolidated as Campbell v. Rakib in the California Superior Court, Santa Clara County. The Company is a nominal
defendant in these lawsuits, which allege claims relating to essentially the same purportedly misleading statements
that are at issue in the pending securities class action. In the securities class action, the Company disputes making any
misleading statements. The derivative complaints also allege claims relating to stock sales by certain of the director
and officer defendants.

The Company believes that there are many defects in the Campbell and O Brien derivative complaints.

On January 19, 2003, Omniband Group Limited, a Russian company, or Omniband, filed a request for arbitration
with the Zurich Chamber of Commerce, claiming damages in an amount of $2,094,970 allegedly caused by the
Company s breach of an agreement to sell to Omniband certain equipment pursuant to an agreement between
Omniband and Radwiz, Ltd., one of the Company s wholly-owned subsidiaries. On December 18, 2003, the panel of
arbiters with the Zurich Chamber of Commerce allowed the arbitration proceeding to continue against Radwiz.
Omniband appealed the Zurich Chamber of Commerce s decision, which was affirmed in its ruling of October 15,
2004. The Company believes that the allegations are without merit and intends to present a vigorous defense in the
arbitration proceedings.

From time to time, the Company receives letters claiming that the Company s technology and products may
infringe on intellectual property rights of third parties. The Company also has in the past agreed to, and may from time
to time in the future agree to, indemnify a customer of its technology or products for claims against the customer by a
third party based on claims that the Company s technology or products infringe intellectual property rights of that third
party. These types of claims, meritorious or not, can result in costly and time-consuming litigation; divert
management s attention and other resources; require the Company to enter into royalty arrangements; subject the
Company to damages or injunctions restricting the sale of its products, require the Company to indemnify its
customers for the use of the allegedly infringing products; require the Company to refund payment of allegedly
infringing products to its customers or to forgo future payments; require the Company to redesign certain of its
products; or damage the Company s reputation, any one of which could materially and adversely affect the Company s
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business, results of operations and financial condition.

The Company is currently a party to various other legal proceedings, in addition to those noted above, and may
become involved from time to time in other legal proceedings in the future. While the Company currently believes
that the ultimate outcome of these other proceedings, individually and in the aggregate, will not have a material
adverse effect on its financial position or overall results of operations, litigation is subject to inherent uncertainties.
Were an unfavorable ruling to occur in any of the Company s legal proceedings, there exists the possibility of a
material adverse impact on the Company s results of operations for the period in which the ruling occurs. The estimate
of the potential impact on the Company s financial position and overall results of operations for any of the above legal
proceedings could change in the future.

10
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3. Operating Segment Information

The Company operates as one business segment.

Three Months Ended Nine Months Ended
September 30, September 30,
(in thousands) 2004 2003 2004 2003
Revenues by product:
CMTS products $ 6,492 $16,325 $ 27917 $29,979
CPE products 18,899 15,654 67,658 46,320
Video products 10,802 4,577 24,381 11,109
Other products 1,009 572 1,195 3,087
Total revenues $37,202 $37,628 $121,151 $90,495
Revenues by geographic areas:
United States $25,130 $16,653 $ 68,188 $47,832
Canada 401 370 2,239 1,106
Europe, Middle East, Africa Region
(EMEA), excluding Israel 3,379 5,173 18,344 15,873
Israel 1,663 638 10,879 1,449
Japan 3,876 11,047 9,563 17,859
Asia, excluding Japan 2,743 3,246 11,875 5,856
South America 10 501 63 520
Total $37,202 $37,628 $121,151 $90,495
September 30, December 31,
2004 2003
Long-lived assets:
United States $ 15,874 $ 19,630
Canada 494 810
Europe 157 175
Israel 3,344 3,104
Asia 130 173
Total long-lived assets 19,999 23,892
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Total current assets 151,497 191,348
Total assets $171,496 $215,240

Three customers accounted for 10% or more of total revenues (20%, 15%, and 14%) for the three months ended
September 30, 2004. Two customers accounted for 10% or more of total revenues (21% and 11%) for the nine months
ended September 30, 2004. Three customers accounted for 10% or more of total revenues (29%, 13%, and 13%) for
the three months ended September 30, 2003. Three customers accounted for 10% or more of total revenues (20%,
17%, and 12%) for the nine months ended September 30, 2003.

4. Executive Severance, Restructuring Charges and Asset Write-offs
Executive Severance

11
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In June 2004, the Company entered into an employment agreement with an executive officer. The executive officer
resigned effective as of October 1, 2004. The Company recorded a severance provision of $1.4 million related to
termination costs for this officer in the third quarter of 2004. Most of the separation costs related to this officer are
expected to be paid in the fourth quarter of 2004 with nominal amounts for employee benefits paid into the fourth
quarter of 2005.

In June 2004, the Company entered into separation agreements with two other executive officers. Both executive
officers resigned from the Company during the third quarter of 2004. The Company recorded a severance provision of
$1.7 million related to termination costs for these officers in the second quarter of 2004. Most of the separation costs
were paid in the third quarter of 2004 with nominal amounts for employee benefits paid through the third quarter of
2005.

Restructuring
First and Second Quarter 2004 Restructurings

During the first quarter of 2004, the Company approved a restructuring plan. The Company incurred restructuring
charges in the amount of $3.3 million in the first quarter of 2004, of which $1.0 million related to employee
termination costs, $0.9 million related to costs to exit an aircraft lease, and $1.4 million related to costs for excess
leased facilities. The Company incurred restructuring charges in the amount of $1.15 million in the second quarter of
2004 related to additional costs for excess leased facilities, which were contemplated in the first quarter restructuring
plan. Net costs accrued under this restructuring plan, included estimated sublease income from the aircraft and the
excess leased facilities. As of September 30, 2004, the employment of 58 employees had been terminated, and the
Company had paid $0.8 million in termination costs. The amount of net costs accrued under the first quarter 2004
restructuring plan assumed that the Company would successfully sublease the aircraft and excess leased facilities. The
reserve for the aircraft lease and excess leased facilities was based on information provided by the Company s brokers
that estimated, based on assumptions relevant to the aircraft and real estate market conditions as of the date of the
Company s restructuring plan, the time it would likely take to fully sublease the aircraft and excess facilities. In the
third quarter of 2004, the Company entered into an agreement with a third party to sublease the aircraft. Even though
it is the intent of the Company to sublease its interests in the excess facilities at the earliest possible time, the
Company cannot determine with certainty a fixed date by which this event may occur. In light of this uncertainty,
based on estimates, the Company periodically re-evaluates and adjusts the reserve, as necessary. The Company
currently anticipates the remaining restructuring accrual related to employee termination costs to be substantially
utilized by the end of 2004. The remaining restructuring accrual related to the aircraft lease is expected to be
substantially utilized for servicing operating lease payments of operating lease commitments, through January 2007,
and the remaining restructuring accrual related to excess leased facilities, is expected to be utilized for servicing
operating lease payments through October 2009.

In the second and third quarters of 2004, the Company re-evaluated the first and second quarter 2004 restructuring
charges for the excess facilities and the aircraft lease termination. Based on market conditions, new assumptions
provided by the Company s broker, and the terms of the aircraft sublease agreement, which the Company entered into
in the third quarter of 2004, the Company increased the restructuring charge by a total of $0.85 million in the nine
months ended September 30, 2004.

A summary of the 