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PART I. FINANCIAL INFORMATION
Item 1. Condensed Consolidated Financial Statements

FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

September December 31,

30, 2008 2007
Assets (unaudited)
Current assets:
Cash and cash equivalents $ 34,008,721 $ 32,219,349
Marketable securities 12,673,263 30,684,206
Accounts receivable, net of allowances of $8,204,772 and $8,780,880, respectively 18,090,008 26,141,636
Prepaid expenses and other current assets 1,967,178 1,625,417
Deferred tax assets, net . 3,755,210 3,807,325
Total current assets 70,494,380 94,477,933
Property and equipment, net of accumulated depreciation of $17,126,484 and
$13,861,313, respectively 8,064,788 7,945,258
Long-term marketable securities 1,328,000 -
Deferred tax assets, net . 5,976,017 5,969,778
Other assets, net 3,023,958 2,831,878
Goodwill 3,514,139 3,512,796
Other intangible assets, net 2,079,425 443,909
Total assets $ 94,480,707 $115,181,552
Liabilities and Stockholders' Equity
Current liabilities:
Accounts payable $ 881,536 $ 1,779,720
Accrued expenses 5,256,438 6,711,231
Deferred revenue, net 15,099,008 14,142,145
Total current liabilities 21,236,982 22,633,096
Other long-term liabilities 248,749 251,094
Deferred revenue, net 5,259,301 4,818,985
Total liabilities 26,745,032 27,703,175
Commitments and contingencies
Stockholders' equity:
Preferred stock - $.001 par value, 2,000,000 shares authorized - -
Common stock - $.001 par value, 100,000,000 shares authorized, 51,853,235 and
51,340,268 shares issued, respectively and 47,109,135 and 50,156,168 shares
outstanding, respectively 51,853 51,340
Additional paid-in capital 131,163,309 122,294,782
Accumulated deficit (24,727,277)  (25,292,001)
Common stock held in treasury, at cost (4,744,100 and 1,184,100 shares,
respectively) (37,775,179) (9,053,824)

4



Edgar Filing: FALCONSTOR SOFTWARE INC - Form 10-Q

Accumulated other comprehensive loss, net (977,031) (521,920)
Total stockholders' equity 67,735,675 87,478,377
Total liabilities and stockholders' equity $ 94,480,707 $115,181,552

See accompanying notes to unaudited condensed consolidated financial statements.
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FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Revenues:

Software license revenue
Maintenance revenue

Software services and other revenue

Operating expenses:

Cost of maintenance, software services and other revenue

Software development costs

Selling and marketing

General and administrative
Operating (loss) income

Interest and other income, net

(Loss) income before income taxes

Provision (benefit) for income taxes

Net (loss) income

Basic net (loss) income per share

Diluted net (loss) income per share

Weighted average basic shares outstanding

Weighted average diluted shares outstanding

(UNAUDITED)

Three Months Ended

September 30,

2008

2007

$12,260,527 $12,209,650

6,190,467
1,160,499
19,611,493

3,459,307
6,246,839
9,164,599
2,090,952
20,961,697

(1,350,204)

251,955

(1,098,249)

463,995

$ (1,562,244) $ 6,260,286 $
$ 0.03) $
$ 0.03) $

47,522,085

47,522,085

4,771,952
1,545,935
18,527,537

2,886,105
5,647,805
6,978,239
1,944,521
17,456,670
1,070,867

682,132

1,752,999

(4,507,287)

0.13

0.12

49,686,430

53,482,577

Nine Months Ended
September 30,
2008 2007
$42,597,810 $34,627,635
16,826,595 13,641,271
4,220,694 4,349,853
63,645,099 52,618,759
10,359,199 8,142,265
18,359,721 16,505,471
27,677,889 21,447,423
6,077,703 5,805,024
62,474,512 51,900,183
1,170,587 718,576
1,234,659 1,775,879
2,405,246 2,494,455
1,840,522 (4,590,824)
564,724 $ 7,085,279
$ 0.01 0.14
$ 0.01 0.13
48,389,670 49,223,884
50,377,370 52,744,600

See accompanying notes to unaudited condensed consolidated financial statements.
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FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

Cash flows from operating activities:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation and amortization

Share-based payment compensation
Non-cash professional services expenses
Realized gain on marketable securities
Tax benefit from stock option exercises
Provision for returns and doubtful accounts
Deferred income taxes

Changes in operating assets and liabilities:

Accounts receivable

Prepaid expenses and other current assets

Other assets

Accounts payable

Accrued expenses

Deferred revenue

Net cash provided by operating activities

Cash flows from investing activities:
Sales of marketable securities
Purchases of marketable securities
Purchases of property and equipment
Purchase of cost method investment
Acquisition of assets

Purchase of software licenses
Security deposits

Purchase of intangible assets

Net cash provided by (used in) investing activities
Cash flows from financing activities:

Payments to acquire treasury stock

Proceeds from exercise of stock options

Tax benefit from stock option exercises

Net cash (used in) provided by financing activities

Effect of exchange rate changes on cash and cash equivalents

Net increase in cash and cash equivalents

Nine Months Ended
September 30,

2008

2007

564,724 $ 7,085,279

3,693,881
6,394,693
185,827
(7,403)
(1,616,401)
2,053,473
1,840,522

5,987,234
(361,594)
(252,759)
(840,770)

(1,548,463)

1,378,883

17,471,847
102,621,894
(86,514,853)

(3,384,057)

(1,680,000)

(17,000)
(264,102)

10,761,882
(28,721,355)

790,890

1,616,401
(26,314,064)
(130,293)

1,789,372

2,831,657

6,109,955
125,640
(24,928)

3,459,924
(4,849,277)

2,565,015
(368,093)
(89,787)
(622,272)
(666,982)

2,486,577

18,042,708
66,846,390
(71,228,841)

(3,920,197)

(20,000)
(185,000)
(191,188)
(8,698,836)

(3,273,660)
8,265,041

4,991,381
39,818

14,375,071
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Cash and cash equivalents, beginning of period 32,219,349 15,605,329
Cash and cash equivalents, end of period $ 34,008,721 $ 29,980,400
Cash paid for income taxes $ 1282614 $ 254,769

The Company did not pay any interest for the nine months ended September 30, 2008 and 2007.
See accompanying notes to unaudited condensed consolidated financial statements.
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FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES

Notes to Unaudited Condensed Consolidated Financial Statements

(1) Summary of Significant Accounting Policies
(a) The Company and Nature of Operations

FalconStor Software, Inc., a Delaware Corporation (the "Company"), develops, manufactures and sells network
storage software solutions and provides the related maintenance, implementation and engineering services.

(b) Principles of Consolidation

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

(c) Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. The Company’s more significant estimates include those related to
revenue recognition, accounts receivable allowances, deferred income taxes and accounting for share-based
compensation expense. Actual results could differ from those estimates.

(d) Unaudited Interim Financial Information

The accompanying unaudited interim condensed consolidated financial statements have been prepared, without audit,
pursuant to the rules and regulations of the Securities and Exchange Commission (“SEC”). Certain information and note
disclosures normally included in financial statements prepared in accordance with accounting principles generally
accepted in the United States of America have been condensed or omitted pursuant to such rules and regulations
relating to interim financial statements.

In the opinion of management, the accompanying unaudited interim condensed consolidated financial statements
reflect all adjustments, consisting only of normal recurring adjustments, necessary to present fairly the financial
position of the Company at September 30, 2008, and the results of its operations for the three and nine months ended
September 30, 2008 and 2007. The results of operations of any interim period are not necessarily indicative of the
results of operations to be expected for the full fiscal year.

(e) Cash Equivalents and Marketable Securities

The Company considers all highly liquid investments with maturities of three months or less when purchased to be
cash equivalents. As of September 30, 2008 and December 31, 2007, the Company’s cash equivalents consisted of
money market funds and commercial paper, and are recorded at fair value. At September 30, 2008, the fair value of
the Company’s cash equivalents, as defined under Financial Accounting Standards Board “FASB” Statement of Financial
Accounting Standards “SFAS”, No. 157, Fair Value Measurements, amounted to approximately $28.1 million. As of
September 30, 2008 and December 31, 2007, the Company’s marketable securities consisted of corporate bonds,
certificate of deposits, auction rate securities and government securities, and are recorded at fair value. As of
September 30, 2008, the fair value of the Company’s current marketable securities as defined under SFAS No. 157 was

9
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approximately $12.7 million. In addition, at September 30, 2008, the Company had an additional $1.3 million of
long-term marketable securities that required a higher level of judgment to determine the fair value, as defined under
SFAS No. 157. As of December 31, 2007, the Company’s cash equivalents amounted to approximately $21.3 million,
and marketable securities amounted to approximately $30.7 million. All of the Company’s marketable securities are
classified as available-for-sale, and accordingly, unrealized gains and losses on marketable securities, net of tax are
reflected as a component of accumulated other comprehensive loss in stockholders’ equity.

6
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As of September 30, 2008, the Company had $1.5 million (at par value) of auction rate securities included within its

portfolio of marketable securities. These auction rate notes are classified as available-for-sale, and accordingly, any

unrealized gains and losses are reflected as a component of accumulated other comprehensive loss in stockholders’
equity, net of tax. During the nine months ended September 30, 2008, the Company recorded approximately $172,000

of unrealized losses on these auction rate notes. The Company determined the decline in market value below cost to

be temporary based upon the Company’s ability to retain the investment over a period of time, which would be
sufficient to allow for any recovery in market value. Accordingly, based upon the Company’s intent and ability to
retain these investments over a period of time believed to be sufficient to recover the value, it has classified the

auction rate securities as long-term marketable securities on its condensed consolidated balance sheet as of September

30, 2008. See Note (7) Fair Value Measurements for additional information.

(f) Revenue Recognition

The Company recognizes revenue from software licenses in accordance with Statement of Position (“SOP”) 97-2,
Software Revenue Recognition, as amended by SOP 98-4 and SOP 98-9, and related interpretations to determine the
recognition of revenue. Accordingly, revenue for software licenses is recognized when persuasive evidence of an
arrangement exists, the fee is fixed and determinable and the software is delivered and collection of the resulting
receivable is deemed probable. Software delivered to a customer on a trial basis is not recognized as revenue until a
permanent key code is delivered to the customer. Reseller customers typically send the Company a purchase order
only when they have an end user identified. When a customer licenses software together with the purchase of
maintenance, the Company allocates a portion of the fee to maintenance for its fair value. Software maintenance fees
are deferred and recognized as revenue ratably over the term of the contract. The long-term portion of deferred
revenue relates to maintenance contracts with terms in excess of one year. The cost of providing technical support is
included in cost of maintenance, software service and other revenues. The Company provides an allowance for
software product returns as a reduction of revenue, based upon historical experience and known or expected trends.

Revenues associated with software implementation and software engineering services are recognized as the services
are completed. Costs of providing these services are included in cost of maintenance, software services and other
revenue.

The Company has entered into various distribution, licensing and joint promotion agreements with OEMs and
distributors, whereby the Company has provided to the reseller a non-exclusive software license to install the
Company’s software on certain hardware or to resell the Company’s software in exchange for payments based on the
products distributed by the OEM or distributor. Nonrefundable advances and engineering fees received by the
Company from an OEM are recorded as deferred revenue and recognized as revenue when related software
engineering services, if any, are complete and the software product master is delivered and accepted.

The Company has transactions in which it purchases hardware and bundles this hardware with the Company’s software
and sells the bundled solution to its customer. Since the software is not essential for the functionality of the equipment

included in the Company’s bundled solutions, and both the hardware and software have stand alone value to the
customer, a portion of the contractual fees is recognized as revenue when the software or hardware is delivered based

on the relative fair value(s) of the delivered element(s).

For the three months ended September 30, 2008, the Company had two customers that together accounted for 28% of
revenues, and no customers that accounted for 10% of the accounts receivable balance at September 30, 2008. For the
three months ended September 30, 2007, the Company had one customer that accounted for 28% of revenues, and one

customer that accounted for 16% of the accounts receivable balance at September 30, 2007.

() Property and Equipment

11
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Property and equipment are recorded at cost. Depreciation is recognized using the straight-line method over the
estimated useful lives of the assets (3 to 7 years). Depreciation expense was $1,125,121 and $970,307 for the three
months ended September 30, 2008 and 2007, respectively. Depreciation expense was $3,259,687 and $2,581,011 for
the nine months ended September 30, 2008 and 2007, respectively. Leasehold improvements are amortized on a
straight-line basis over the term of the respective leases or over their estimated useful lives, whichever is shorter.

7
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(h) Goodwill and Other Intangible Assets

Goodwill represents the excess of the purchase price over the estimated fair value of net tangible and identifiable

intangible assets acquired in business combinations. Consistent with SFAS No. 142, Goodwill and Other Intangible

Assets, the Company has not amortized goodwill related to its acquisitions, but instead tests the balance for

impairment. The Company’s annual impairment assessment is performed as of December 31st of each year, and an
assessment is made at other times if events or changes in circumstances indicate that it is more likely than not that the

asset is impaired. Identifiable intangible assets, which include customer contracts, intellectual property, and patents

are amortized over a period ranging from three to five years using the straight-line method. See Note (8) Acquisitions

for additional information.

Amortization expense was $188,114 and $58,195 for the three months ended September 30, 2008 and 2007,
respectively. Amortization expense was $320,587 and $166,955 for the nine months ended September 30, 2008 and
2007, respectively. The gross carrying amount and accumulated amortization of other intangible assets as of
September 30, 2008 and December 31, 2007 are as follows:

September 30, December 31,

2008 2007
Goodwill: $ 3,514,139 $ 3,512,796
Other intangible assets:
Gross carrying amount $ 3,245,596 $ 1,289,494
Accumulated amortization (1,166,171) (845,585)
Net carrying amount $ 2079425 $ 443,909

(1) Software Development Costs and Purchased Technology

In accordance with the provisions of SFAS No. 86, Accounting for the Costs of Software to be Sold, Leased or
Otherwise Marketed, costs associated with the development of new software products and enhancements to existing
software products are expensed as incurred until technological feasibility of the product has been established. Based
on the Company’s product development process, technological feasibility is established upon completion of a working
model. Amortization of software development costs is recorded at the greater of straight line over three years or the
ratio of current revenue of the related products to total current and anticipated future revenue of these products.

Purchased software technology of $132,410 and $246,017, net of accumulated amortization of $5,245,021 and
$5,131,414, is included in other assets as of September 30, 2008 and December 31, 2007, respectively. Amortization
expense was $35,869 and $33,869 for the three months ended September 30, 2008 and 2007, respectively and
$113,607 and $83,691 for the nine months ended September 30, 2008 and 2007, respectively.

(j) Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between
the financial statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax
assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which
those temporary differences are expected to be realized or settled. The effect on deferred tax assets and liabilities of a
change in tax rates is recognized in income in the period that includes the enactment date. In determining the period in
which related tax benefits are realized for book purposes, excess share-based compensation deductions included in net
operating losses are realized after regular net operating losses are exhausted. The Company recognizes interest and
penalties accrued related to unrecognized tax benefits as part of income tax expense in its condensed consolidated
statements of operations.

13
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The Company accounts for uncertain tax positions in accordance with FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes, (“FIN 48”). FIN 48 is an interpretation of SFAS No. 109, Accounting for Income Taxes,
and addresses the determination of whether tax benefits claimed or expected to be claimed on a tax return should be
recorded in the financial statements. Under FIN 48, the Company may recognize the tax benefit from an uncertain tax
position only if it meets the “more likely than not” threshold that the position will be sustained on examination by the
taxing authority, based on the technical merits of the position.

The tax benefits recognized in the financial statements from such a position should be measured based on the largest

benefit that has a greater than fifty percent likelihood of being realized upon ultimate settlement. FIN 48 also provides
guidance on de-recognition, classification, interest and penalties on income taxes, accounting in interim periods, and
also requires increased disclosures. To date, no adjustments have been made to the recognized benefits from the
Company’s uncertain tax positions. See Note (6) Income Taxes for additional information.

(k) Long-Lived Assets

The Company reviews its long-lived assets for impairment whenever events or changes in circumstances indicate that
the carrying amount of the asset may not be recoverable. If the sum of the expected future cash flows, undiscounted
and without interest is less than the carrying amount of the asset, an impairment loss is recognized as the amount by
which the carrying amount of the asset exceeds its fair value.

(1) Share-Based Payments

The Company accounts for stock-based awards under the provisions of SFAS No. 123(R), Share-Based Payment,
which establishes the accounting for transactions in which an entity exchanges its equity instruments for goods or
services. Under the provisions of SFAS No. 123(R), share-based compensation expense is measured at the grant date,
based on the fair value of the award, and is recognized as an expense over the requisite employee service period
(generally the vesting period), net of estimated forfeitures. The Company estimates the fair value of share-based
payments using the Black-Scholes option-pricing model. The estimation of stock-based awards that will ultimately
vest requires judgment, and to the extent actual results or updated estimates differ from the Company’s current
estimates, such amounts will be recorded as a cumulative adjustment in the period estimates are revised. The
Company considers many factors when estimating expected forfeitures, including types of awards, employee class and
historical experience. Stock option exercises and restricted stock awards are expected to be fulfilled with new shares
of common stock.

The Company accounts for stock option grants and grants of restricted shares of common stock to non-employees in
accordance with SFAS No. 123, Accounting for Stock-Based Compensation, and Emerging Issues Task Force (“EITF”)
Issue No. 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services, which requires that the fair value of these instruments be recognized as
an expense over the period in which the related services are rendered.

(m) Financial Instruments

As of September 30, 2008 and December 31, 2007, the fair value of the Company’s financial instruments, including
cash and cash equivalents, accounts receivable, accounts payable and accrued expenses, approximates book value due
to the short maturity of these instruments.

(n) Foreign Currency

Assets and liabilities of foreign operations are translated at rates of exchange at the end of the period, while results of
operations are translated at average exchange rates in effect for the period. Unrealized gains and losses from the

15
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translation of foreign assets and liabilities are classified as a separate component of stockholders’ equity. Realized
gains and losses from foreign currency transactions are included in the condensed consolidated statements of
operations within interest and other income, net. Such amounts have historically not been material.

9
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(o) Earnings Per Share (EPS)

Basic EPS is computed based on the weighted average number of shares of common stock outstanding. Diluted EPS is
computed based on the weighted average number of common shares outstanding increased by dilutive common stock
equivalents. Due to the net loss for the three months ended September 30, 2008, all common stock equivalents of
11,405,212 have been excluded from diluted net loss per share. For the three months ended September 30, 2007,
potentially dilutive vested and unvested common stock equivalents included 6,105,504 of stock option awards,
restricted stock awards and restricted stock unit awards outstanding. For the nine months ended September 30, 2008
and 2007, potentially dilutive vested and unvested common stock equivalents included 9,417,512 and 6,380,935,
respectively, of stock option awards, restricted stock awards and restricted stock unit awards outstanding.

The following represents a reconciliation of the numerators and denominators of the basic and diluted earnings per
share (“EPS”) computation:

Three Months Ended September 30, 2008 Three Months Ended September 30, 2007
Net Loss Shares Per Share  Net Income Shares Per Share
(Numerator) (Denominator) Amount  (Numerator) (Denominator) Amount
Basic EPS $ (1,562,244) 47,522,085 $ (0.03) $ 6,260,286 49,686,430 $ 0.13
Effect of dilutive
securities:
Stock options
and
restricted stock - 3,796,147
Diluted EPS $ (1,562,244) 47,522,085 $ (0.03) $ 6,260,286 53,482,577 $ 0.12
Nine Months Ended September 30, 2008  Nine Months Ended September 30, 2007
Net Income Shares Per Share  Net Income Shares Per Share
(Numerator) (Denominator) Amount (Numerator) (Denominator) Amount
Basic EPS $ 564,724 48,389,670 $ 0.01 $ 7,085,279 49,223,884 $ 0.14
Effect of dilutive securities:
Stock options and
restricted stock 1,987,700 3,520,716
Diluted EPS $ 564,724 50,377,370 $ 0.01 $ 7,085,279 52,744,600 $ 0.13

(p) Comprehensive Income (Loss)

Comprehensive income includes: (i) the Company’s net income, (ii) foreign currency translation adjustments, (iii)
unrealized (gains)/losses on marketable securities, net of tax, and (iv) minimum pension liability adjustments, net of
tax, pursuant to SFAS No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans,
an amendment of FASB Statements No. 87, 88, 106, and 132(R).

10
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The Company’s comprehensive income is as follows:

Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007
Net (loss) income $(1,562,244) $ 6,260,286 $ 564,724 $ 7,085,279
Other comprehensive (loss) income:
Foreign currency translation gain (loss) adjustments (274,577) 121,980 (112,515) (2,899)
Unrealized (loss) gain on marketable securities, net of
tax (191,032) 47,545 (345,541) 66,722
Other comprehensive (loss) income (1,968) 2,618 2,945 5,187
Other comprehensive (loss) income (467,577) 172,143 (455,111) 69,010
Comprehensive (loss) income $(2,029,821) $ 6,432,429 $ 109,613 $ 7,154,289

(q) Investments

As of September 30, 2008 and December 31, 2007, the Company maintained certain cost-method investments
aggregating $1,096,457 and $1,116,457, respectively, which are included in “Other assets” in the accompanying
condensed consolidated balance sheets.

(r) New Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations. SFAS No. 141(R)
establishes principles and requirements for how an acquirer recognizes and measures in its financial statements the
identifiable assets acquired, the liabilities assumed, any noncontrolling interest in the acquiree and the goodwill
acquired. SFAS No. 141(R) also establishes disclosure requirements to enable the evaluation of the nature and
financial effects of the business combination. SFAS No. 141(R) is effective for fiscal years beginning after December
15, 2008. The Company is currently evaluating the potential impact, if any, of the adoption of SFAS No. 141(R) on its
consolidated financial statements.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial Statements—an
amendment of Accounting Research Bulletin No. 51. SFAS No. 160 establishes accounting and reporting standards
for ownership interests in subsidiaries held by parties other than the parent, the amount of consolidated net income
attributable to the parent and to the noncontrolling interest, changes in a parent’s ownership interest and the valuation
of retained noncontrolling equity investments when a subsidiary is deconsolidated. SFAS No. 160 also establishes
disclosure requirements that clearly identify and distinguish between the interests of the parent and the interests of the
noncontrolling owners. SFAS No. 160 is effective for fiscal years beginning after December 15, 2008. The Company

is currently evaluating the potential impact, if any, of the adoption of SFAS No. 160 on its consolidated financial
statements.

In February 2008, the FASB issued FASB Staff Position No. FAS 157-2, Effective Date of FASB Statement No. 157
(“FSP 157-27), to partially defer SFAS No. 157, Fair Value Measurements. FSP 157-2 defers the effective date of SFAS
No. 157 for nonfinancial assets and nonfinancial liabilities, except those that are recognized or disclosed at fair value
in the financial statements on a recurring basis (at least annually), to fiscal years, and interim periods within those
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fiscal years, beginning after November 15, 2008. The Company is currently evaluating the potential impact, if any,

SFAS No. 157 will have to nonfinancial assets and liabilities (principally goodwill and intangible assets) on its
consolidated financial statements.
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In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting Principles. SFAS

No. 162 identifies the sources of accounting principles and the framework for selecting the principles used in the

preparation of financial statements of nongovernmental entities that are presented in conformity with generally

accepted accounting principles (the GAAP hierarchy). SFAS No. 162 will become effective sixty days following the

Securities and Exchange Commission’s approval of the Public Company Accounting Oversight Board amendments to
AU Section 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles. The

adoption of the provisions of SFAS No. 162 is not anticipated to materially impact the Company’s consolidated
financial statements.

In October 2008, the FASB issued FSP 157-3, Determining the Fair Value of a Financial Asset When the Market for
That Asset Is Not Active. FSP 157-3 clarified the application of SFAS No. 157. FSP 157-3 demonstrated how the fair
value of a financial asset is determined when the market for that financial asset is inactive. FSP 157-3 was effective
upon issuance, including prior periods for which financial statements had not been issued. The guidance provided by
FSP 157-3 is consistent with the Company’s approach to valuing financial assets, for which there are no active
markets, including its investment in auction rate securities. See Note (7) Fair Value Measurements for additional
information.

(s) Reclassifications

Certain reclassifications have been made to prior periods’ unaudited condensed consolidated financial statement
presentations to conform to the current period’s presentation.

(2) Share-Based Payment Arrangements

As of May 1, 2000, the Company adopted the FalconStor Software, Inc., 2000 Stock Option Plan (the “2000 Plan”). The
2000 Plan is administered by the Board of Directors and, as amended, provides for the grant of options to purchase up
to 14,162,296 shares of Company common stock to employees, consultants and non-employee directors. Options may
be incentive (“ISO”) or non-qualified. ISOs granted must have exercise prices at least equal to the fair value of the
common stock on the date of grant, and have terms not greater than ten years, except those to an employee who owns
stock with greater than 10% of the voting power of all classes of stock of the Company, in which case they must have
an option price at least 110% of the fair value of the stock, and expire no later than five years from the date of grant.
Non-qualified options granted must have exercise prices not less than eighty percent of the fair value of the common
stock on the date of grant, and have terms not greater than ten years. All options granted under the 2000 Plan must be
granted before May 1, 2010. As of September 30, 2008, 117,565 shares were available for grant under the 2000 Plan.

On May 14, 2004, the Company adopted the FalconStor Software, Inc., 2004 Outside Directors Stock Option Plan
(the “2004 Plan”). The 2004 Plan is administered by the Board of Directors and provides for the granting of options to
non-employee directors of the Company to purchase up to 300,000 shares of Company common stock. Exercise prices
of the options must be equal to the fair market value of the common stock on the date of grant. Options granted have
terms of ten years. All options granted under the 2004 Plan must be granted within three years of the adoption of the
2004 Plan. As of September 30, 2008, options to purchase 250,000 shares remain outstanding from the 2004 Plan and
no additional options are available for grant under the 2004 Plan.

On May 17, 2006, the Company adopted the FalconStor Software, Inc. 2006 Incentive Stock Plan (the “2006
Plan”). The 2006 Plan was amended on May 8, 2007 and May 8, 2008. The 2006 Plan is administered by the Board of
Directors and provides for the grant of incentive and nonqualified stock options, shares of restricted stock, and
restricted stock units to employees, officers, consultants and advisors of the Company. The number of shares
available for grant or issuance under the 2006 Plan, as amended, is determined as follows: If, on July Ist of any
calendar year in which the 2006 Plan is in effect, the number of shares of stock as to which options restricted shares
and restricted stock units may be granted is less than five percent (5%) of the number of outstanding shares of stock,
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then the number of shares of stock available for issuance under the 2006 Plan is automatically increased so that the
number equals five percent (5%) of the shares of stock outstanding. In no event shall the number of shares of stock
subject to the 2006 Plan in the aggregate exceed twenty million shares, subject to adjustment as provided in the 2006
Plan. On July 1, 2008, the total number of outstanding shares of the Company’s common stock totaled 47,952,855.
Pursuant to the 2006 Plan, as amended, the total shares available for issuance under the 2006 Plan thus increased by
2,368,287 shares to 2,397,643 shares available for issuance as of July 1, 2008. As of September 30, 2008, 2,169,093
shares were available for grant under the 2006 Plan. Exercise prices of the options must be equal to the fair market
value of the common stock on the date of grant. Options granted have terms of not greater than ten years. All options,
shares of restricted stock, and restricted stock units granted under the 2006 Plan must be granted within ten years of
the adoption of the 2006 Plan.

12
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On May 8, 2007, the Company adopted the FalconStor Software, Inc. 2007 Outside Directors Equity Compensation
Plan (the “2007 Plan”). The 2007 Plan was amended on May 8, 2008. The 2007 Plan is administered by the Board of
Directors and provides for the issuance of up to 300,000 shares of Company common stock upon the vesting of
options or upon the grant of shares with such restrictions as determined by the Board of Directors to the non-employee
directors of the Company. Exercise prices of the options must be equal to the fair market value of the common stock
on the date of grant. Options granted have terms of ten years. Shares of restricted stock have the terms and conditions
set by the Board of Directors and are forfeitable until the terms of the grant have been satisfied. As of September 30,
2008, 185,000 shares were available for grant under the 2007 Plan.

The following table summarizes stock option activity during the nine months ended September 30, 2008:

Weighted
Weighted Average
Average Remaining  Aggregate
Number of Exercise =~ Contractual Intrinsic

Options Price Life (Years) Value
Options Outstanding at December 31, 2007 9,667,374 $ 6.79
Granted 808,900 $ 8.44
Exercised - -
Canceled (162,875) $ 8.56
Forfeited (15,200) $ 8.43
Options Outstanding at March 31, 2008 10,298,199 $ 6.88 6.27 $17,346,320
Granted 478,100 $ 8.35
Exercised (312,342) $ 2.50
Canceled (58,560) $ 10.48
Forfeited (825) $ 7.58
Options Outstanding at June 30, 2008 10,404,572 $ 7.06 6.24 $12,966,177
Granted 223700 $ 6.87
Exercised (1,650) $ 6.77
Canceled (53,420) $ 10.06
Forfeited (32,915) $ 8.42
Options Outstanding at September 30, 2008 10,540,287 $ 7.04 6.06 $ 6,570,326
Options Exercisable at September 30, 2008 7,495,122 $ 5.94 487 $ 6,570,326

Stock option exercises are fulfilled with new shares of common stock. The total cash received from stock option
exercises for the three months ended September 30, 2008 and 2007 was $11,170 and $1,690,427, respectively. The
total cash received from stock option exercises for the nine months ended September 30, 2008 and 2007 was $790,890
and $8,265,041, respectively. The total intrinsic value of stock options exercised during the three months ended
September 30, 2008 and 2007 was $347 and $2,980,234 respectively. The total intrinsic value of stock options
exercised during the nine months ended September 30, 2008 and 2007 was $1,905,772 and $11,221,054, respectively.
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The Company recognized share-based compensation expense for awards issued under the Company’s equity plans in
the following line items in the condensed consolidated statements of operations:

Three Months Three Months
Ended Ended
September 30, September 30,
2008 2007
Cost of maintenance, software services and other
revenue $ 335,033 $ 283,860
Software development costs 565,481 792,000
Selling and marketing 585,866 776,840
General and administrative 120,793 254,789
$ 1,607,173 $ 2,107,489
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Nine Months Nine Months
Ended Ended
September 30, September 30,
2008 2007
Cost of maintenance, software services and other
revenue $ 1,008,742 $ 793,162
Software development costs 2,323,072 2,471,950
Selling and marketing 2,618,594 2,210,367
General and administrative 630,112 760,116
$ 6,580,520 $ 6,235,595

The Company began issuing restricted stock in 2006. During the three months ended June 30, 2008, the Company
began issuing restricted stock units. During 2006, the Company granted 225,000 shares of restricted stock to certain
officers and employees at an average fair value per share at date of grant of $7.06 per share. During 2007, the
Company granted a total of 373,000 shares of restricted stock at various times to certain outside directors, officers,
employees and non-employee consultants. The fair value of the restricted stock award grants are being expensed at
either the fair value per share at date of grant (outside director, officers and employees) or at the fair value per share as
of each reporting period (non-employee consultants) which range from $9.87 to $15.30 per share. During the three and
nine months ended September 30, 2008, the Company granted a total of 60,000 and 520,500 shares of restricted stock,
respectively, at various times to certain officers, employees and non-employee consultants. During the three and nine
months ended September 30, 2008, the Company granted 5,000 and 45,750 restricted stock units, respectively, to
employees. The fair value per share of the restricted stock award grants are being expensed at either the fair value per
share at date of grant (outside director, officers and employees) or at the fair value per share as of each reporting
period (non-employee consultants) which range from $5.36 to $9.29 per share.

During the first quarter of 2008, the Company issued restricted stock awards to certain executives, vesting over
three-year vesting terms unless the Company failed to achieve certain performance targets for the full-year 2008.
During the first and second quarters of 2008, the Company recorded the related compensation costs associated with
the performance awards in accordance with SFAS No. 123(R). During the three-months ended September 30, 2008,
the Company determined the performance criteria to be improbable of achievement and accordingly reversed
compensation cost of approximately $606,000 previously recognized within its condensed consolidated statement of
operations.

As of September 30, 2008, an aggregate of 1,164,250 shares of restricted stock/restricted stock units had been issued,
of which, 274,325 had vested and 25,000 had been canceled. As of September 30, 2007, an aggregate 538,500 shares
of restricted stock had been issued, of which, 66,000 had vested and none had been canceled.

The following table summarizes restricted stock activity during the nine months ended September 30, 2008:
Number of
Restricted
Stock
Awards /
Units

Non-Vested at 497,650
December 31, 2007

Granted 382,000
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Vested (12,600)
Canceled -
Non-Vested at March 867,050
31, 2008

Granted 119,250
Vested (31,745)
Canceled -

Non-Vested at June 30, 954,555

2008

Granted 65,000
Vested (154,630)
Canceled -
Non-Vested at 864,925

September 30, 2008

Restricted stock is fulfilled with new shares of common stock. The total intrinsic value of restricted stock lapses
during the three months ended September 30, 2008 and 2007 was $1,073,221 and $655,380 respectively. The total
intrinsic value of restricted stock lapses during the nine months ended September 30, 2008 and 2007 was $1,437,676
and $655,380, respectively.

Options granted to officers, employees and directors during fiscal 2008, 2007 and 2006 have exercise prices equal to
the fair market value of the stock on the date of grant, a contractual term of ten years, and a vesting period generally of
three years. Based on each respective group’s historical vesting experience and expected trends, the estimated
forfeiture rate for officers, employees and directors, as adjusted, was 11%, 24% and 9%, respectively. All options
granted through December 31, 2005 had exercise prices equal to the fair market value of the stock on the date of grant,

a contractual term of ten years, a vesting period of generally three years and an estimated forfeiture rate ranging from
5% - 15%.

Options granted to non-employee consultants have exercise prices equal to the fair market value of the stock on the
date of grant and a contractual term of ten years. Restricted stock awards granted to non-employee consultants have a
contractual term equal to the lapse of restriction(s) of each specific award. Vesting periods for both options granted
and restricted stock awarded to non-employee consultants range from one month to three years depending on the
respective service requirements.
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The Company estimates expected volatility based primarily on historical daily volatility of the Company’s stock and
other factors, if applicable. The risk-free interest rate is based on the United States treasury yield curve in effect at the
time of grant. The expected option term is the number of years that the Company estimates that options will be
outstanding prior to exercise. The expected term of the awards issued after December 31, 2007 was determined based
upon an estimate of the expected term of “plain vanilla” options as prescribed in SEC Staff Accounting Bulletin (“SAB”)
No. 110. The expected term of the awards issued prior to January 1, 2008, was determined using the “simplified
method” prescribed in SAB No. 107.

As of September 30, 2008, there was approximately $13,718,140, of total unrecognized compensation cost related to
the Company’s unvested options and restricted shares granted under the Company’s stock plans.

(3) Segment Reporting

The Company is organized in a single operating segment for purposes of making operating decisions and assessing
performance. Revenues from the United States to customers in the following geographical areas for the three and nine
months ended September 30, 2008 and 2007, and the location of long-lived assets as of September 30, 2008 and
December 31, 2007, are summarized as follows:

Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007
United States $ 11,007,120 $ 12,145,453 $ 39,092,973 $ 36,215,636
Asia 3,611,317 3,074,235 9,527,090 7,134,321
Other international 4,993,056 3,307,849 15,025,036 9,268,802
Total revenues $ 19,611,493 $ 18,527,537 $ 63,645,099 $ 52,618,759
September 30, December 31,
2008 2007
Long-lived assets:
United States $ 21,463,617 $ 18,483,889
Asia 1,867,692 1,720,098
Other international 655,018 499,632
Total long-lived assets $ 23,986,327 $ 20,703,619

(4) Stock Repurchase Program

In October 2001, the Company’s Board of Directors authorized the repurchase of up to two million shares of the
Company’s outstanding common stock. On February 6, 2008, the Company’s Board of Directors increased the
authorization to repurchase the Company’s outstanding common stock from two million shares to five million shares in
the aggregate. On July 22, 2008, the Company’s Board of Directors increased the authorization to repurchase the
Company’s outstanding common stock from five million shares to eight million shares in the aggregate. The
repurchases may be made from time to time in open market transactions in such amounts as determined at the
discretion of the Company’s management. The terms of the stock repurchases will be determined by management
based on market conditions.
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During the three months ended September 30, 2008, the Company repurchased 1,000,000 shares of its common stock
in open market purchases for a total cost of $7,372,946. During the nine months ended September 30, 2008, the
Company repurchased 3,560,000 shares of its common stock in open market purchases for a total cost of $28,721,355.
During the three and nine months ended September 30, 2007, the Company repurchased 318,900 shares of its
common stock in open market purchases for a total cost of $3,273,660. As of September 30, 2008, the Company had
repurchased a total of 4,744,100 shares of its common stock at an aggregate purchase price of $37,775,179, and has
the authorization to repurchase an additional 3,255,900 shares of its common stock.
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(5) Commitments and Contingencies

The Company has an operating lease covering its corporate office facility that expires in February 2012. The
Company also has several operating leases related to offices in the United States and foreign countries. The expiration
dates for these leases range from 2008 through 2011. The following is a schedule of future minimum lease payments
for all operating leases as of September 30, 2008:

2008 $ 597,408
2009 2,209,104
2010 1,852,772
2011 1,253,669
2012 209,230

$6,122,183

The Company is subject to various legal proceedings and claims, asserted or unasserted, which arise in the ordinary
course of business. While the outcome of any such matters cannot be predicted with certainty, such matters are not
expected to have a material adverse effect on the Company’s financial condition or operating results.

On December 31, 2007, the Company entered into an Employment Agreement (“Employment Agreement”) with
ReiJane Huai. Pursuant to the Employment Agreement, the Company agreed to continue to employ Mr. Huai as
President and Chief Executive Officer of the Company effective January 1, 2008 through December 31, 2010, at
annual salaries of $310,000, $341,000 and $375,100 for calendar years 2008, 2009 and 2010, respectively. The
Employment Agreement also provides for the payment of annual bonuses to Mr. Huai, in the form of shares of the
Company’s restricted stock, based on the Company’s operating income (or “bonus targets” as defined in the Employment
Agreement), and for certain other contingent benefits set forth in the Employment Agreement. Pursuant to the
Employment Agreement, the 2008 annual bonus of restricted stock due to Mr. Huai shall be issued within seventy-five
(75) days of the end of fiscal 2008, assuming the bonus targets are achieved. The restricted stock is subject to a
three-year vesting period commencing from the date of grant. During the nine months September 30, 2008, and in
accordance SFAS No. 123(R), the Company recognized approximately $119,000 of share-based compensation
expense, which was classified as a liability award within the Company’s condensed consolidated balance sheets, based
upon the Company’s projected bonus award due to Mr. Huai for 2008.

(6) Income Taxes

The Company’s provision for income taxes consists primarily of U.S., state and local and foreign taxes in amounts
necessary to align the Company’s year-to-date tax provision with the effective rate that the Company expects to
achieve for the full year. The Company’s 2008 annual effective tax rate is estimated to be approximately 78% based
upon the Company’s anticipated earnings both in the U.S. and in its foreign subsidiaries. The Company’s estimated
annual effective tax rate of 78% is primarily the result of the tax impact from certain non-deductible share-based
compensation expenses for income tax purposes expected to be incurred when compared with the forecasted full year
pre-tax income. For the three months ended September 30, 2008, the Company recorded an income tax expense of
$463,995 as a result of an overall decrease in the forecasted full year pre-tax income and the tax impact from certain
non-deductible share-based compensation expenses for income tax purposes expected to be incurred.

For the nine months ended September 30, 2008, the Company recorded a provision for income taxes of $1,840,522,
which consisted of U.S., state and local and foreign taxes and included a discrete benefit associated with disqualifying
dispositions of incentive stock options of $47,760. During the nine months ended September 30, 2007, the Company
recorded an income tax benefit of $4,590,824, which consisted primarily of U.S. federal alternative minimum taxes
and foreign taxes necessary to align the Company’s then year-to-date tax provision with the effective rate that the
Company had expected to achieve for the full year. The provision also included a discrete benefit of $4.5 million
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related to a partial reversal of the Company’s deferred income tax valuation allowance as the Company determined that
a portion of its deferred tax assets were now realizable on a “more likely than not” criterion under SFAS No. 109.

The Company’s total unrecognized tax benefits as of September 30, 2008 and December 31, 2007 were approximately
$4.5 million and $4.4 million, respectively, which, if recognized, would affect the Company’s effective tax rate. As of
September 30, 2008, the Company had approximately $52,000 of accrued interest and penalties.
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(7) Fair Value Measurements

The Company adopted the provisions of SFAS No. 157, as amended by FSP FAS 157-1 and FSP FAS 157-2, on
January 1, 2008. Pursuant to the provisions of FSP FAS 157-2, the Company will not apply the provisions of SFAS
No. 157 until January 1, 2009 for nonfinancial assets and liabilities.

Fair Value Hierarchy

SFAS No. 157 specifies a hierarchy of valuation techniques based upon whether the inputs to those valuation
techniques reflect assumptions other market participants would use based upon market data obtained from
independent sources (observable inputs) or reflect the Company’s own assumptions of market participant valuation
(unobservable inputs). In accordance with SFAS No. 157, these two types of inputs have created the following fair
value hierarchy:

e Level 1 — Quoted prices in active markets that are unadjusted and accessible at the measurement date for identical,
unrestricted assets or liabilities. The Level 1 category includes money market funds totaling $14.5 million, which
are included within cash and cash equivalents and marketable securities in the condensed consolidated balance
sheets.

e Level 2 — Quoted prices for identical assets and liabilities in markets that are not active, quoted prices for similar
assets and liabilities in active markets or financial instruments for which significant inputs are observable, either
directly or indirectly. The Level 2 category includes commercial paper totaling $13.6 million, and government
securities and corporate bonds totaling $12.7 million, which are included within cash and cash equivalents and
marketable securities in the condensed consolidated balance sheets.

e Level 3 — Prices or valuations that require inputs that are both significant to the fair value measurement and
unobservable. The Level 3 category includes $1.3 million of auction rate securities, which are included within
long-term marketable securities in the condensed consolidated balance sheets.

SFAS No. 157 requires the use of observable market data if such data is available without undue cost and effort.
Measurement of Fair Value

The Company measures fair value as an exit price using the procedures described below for all assets and liabilities
measured at fair value. When available, the Company uses unadjusted quoted market prices to measure fair value and
classifies such items within Level 1. If quoted market prices are not available, fair value is based upon financial
models that use, where possible, current market-based or independently-sourced market parameters such as interest
rates and currency rates. Items valued using financial generated models are classified according to the lowest level
input or value driver that is significant to the valuation. Thus, an item may be classified in Level 3 even though there
may be inputs that are readily observable. If quoted market prices are not available, the valuation model used
generally depends on the specific asset or liability being valued. The determination of fair value considers various
factors including interest rate yield curves and time value underlying the financial instruments.

As of September 30, 2008, the Company held certain assets that are required to be measured at fair value on a
recurring basis. Included within the Company’s marketable securities portfolio are investments in auction rate
securities, which are classified as available-for-sale securities and are reflected at fair value. However, due to recent
events in the U.S. credit markets, the auction events for these securities held by the Company failed commencing in

30



Edgar Filing: FALCONSTOR SOFTWARE INC - Form 10-Q

the first quarter of 2008, and continued to fail throughout the nine months ended September 30, 2008. Therefore, the
fair values of these securities are estimated utilizing a discounted cash flow analysis and other type of valuation model
as of September 30, 2008. These analyses consider, among other items, the collateral underlying the security, the
creditworthiness of the issuer, the timing of the expected future cash flows, including the final maturity, and an
assumption of when the next time the security is expected to have a successful auction. These securities were also
compared, when possible, to other observable and relevant market data, which is limited at this time.
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As of September 30, 2008, the Company recorded an unrealized loss of $172,000 to accumulated other
comprehensive loss as a result of the declines in the fair value of auction rate securities. The auction rate securities at
September 30, 2008, totaled $1,500,000 (at par value), and are collateralized by student loan portfolios, which are
almost fully guaranteed by the United States government. Because there is no assurance that auctions for these
securities will be successful in the near term, as of September 30, 2008, $1,328,000 of the auction rate securities are
classified as long-term investments. Any future fluctuation in the fair value related to these securities that the
Company deems to be temporary, including any recoveries of previous write-downs, would be recorded to
accumulated other comprehensive loss, net of tax. If at any time in the future the Company determines that a valuation
adjustment is other-than-temporary, it will record a charge to earnings in the period of determination.

Items Measured at Fair Value on a Recurring Basis

The following table presents the Company’s assets that are measured at fair value on a recurring basis at September 30,
2008 consistent with the fair value hierarchy provisions of SFAS No. 157:

Fair Value Measurements at Reporting Date Using

Quoted Prices in Significant
Active Markets
for Significant other Unobservable
Identical Assets Inputs Inputs
(Level 1) (Level 2) (Level 3)
Cash equivalents:
Money market funds $ 14,464917 $ 14,464,917 $ - $ -
Commercial paper 13,640,908 - 13,640,908 -
Marketable securities:
Corporate bonds and government
securities 12,673,263 - 12,673,263 -
Auction rate securities 1,328,000 - - 1,328,000

Total assets measured at fair value $ 42,107,088 $ 14,464,917 $ 26,314,171 $ 1,328,000

Based on market conditions, the Company changed its valuation methodology for auction rate securities to a
discounted cash flow analysis and other type of valuation model during the first quarter of 2008. Accordingly, these
securities changed from Level 1 to Level 3 within SFAS No. 157’s hierarchy since the Company’s initial adoption of
SFAS No. 157 on January 1, 2008. The following table presents the Company’s assets measured at fair value on a
recurring basis using significant unobservable inputs (Level 3) as defined in SFAS No. 157 at September 30, 2008:

Fair Value Measurements Using
Significant Unobservable Inputs

(Level 3)
Auction Rate
Securities
Balance at December 31, 2007 $ -
Transfers to Level 3 1,500,000

Total unrealized losses in accumulated other
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comprehensive loss (172,000)
Balance at September 30, 2008 $ 1,328,000

The Company also uses fair value measurements for business acquisitions and impairment testing of tangible and
intangible assets. However, the application of SFAS No. 157 to fair value measurements of tangible and intangible
assets has been postponed in accordance with FSP 157-2.
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(8) Acquisitions

On July 1, 2008, the Company acquired certain assets of World Venture Limited (“World Venture™), a network storage
software business based in Hong Kong, at an aggregate purchase price of $1.7 million before transaction and closing
costs. The Company has accounted for the acquisition under the purchase method of accounting and the assets
acquired have been included in our consolidated financial statements at fair value, including acquired intangible assets
with estimated useful lives between three and five years. The excess of the purchase price over the fair value of the net
assets acquired was classified as goodwill on the Company’s condensed consolidated balance sheets.

The following table summarizes the allocation of the purchase price of World Venture. The Company is currently
obtaining a third-party valuation of certain acquired intangible assets and therefore the allocation below is preliminary
and estimated and is subject to change once the third-party valuation is completed.

Value at
July 1, 2008
Purchase price, including transaction costs $ 1,716,000
Net assets acquired 23,000
Intellectual property (estimated useful life, 3 years) 846,000
Customer contracts (estimated useful life, 5 years) 846,000
Goodwill, including transaction costs (indefinite lived) $ 1,000

The results of operations for World Venture have been included in our condensed consolidated financial statements

commencing in the third quarter of 2008. The results of operations for periods prior to the acquisition were not

material to the Company’s condensed consolidated financial statements and, accordingly, pro forma information has
not been presented.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following Management’s Discussion and Analysis of Financial Condition and Results of Operations 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. These forward-looking statements can be identified by the use of predictive,
future-tense or forward-looking terminology, such as “believes,” “anticipates,” “expects,” “estimates,” “plans,” “may,” “in
“will,” or similar terms. Investors are cautioned that any forward-looking statements are not guarantees of future
performance and involve significant risks and uncertainties, and that actual results may differ materially from those
projected in the forward-looking statements. The following discussion should be read together with the consolidated
financial statements and notes to those financial statements included elsewhere in this report.

99 ¢ 29 ¢ 99 ¢

OVERVIEW

Our revenues for the third quarter of 2008 were significantly below our expectations. Revenues increased only
marginally from the third quarter of 2007, and were lower than the second quarter of 2008.

We attribute the shortfall in earnings to two primary factors: The economic crisis in the United States and a product
transition by our largest OEM.

Most of our sales of software licenses occur towards the end of each quarter. As the end of the third quarter
approached, the economic difficulties in the US economy accelerated rapidly. As the crisis deepened, orders that we
had been expecting failed to come in. Given the continuing economic conditions, we cannot say with confidence
when these expected orders might be placed.

Compounding the damage done by the economy, our largest OEM customer announced a product transition during the
second quarter of 2008, and did not introduce the new product — which continues to integrate our Virtual Tape Library
software — until September 2008. As expected, revenues from our second largest OEM, Sun Microsystems, also
declined from the second to the third quarters. Sun’s fiscal year end coincides with the end of our second
quarter. Both this year and last year our revenues from Sun decreased from their fourth (our second) to their first (our
third) quarters.

On the positive side, revenues from our Europe/Middle East/Africa and Asia/Pacific regions showed significant
growth on a year-over-year basis.

Revenues for the third quarter of 2008 increased 6% to $19.6 million compared with revenues of $18.5 million in the
third quarter of 2007. Overall, our total revenues from OEMs increased 2% over the third quarter of 2007. Total
revenues from our resellers increased 8% compared with the same period last year.

EMC Corporation accounted for 17% of our revenues in the quarter. We continue to anticipate that EMC will account
for 20% or more of our revenues for the full year 2008. Sun Microsystems accounted for 11% of our revenues in the
third quarter of 2008. We continue to anticipate that Sun will account for 10% or more of our revenues for the full
year 2008.

The lower than expected revenues caused us to have a loss for the quarter. Our net loss for the quarter was $1.6
million, compared with net income of $6.3 million in the third quarter of 2007. This net loss includes $1.6 million of
share-based compensation expense related to SFAS No. 123(R). Income taxes also affected the results in the
comparable quarters. For the third quarter of 2008, we had income tax expense of $0.5 million, compared with an
income tax benefit of $4.5 million in the third quarter of 2007.
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Despite our revenue shortfall, cash flows from operations in the third quarter of 2008 continued to be positive. We
continue to believe that our ability to fund our own growth internally bodes well for our long-term success.
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Deferred revenue at September 30, 2008 increased 16%, compared with the balance at September 30, 2007. We
consider the continued growth of our deferred revenue as an important indicator of the success of our products. We
believe that support and maintenance renewals, which comprise the majority of our deferred revenue, indicate
satisfaction with our products and our support organization from our end users.

Operating expenses increased by $3.5 million, or 20%, compared with the third quarter of 2007. Operating expenses
include $1.6 million in share-based compensation expense for the third quarter of 2008, and $2.1 million in
share-based compensation expense for the third quarter of 2007. We will continue to monitor expenses carefully, but
we do not manage the Company on a quarter to quarter basis and we will continue to invest in the long-term success
of the Company.

Our gross margins decreased to 82% for the third quarter of 2008 from 84% for the third quarter of 2007. The major
contributors to the decline in gross margins were hardware expense and compensation expense.

At September 30, 2008, we had 506 employees compared with 402 employees at September 30, 2007. While we will
be prudent, we plan to continue adding research and development and sales and support personnel, both in the United
States and worldwide, as necessary. We also plan to continue investing in infrastructure, including both equipment
and property.

We continue to monitor our management structure to determine whether changes or additional resources will help to
continue or to accelerate the positive momentum.

We continue to operate the business with the goal of long-term growth. We believe that our ability to continue to
refine our existing products and features and to introduce new products and features will be the primary driver of
additional growth among existing resellers, OEMs and end users, and will drive our strategy to attempt to engage
additional OEM partners and to expand the FalconStor product lines offered by these OEMs.

RESULTS OF OPERATIONS - FOR THE THREE MONTHS ENDED SEPTEMBER 30, 2008 COMPARED WITH
THE THREE MONTHS ENDED SEPTEMBER 30, 2007.

Revenues for the three months ended September 30, 2008 increased 6% to $19.6 million compared with $18.5 million
for the three months ended September 30, 2007. Our operating expenses increased 20% from $17.5 million for the
three months ended September 30, 2007 to $21.0 million for the three months ended September 30, 2008. Included in
our operating expenses for the three months ended September 30, 2008 and 2007 was $1.6 million and $2.1 million,
respectively, of share-based compensation expense in accordance with SFAS No. 123(R). Net loss for the three
months ended September 30, 2008 was $1.6 million compared with net income of $6.3 million for the three months
ended September 30, 2007. Included in our net loss for the three months ended September 30, 2008 was an income tax
expense of $0.5 million and included in our net income for the three months ended September 30, 2007 was an
income tax benefit of $4.5 million. The difficult economic conditions at the end of the third quarter of 2008,
specifically in North America, resulted in our revenue increasing by only 6% compared with the same period in 2007.
Our overall growth in revenues was due to increases in our maintenance revenues, offset by decreases in our software
services and other revenues while our software license revenues remained flat, when compared with the same period
in 2007. Because of our well-established installed customer base and growing number of software licenses sold, our
revenue from maintenance agreements were not significantly impacted as compared with our software license
revenues as a result of the downturn in information technology spending experienced late in the third quarter of 2008.
Gross software revenue contribution from our OEM partners decreased in absolute dollars for the three months ended
September 30, 2008 as compared with the same period in 2007. Gross software revenues from resellers, distributors
and direct end-users increased in both absolute dollars and as a percentage of total revenue for the three months ended
September 30, 2008 as compared with the same period in 2007. Expenses increased in all aspects of our business to
support our continued growth. In support of our continued growth and expansion both domestically and
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internationally, we increased our worldwide headcount to 506 employees as of September 30, 2008, as compared with
402 employees as of September 30, 2007. Finally, we continue to invest in our infrastructure by increasing our capital
expenditures particularly with purchases of equipment for support of our existing and future product offerings.
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Revenues
Three months ended September 30,
2008 2007
Revenues:
Software license revenue $ 12,260,527 $ 12,209,650
Maintenance revenue 6,190,467 4,771,952
Software services and other revenue 1,160,499 1,545,935
Total Revenues $ 19,611,493 $ 18,527,537
Year-over-year Percentage Growth
Software license revenue 0% 41%
Maintenance revenue 30% 44%
Software services and other revenue -25% 60%
Total percentage growth 6% 43%

Software license revenue

Software license revenue is comprised of software licenses sold through our OEMs, value-added resellers and
distributors to end-users and, to a lesser extent, directly to end users. These revenues are recognized when, among
other requirements, we receive a customer purchase order or a royalty report summarizing software licenses sold and
the software and permanent key codes are delivered to the customer. We sometimes receive nonrefundable royalty
advances and engineering fees from some of our OEM partners. These arrangements are evidenced by a signed
customer contract, and the revenue is recognized when the software product master is delivered and accepted, and the
engineering services, if any, have been performed.

Software license revenue was $12.3 million for the three months ended September 30, 2008 as compared to $12.2
million for the three months ended September 30, 2007. Software license revenue represented 63% of our total
revenues for the three months ended September 30, 2008 and 66% of our total revenues for the same period in 2007.
During the third quarter of 2008, the difficult economic conditions and the resulting downturn in information
technology spending negatively impacted our software license revenue, which resulted in these revenues remaining
flat when compared to the same period in 2007. Overall, during the three months ended September 30, 2008, gross
software license revenue from our OEM partners decreased 18%, while gross software license revenues form our
direct end-users and resellers increased 7% when compared to the same period in 2007. We expect our software
license revenue to continue to grow in future periods.

Maintenance revenue

Maintenance revenue is comprised of software maintenance and technical support services. Revenues derived from
maintenance and technical support contracts are deferred and recognized ratably over the contractual maintenance
term. Maintenance revenues increased 30% from $4.8 million for the three months ended September 30, 2007 to $6.2
million for the three months ended September 30, 2008.

The major factor behind the increase in maintenance revenue was an increase in the number of maintenance and
technical support contracts we sold. As we are in business longer, and as we license more software to new customers
and grow our installed customer base, we expect the amount of maintenance and technical support contracts we have
to grow as well. We expect our maintenance revenue to continue to increase primarily because (i) the majority of our
new customers purchase maintenance and support contracts, and (ii) the majority of our growing existing customer
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base renewed their maintenance and support contracts after their initial contracts expired.
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Software services and other revenue

Software services and other revenues are comprised of professional services primarily related to the implementation of
our software, engineering services, and sales of computer hardware. Professional services revenue is recognized in the
period that the related services are performed. Revenue from engineering services is primarily related to customizing
software product masters for some of our OEM partners. Revenue from engineering services is recognized in the
period in which the services are completed. During the three months ended September 30, 2008 and 2007, we had
transactions in which we purchased hardware and bundled this hardware with our software and sold this bundled
solution to our customer base. A portion of the contractual fees is recognized as revenue when the hardware or
software is delivered to the customer based on the relative fair value of the delivered element(s). Software services
and other revenue decreased 25% from $1.5 million for the three months ended September 30, 2007 to $1.2 million
for the three months ended September 30, 2008.

The decrease in software services and other revenue was primarily due to a decrease in our professional services sales,
which declined from $1.0 million for the three months ended September 30, 2007 to $0.6 million for the same period
in 2008. The hardware revenue remained consistent at $0.6 million for the three months ended September 30, 2008
and 2007, respectively. This decrease in professional services revenue was related to (i) a decrease in software license
contracts sold during the quarter, (ii) a decrease in the number of our software license customers who elected to
purchase professional services, and/or (iii) the number of professional services contracts that were completed during
the quarter. We expect professional services revenues to vary from quarter to quarter based upon the number of
customers who elect to utilize our professional services upon purchasing our software licenses. The hardware revenue
will vary from quarter to quarter based upon the number of customers who wish to have us bundle hardware with our
software for one complete solution.

Cost of Revenues

Three months ended September 30,

2008 2007
Total Revenues: $ 19,611,493 $ 18,527,537
Cost of maintenance, software services
and other revenue $ 3,459,307 $ 2,886,105
Gross Profit $ 16,152,186 $ 15,641,432
Gross Margin 82% 84%

Cost of maintenance, software services and other revenue

Cost of maintenance, software services and other revenues consists primarily of personnel and other costs associated
with providing software implementations, technical support under maintenance contracts, training, amortization of
purchased and capitalized software and share-based compensation expense associated with SFAS No. 123(R). Cost of
maintenance, software services and other revenues also includes the cost of hardware purchased that was resold. Cost
of maintenance, software services and other revenues for the three months ended September 30, 2008 increased by
20% to $3.5 million compared with $2.9 million for the same period in 2007. The increase in cost of maintenance,
software services and other revenue was primarily due to the increase in personnel and related costs. As a result of our
increased sales from maintenance and support contracts, we continue to hire additional employees to provide technical
support services. Our cost of maintenance, software services and other revenue will continue to grow in absolute
dollars as our revenues from these services also increase.
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Gross profit increased $0.5 million from $15.6 million for the three months ended September 30, 2007 to $16.2
million for the three months ended September 30, 2008. Gross margins decreased from 84% for the three months
ended September 30, 2007 to 82% for the three months ended September 30, 2008. Even though we had a slight
increase in our gross profit, our gross margins decreased. Generally, our gross margins may fluctuate based on several
factors, including (i) revenue growth levels, (ii) timing of changes in personnel headcount and related costs, (iii) our
mix of product offerings and services, and (iv) costs related to the procurement of hardware for our bundled solutions.

Share-based compensation expense included in the cost of maintenance, software services and other revenue remained
consistent at $0.3 million for both the three months ended September 30, 2008 and 2007, respectively. Share-based
compensation expense was equal to 2% of revenue for both the three months ended September 30, 2008 and 2007,
respectively.
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Software Development Costs

Software development costs consist primarily of personnel costs for product development personnel, share-based
compensation expense associated with SFAS No. 123(R), and other related costs associated with the development of
new products, enhancements to existing products, quality assurance and testing. Software development costs
increased 11% to $6.2 million for the three months ended September 30, 2008 from $5.6 million in the same period in
2007. The major contributing factors to the increase in software development costs were higher salary and personnel
related costs as a result of increased headcount to enhance and test our core network storage software product and the
development of new innovative features and options. Share-based compensation expense included in software
development costs decreased in absolute dollars to $0.6 million from $0.8 million for both the three months ended
September 30, 2008 and 2007, respectively. Share-based compensation expense included in software development
costs was equal to 3% and 4% of revenue for both the three months ended September 30, 2008 and 2007, respectively.
We intend to continue recruiting and hiring product development personnel to support our software development
process.

Selling and Marketing

Selling and marketing expenses consist primarily of sales and marketing personnel and related costs, share-based
compensation expense associated with SFAS No. 123(R), travel, public relations expense, marketing literature and
promotions, commissions, trade show expenses, and the costs associated with our foreign sales offices. Selling and
marketing expenses increased 31% to $9.2 million for the three months ended September 30, 2008 from $7.0 million
for the same period in 2007. The increase in selling and marketing expenses was primarily due to (i) higher salary and
personnel related costs as a result of increased sales and marketing headcount and (ii) higher advertising and
marketing related expenses as a result of trade and industry shows, new product offerings/enhancements and new
product branding and related advertising and marketing of such initiatives. Share-based compensation expense
included in selling and marketing decreased in absolute dollars to $0.6 million from $0.8 million for both the three
months ended September 30, 2008 and 2007, respectively. Share-based compensation expense included in selling and
marketing expenses was equal to 3% and 4% of revenue for both the three months ended September 30, 2008 and
2007, respectively. In addition, we continued to hire new sales and sales support personnel and to expand our
worldwide presence to accommodate our anticipated revenue growth. We anticipate that as we continue to grow sales,
our sales and marketing expenses will continue to increase in support of such sales growth.

General and Administrative

General and administrative expenses consist primarily of personnel costs of general and administrative functions,
share-based compensation expense associated with SFAS No. 123(R), public company related costs, directors and
officers insurance, legal and professional fees, and other general corporate overhead costs. General and administrative
expenses increased 8% to $2.1 million for the three months ended September 30, 2008 from $1.9 million for the same
period in 2007. Increased compensation and personnel related costs as a result of increased headcount to support our
general and administrative needs was offset by decreases in professional fees and various administrative expenses
during the three months ended September 30, 2008 as compared with the same period in 2007. Share-based
compensation expense included in general and administrative expenses decreased in absolute dollars to $0.1 million
from $0.3 million for the three months ended September 30, 2008 and September 30, 2007, respectively. Share-based
compensation expense included in general and administrative expenses was equal to 1% of revenue for both the three
months ended September 30, 2008 and 2007, respectively. Additionally, as our revenue and number of employees
increase, our overall general corporate overhead costs have generally increased and are likely to continue to increase.

Interest and Other Income
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We invest our cash primarily in money market funds, commercial paper, government securities and corporate bonds.
As of September 30, 2008, our cash, cash equivalents and marketable securities totaled $48.0 million compared with
$62.9 million as of December 31, 2007. Interest and other income decreased to $0.3 million for the three months
ended September 30, 2008 compared with $0.7 million for the three months ended September 30, 2007. The decrease
in interest income was primarily related to (i) a decrease in our cash, cash equivalents and marketable securities
balances as a result of our repurchase of 3,560,000 shares of our common stock at a total cost of $28.7 million during
2008, and (ii) sharp decline in interest rates on average cash, cash equivalents and marketable securities balance
invested as a result of the U.S. banking liquidity crisis encountered during the three months ended September 30, 2008
as compared with the same period in 2007.
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Income Taxes

Our provision for income taxes consists primarily of U.S., state, local and foreign taxes in amounts necessary to align
our year-to-date tax provision with the effective rate that we expect to achieve for the full year. For the three months
ended September 30, 2008, our provision for income taxes was $0.5 million. For the three months ended September
30, 2007, we recorded an income tax benefit was $4.5 million, which consisted of U.S. and foreign taxes in amounts
necessary to align our then year-to-date tax provision with the effective rate that we had expected to achieve for the
full year 2007. The income tax benefit recorded during the three months ended September 30, 2007, included a
discrete benefit of $4.5 million related to a partial reversal of our deferred income tax valuation allowance. Prior to the
three months ended September 30, 2007, we had recorded a valuation allowance to fully reserve our net deferred tax
assets based on our assessment that the realization of the net deferred tax assets did not meet the “more likely than not”
criterion under SFAS No. 109. During the three months ended September 30, 2007, we determined that based upon a
number of factors, including our then cumulative taxable income over the prior twelve quarters and expected
profitability in future years, that certain of our deferred tax assets were “more likely than not” realizable through future
earnings. Accordingly, as of September 30, 2007 we reversed a portion of our deferred income tax valuation
allowance.

As of January 1, 2008, we had approximately $5.1 million of federal net operating loss carryforwards available to
offset future taxable income and have utilized approximately $2.4 million through September 30, 2008. These net
operating loss carryforwards relate to excess compensation deductions from exercises of stock options and the
resulting benefits will be credited to additional-paid-in-capital when realized. As of September 30, 2008 and
December 31, 2007, our deferred tax asset, net of a valuation allowance was $9.7 million and $9.8 million,
respectively.

RESULTS OF OPERATIONS — FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2008 COMPARED WITH
NINE MONTHS ENDED SEPTEMBER 30, 2007.

Revenues for the nine months ended September 30, 2008 increased 21% to $63.6 million compared with $52.6 million
for the nine months ended September 30, 2007. Our operating expenses increased 20% from $51.9 million for the nine
months ended September 30, 2007 to $62.5 million for the nine months ended September 30, 2008. Included in our
operating expenses for the nine months ended September 30, 2008 and 2007 was $6.6 million and $6.2 million,
respectively, of share-based compensation expense in accordance with SFAS No. 123(R). Net income for the nine
months ended September 30, 2008 and 2007 was $0.6 million and $7.1 million, respectively. Included in our net
income for the nine months ended September 30, 2008 and 2007, was an income tax expense of $1.8 million and an
income tax benefit of $4.6 million, respectively. Our 21% revenue growth for the nine months ended September 30,
2008 as compared with the same period in 2007 was due to growth in both our software license revenue and
maintenance revenues. This growth in revenues were primarily driven by increases in (i) demand for our network
storage solution software, (ii) maintenance revenue from new and existing customers and (iii) sales to our resellers,
direct end-users and OEM partners. However, during the third quarter of 2008, our revenue growth slowed,
particularly software license revenues, as a result of the difficult economic conditions encountered, specifically in
North America, when compared with the same period in 2007. Revenue contribution from our OEM partners
increased in absolute dollars for the nine months ended September 30, 2008 as compared with the same period in
2007. Revenue from resellers, distributors and direct end-users increased in both absolute dollars and as a percentage
of total revenue for the nine months ended September 30, 2008 as compared with the same period in 2007. Expenses
increased in all aspects of our business to support our continued growth. In support of our continued growth and
expansion both domestically and internationally, we increased our worldwide headcount to 506 employees as of
September 30, 2008, as compared with 402 employees as of September 30, 2007. Finally, we continue to invest in our
infrastructure by increasing our capital expenditures particularly with purchases of equipment for support of our
existing and future product offerings.
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Revenues

Nine months ended September 30,

2008 2007

Revenues:

Software license revenue $ 42,597,810 $ 34,627,635

Maintenance revenue 16,826,595 13,641,271

Software services and other revenue 4,220,694 4,349,853
Total Revenues $ 63,645,099 $ 52,618,759
Year-over-year Percentage Growth

Software license revenue 23% 50%

Maintenance revenue 23% 55%

Software services and other revenue -3% 48%
Total percentage growth 21% 51%

Software license revenue

Software license revenue increased 23% from $34.6 million for the nine months ended September 30, 2007 to $42.6
million for the nine months ended September 30, 2008. Software license revenue represented 67% of our
total revenues for the nine months ended September 30, 2008 and 66% of our total revenues for the same period in
2007. As a result of broader market acceptance of our software applications, new product offerings and increased
demand for our products from our expanding base of customers, we continued to experience increased software
license revenues. However, during the third quarter of 2008, as a result of the difficult economic conditions
encountered, specifically in North America, our software license revenue growth slowed when compared with the
same period in 2007. Overall, during the nine months ended September 30, 2008, gross software license revenue from
our OEM partners decreased 4%, while gross software license revenues from our direct end-users and resellers
increased 36% when compared to the same period in 2007. We expect our software license revenue to continue to
grow in future periods.

Maintenance revenue

Maintenance revenues increased 23% from $13.6 million for the nine months ended September 30, 2007 to $16.8
million for the nine months ended September 30, 2008. The major factor behind the increase in maintenance revenue
was an increase in the number of maintenance and technical support contracts we sold. As we are in business longer,
and as we license more software to new customers and grow our installed customer base, we expect the amount of
maintenance and technical support contracts we have to grow as well. We expect our maintenance revenue to continue
to increase primarily because (i) the majority of our new customers purchase maintenance and support contracts, and
(i1) the majority of our growing existing customer base renewed their maintenance and support contracts after their
initial contracts expired.

Software services and other revenue

During the nine months ended September 30, 2008 and 2007, we had transactions in which we purchased hardware
and bundled this hardware with our software and sold this bundled solution to our customer base. A portion of the
contractual fees is recognized as revenue when the hardware or software is delivered to the customer based on the
relative fair value of the delivered element(s). Software services and other revenue decreased 3% from $4.3 million
for the nine months ended September 30, 2007 to $4.2 million for the nine months ended September 30, 2008.

47



Edgar Filing: FALCONSTOR SOFTWARE INC - Form 10-Q

The decrease in software services and other revenue was primarily due to a decrease in our bundled hardware
solutions we sold, which decreased from $2.6 million for the nine months ended September 30, 2007 to $2.4 million
for the same period in 2008. The hardware revenues will vary from period to period based upon the number of
customers who wish to have us bundle hardware with our software for one complete solution. The decrease in the
hardware revenues was offset by growth in our professional service sales, which increased from $1.7 million for the
nine months ended September 30, 2007 to $1.8 million for the nine months ended September 30, 2008. The increase
in professional services revenue was related to the increase in our software license customers who elected to purchase
professional services and/or the number of professional services contracts that were completed during the nine months
ended September 30, 2008 as compared to the same period in 2007. We expect professional services revenues to vary
from quarter to quarter based upon the number of customers who elect to utilize our professional services upon
purchasing our software licenses.
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Cost of Revenues

Nine months ended September 30,

2008 2007
Total Revenues: $ 63,645,099 $ 52,618,759
Cost of maintenance, software services and other
revenue $ 10,359,199 $ 8,142,265
Gross Profit $ 53,285,900 $ 44,476,494
Gross Margin 84% 85%

Cost of maintenance, software services and other revenue

Cost of maintenance, software services and other revenues for the nine months ended September 30, 2008 increased
by 27% to $10.4 million compared with $8.1 million for the same period in 2007. The increase in cost of maintenance,
software services and other revenue was primarily due to the increase in (i) personnel and related costs, and (ii) the
increased hardware costs associated with the transactions in which we bundled purchased hardware with our software
and sold the bundled solution, resulting in increased hardware costs for the nine months ended September 30, 2008 as
compared with the same period in 2007. As a result of our increased sales from maintenance and support contracts, we
continue to hire additional employees to provide technical support services. Our cost of maintenance, software
services and other revenue will continue to grow in absolute dollars as our revenues from these services also increase.

Gross profit increased $8.8 million from $44.5 million for the nine months ended September 30, 2007 to $53.3 million
for the nine months ended September 30, 2008. Gross margins decreased from 85% for the nine months ended
September 30, 2007 to 84% for the nine months ended September 30, 2008. Even though our gross profit increased
due to our continued revenue growth, our gross margins decreased. Generally, our gross margins may fluctuate based
on several factors, including (i) revenue growth levels, (ii) timing of changes in personnel headcount and related costs,
(ii1) our mix of product offerings and services, and (iv) costs related to the procurement of hardware for our bundled
solutions. Share-based compensation expense included in the cost of maintenance, software services and other revenue
increased in absolute dollars to $1.0 million for the nine months ended September 30, 2008, from $0.8 million for the
same period in 2007. Share-based compensation expense was equal to 2% of revenue for both the nine months ended
September 30, 2008 and 2007, respectively.

Software Development Costs

Software development costs increased 11% to $18.4 million for the nine months ended September 30, 2008 from
$16.5 million in the same period in 2007. The major contributing factors to the increase in software development costs
were higher salary and personnel related costs as a result of increased headcount to enhance and test our core network
storage software product and the development of new innovative features and options. Share-based compensation
expense included in software development costs decreased in absolute dollars to $2.3 million from $2.5 million for
both the nine months ended September 30, 2008 and 2007, respectively. Share-based compensation expense included
in software development costs was equal to 4% and 5% of revenue for both the nine months ended September 30,
2008 and 2007, respectively. We intend to continue recruiting and hiring product development personnel to support
our software development process.
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Selling and Marketing

Selling and marketing expenses increased 29% to $27.7 million for the nine months ended September 30, 2008 from
$21.4 million for the same period in 2007. The increase in selling and marketing expenses was primarily due to (i)
higher salary and personnel related costs as a result of increased sales and marketing headcount and (ii) higher
advertising and marketing related expenses as a result of trade and industry shows, new product
offerings/enhancements and new product branding and related advertising and marketing of such initiatives.
Share-based compensation expense included in selling and marketing increased in absolute dollars to $2.6 million
from $2.2 million for both the nine months ended September 30, 2008 and 2007, respectively. Share-based
compensation expense included in selling and marketing expenses was equal to 4% for both the nine months ended
September 30, 2008 and 2007, respectively. In addition, we continued to hire new sales and sales support personnel
and to expand our worldwide presence to accommodate our anticipated revenue growth. We anticipate that as we
continue to grow sales, our sales and marketing expenses will continue to increase in support of such sales growth.

General and Administrative

General and administrative expenses increased 5% to $6.1 million for the nine months ended September 30, 2008
from $5.8 million for the same period in 2007. Increased compensation and personnel related costs as a result of
increased headcount to support our general and administrative needs was offset by decreases in professional fees and
various administrative expenses during the nine months ended September 30, 2008 as compared with the same period
in 2007. Share-based compensation expense included in general and administrative expenses decreased in absolute
dollars to $0.6 million from $0.8 million for both the nine months ended September 30, 2008 and 2007, respectively.
Share-based compensation expense included in general and administrative expenses was equal to 1% of revenue for
both the nine months ended September 30, 2008 and 2007, respectively. Additionally, as our revenue and number of
employees increase, our overall general corporate overhead costs have generally increased and are likely to continue
to increase.

Interest and Other Income

We invest our cash primarily in money market funds, commercial paper, government securities and corporate bonds.
As of September 30, 2008, our cash, cash equivalents and marketable securities totaled $48.0 million compared with
$62.9 million as of December 31, 2007. Interest and other income decreased to $1.2 million for the nine months ended
September 30, 2008 compared with $1.8 million for the nine months ended September 30, 2007. The decrease in
interest income was primarily related to (i) a decrease in our cash, cash equivalents and marketable securities balances
as a result of our repurchase of 3,560,000 shares of our common stock at a total cost of $28.7 million during 2008, and
(ii) lower interest rates on average cash balance invested during the nine months ended September 30, 2008,
particularly during the third quarter of 2008, as a result of the U.S. banking liquidity crisis encountered, as compared
with the same period in 2007.

Income Taxes

Our provision for income taxes consists primarily of U.S., state, local and foreign taxes in amounts necessary to align
our year-to-date tax provision with the effective rate that we expect to achieve for the full year. For the nine months
ended September 30, 2008, our provision for income taxes was $1.8 million. For the nine months ended September
30, 2007 the provision for income taxes included a discrete benefit of $4.5 million related to a partial reversal of our
deferred income tax valuation allowance. Prior to the three months ended September 30, 2007, we had recorded a
valuation allowance to fully reserve our net deferred tax assets based on our assessment that the realization of the net
deferred tax assets did not meet the “more likely than not” criterion under SFAS No. 109. As of September 30, 2007, we
determined that based upon a number of factors, including our then cumulative taxable income over the prior twelve
quarters and expected profitability in future years, that certain of our deferred tax assets were “more likely than not”
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realizable through future earnings. Accordingly, as of September 30, 2007 we reversed a portion of our deferred
income tax valuation allowance.

As of January 1, 2008, we had approximately $5.1 million of federal net operating loss carryforwards available to
offset future taxable income and have utilized approximately $2.4 million through September 30, 2008. These net
operating loss carryforwards relate to excess compensation deductions from exercises of stock options and the
resulting benefits will be credited to additional-paid-in-capital when realized. As of September 30, 2008 and
December 31, 2007, our deferred tax asset, net of a valuation allowance was $9.7 million and $9.8 million,
respectively.
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Critical Accounting Policies and Estimates

Our critical accounting policies and estimates are those related to revenue recognition, accounts receivable
allowances, deferred income taxes and accounting for share-based compensation expense.

Revenue Recognition. We recognize revenue in accordance with the provisions of Statement of Position 97-2,
Software Revenue Recognition, as amended. Software license revenue is recognized only when pervasive evidence of
an arrangement exists and the fee is fixed and determinable, among other criteria. An arrangement is evidenced by a
signed customer contract for nonrefundable royalty advances received from OEMs or a customer purchase order or a
royalty report summarizing software licenses sold for each software license resold by an OEM, distributor or solution
provider to an end user. The software license fees are fixed and determinable as our standard payment terms range
from 30 to 90 days, depending on regional billing practices, and we have not provided any of our customers extended
payment terms. When a customer licenses software together with the purchase of maintenance, we allocate a portion
of the fee to maintenance for its fair value based on the contractual maintenance renewal rate.

Accounts Receivable. We review accounts receivable to determine which ones are doubtful of collection. In making
the determination of the appropriate allowance for uncollectible accounts and returns, we consider (i) historical return
rates, (ii) specific past due accounts, (iii) analysis of our accounts receivable aging, (iv) customer payment terms, (v)
historical collections, write-offs and returns, (vi) changes in customer demand and relationships, and (vii)
concentrations of credit risk and customer creditworthiness. Historically, we have experienced a somewhat consistent
level of write-offs and returns as a percentage of revenue due to our customer relationships, contract provisions and
credit assessments. Changes in the product return rates, creditworthiness of customers, general economic conditions
and other factors may impact the level of future write-offs, revenues and our general and administrative expenses.

Deferred Income Taxes. Consistent with the provisions of SFAS No. 109, we regularly estimate our ability to recover
deferred income taxes, and report such deferred tax assets at the amount that is determined to be more-likely-than-not
recoverable, and we have to estimate our income taxes in each of the taxing jurisdictions in which we operate. This
process involves estimating our current tax expense together with assessing any temporary differences resulting from
the different treatment of certain items, such as the timing for recognizing revenue and expenses for tax and
accounting purposes, as well as estimating foreign tax credits. These differences may result in deferred tax assets and
liabilities, which are included in our consolidated balance sheet. We are required to assess the likelihood that our
deferred tax assets, which include net operating loss carry forwards and temporary differences that are expected to be
deductible in future years, will be recoverable from future taxable income or other tax planning strategies. If recovery
is not likely, we have to provide a valuation allowance based on our estimates of future taxable income in the various
taxing jurisdictions, and the amount of deferred taxes that are ultimately realizable. The provision for current and
deferred taxes involves evaluations and judgments of uncertainties in the interpretation of complex tax regulations.
This evaluation considers several factors, including an estimate of the likelihood of generating sufficient taxable
income in future periods, the effect of temporary differences, the expected reversal of deferred tax liabilities, past and
projected taxable income, and available tax planning strategies. As of September 30, 2008 and December 31, 2007,
our deferred tax asset, net of a valuation allowance, was $9.7 million and $9.8 million, respectively.

Accounting for Share-Based Payments. As discussed further in Note (2) Share-Based Payment Arrangements, to our
unaudited condensed consolidated financial statements, we account for stock-based awards under SFAS No. 123(R).

We have used and expect to continue to use the Black-Scholes option-pricing model to compute the estimated fair
value of share-based compensation expense. The Black-Scholes option-pricing model includes assumptions regarding
dividend yields, expected volatility, expected option term and risk-free interest rates. The assumptions used in
computing the fair value of share-based compensation expense reflect our best estimates, but involve uncertainties
relating to market and other conditions, many of which are outside of our control. We estimate expected volatility
based primarily on historical daily price changes of our stock and other factors. The expected option term is the
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number of years that we estimate that the stock options will be outstanding prior to exercise. The estimated expected
term of the stock awards issued after December 31, 2007 was determined pursuant to SEC Staff Accounting Bulletin
(“SAB”) No. 110. The expected term of the awards issued prior to January 1, 2008, was determined using the “simplified
method” prescribed in SAB No. 107. Additionally, we estimate forfeiture rates based primarily upon historical
experiences, adjusted when appropriate for known events or expected trends. We may adjust share-based
compensation expense on a quarterly basis for changes to our estimate of expected equity award forfeitures based on
our review of these events and trends, and recognize the effect of adjusting the forfeiture rate for all expense
amortization after January 1, 2006 in the period in which we revised the forfeiture estimate. If other assumptions or
estimates had been used, the share-based compensation expense that was recorded for the three and nine months ended
September 30, 2008 and 2007 could have been materially different. Furthermore, if different assumptions or estimates
are used in future periods, share-based compensation expense could be materially impacted in the future.
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Impact of Recently Issued Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations. SFAS No. 141(R)
establishes principles and requirements for how an acquirer recognizes and measures in its financial statements the
identifiable assets acquired, the liabilities assumed, any noncontrolling interest in the acquiree and the goodwill
acquired. SFAS No. 141(R) also establishes disclosure requirements to enable the evaluation of the nature and
financial effects of the business combination. SFAS No. 141(R) is effective for fiscal years beginning after
December 15, 2008. We are currently evaluating the potential impact, if any, of the adoption of SFAS No. 141(R) on
our consolidated financial statements.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial Statements—an
amendment of Accounting Research Bulletin No. 51. SFAS No. 160 establishes accounting and reporting standards
for ownership interests in subsidiaries held by parties other than the parent, the amount of consolidated net income
attributable to the parent and to the noncontrolling interest, changes in a parent’s ownership interest and the valuation
of retained noncontrolling equity investments when a subsidiary is deconsolidated. SFAS No. 160 also establishes
disclosure requirements that clearly identify and distinguish between the interests of the parent and the interests of the
noncontrolling owners. SFAS No. 160 is effective for fiscal years beginning after December 15, 2008. We are
currently evaluating the potential impact, if any, of the adoption of SFAS No. 160 on our consolidated financial
statements.

In February 2008, the FASB issued FASB Staff Position No. FAS 157-2, Effective Date of FASB Statement No. 157
(“FSP 157-27), to partially defer SFAS No. 157, Fair Value Measurements. FSP 157-2 defers the effective date of SFAS
No. 157 for nonfinancial assets and nonfinancial liabilities, except those that are recognized or disclosed at fair value
in the financial statements on a recurring basis (at least annually), to fiscal years, and interim periods within those
fiscal years, beginning after November 15, 2008. We are currently evaluating the potential impact, if any, SFAS No.
157 will have to nonfinancial assets and liabilities to the fiscal year beginning after November 15, 2008 on our
consolidated financial statements.

In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting Principles. SFAS

No. 162 identifies the sources of accounting principles and the framework for selecting the principles used in the

preparation of financial statements of nongovernmental entities that are presented in conformity with generally

accepted accounting principles (the GAAP hierarchy). SFAS No. 162 will become effective sixty days following the

Securities and Exchange Commission’s approval of the Public Company Accounting Oversight Board amendments to
AU Section 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles. The

adoption of the provisions of SFAS No. 162 is not anticipated to materially impact our consolidated financial

statements.

In October 2008, the FASB issued FSP 157-3, Determining the Fair Value of a Financial Asset When the Market for
That Asset Is Not Active. FSP 157-3 clarified the application of SFAS No. 157. FSP 157-3 demonstrated how the fair
value of a financial asset is determined when the market for that financial asset is inactive. FSP 157-3 was effective
upon issuance, including prior periods for which financial statements had not been issued. The guidance provided by
FSP 157-3 is consistent with our approach to valuing financial assets, for which there are no active markets, including
its investment in auction rate securities. See Note (7) Fair Value Measurements to our unaudited condensed
consolidated financial statements for additional information.
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LIQUIDITY AND CAPITAL RESOURCES

Nine months ended September 30,

2008 2007
Cash provided by (used in):
Operating activities $ 17,471,847 $ 18,042,708
Investing activities 10,761,882 (8,698,836)
Financing activities (26,314,064) 4,991,381
Effect of exchange rate changes (130,293) 39,818
Net increase in cash and cash equivalents $ 1,789,372 $ 14,375,071

Our principal sources of liquidity are cash flows generated from operations and our cash, cash equivalents, and
marketable securities balances. Our cash and cash equivalents and marketable securities balances as of September 30,
2008 totaled $48.0 million compared with $62.9 million as of December 31, 2007. Cash and cash equivalents totaled
$34.0 million and marketable securities totaled $14.0 million at September 30, 2008. As of December 31, 2007, we
had $32.2 million in cash and cash equivalents and $30.7 million in marketable securities.

During the nine months ended September 30, 2008, we continued making investments in our infrastructure to support
our current and long-term growth. We increased our total number of employees as well as our investments in property
and equipment to support our growth. As we continue to grow, we will continue to make investments in property and
equipment and we will need to continue to increase our headcount. In the past, we have also used cash to purchase
software licenses and to make acquisitions. We will continue to evaluate potential software license purchases and
acquisitions and if the right opportunity presents itself, we may continue to use our cash for these purposes. During the
third quarter of 2008, we purchased certain assets of World Venture Limited for an aggregate purchase price of $1.7
million before transaction and closing costs (see Note (8) Acquisitions, to our unaudited condensed consolidated
financial statements.) As of the date of this filing, we have no other agreements, commitments or understandings with
respect to any such acquisitions.

We currently do not have any debt and our only significant commitments are related to our office leases.

In October 2001, our Board of Directors authorized the repurchase of up to two million shares of our outstanding
common stock. On February 6, 2008, our Board of Directors increased the authorization to repurchase our
outstanding common stock from two million shares to five million shares in the aggregate. On July 22, 2008, our
Board of Directors again increased the authorization to repurchase our outstanding common stock from five million
shares to eight million shares in the aggregate. During the nine months ended September 30, 2008, we repurchased
3,560,000 shares of our common stock in open market purchases for a total cost of $28,721,355. During the nine
months ended September 30, 2007, we repurchased 318,900 shares of our common stock in open market purchases for
a total cost of $3,273,660. As of September 30, 2008, we had repurchased a total of 4,744,100 shares of our common
stock at an aggregate purchase price of $37,775,179, and had the authorization to repurchase an additional 3,255,900
shares of our common stock based upon our judgment and market conditions.

Net cash provided by operating activities totaled $17.5 million for the nine months ended September 30, 2008,
compared with net cash provided by operating activities of $18.0 million for the same period in 2007. The decrease in
net cash provided by operating activities during the nine months ended September 30, 2008, as compared with the
same period in 2007, was primarily related to the decrease in our net income adjusted for: (i) adjustments for net
changes in operating assets and liabilities, particularly changes in our accounts receivable, and (ii) the impact of
non-cash charges, particularly relating to stock-based compensation, depreciation and amortization and deferred
income taxes. These amounts were primarily offset by the adjustments for: (i) adjustments for net changes in
operating assets and liabilities, particularly changes in our accrued expenses, deferred revenues, and other assets, and
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(ii) adjustment for the impact from the tax benefits recognized as a result of excess stock-based compensation
deductions and exercises of stock options. SFAS No. 123(R) requires tax benefits relating to excess stock-based
compensation deductions to be presented as cash outflows from operating activities. We recognized tax benefits
related to stock-based compensation deductions of $1.6 million for the nine months ended September 30, 2008. There
were no adjustments for the impact of non-cash income tax benefits for the nine months ended September 30, 2007.
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Net cash provided by investing activities was $10.8 million for the nine months ended September 30, 2008, compared
with net cash used in investing activities of $8.7 million for the same period in 2007. Included in investing activities
for both the nine months ended September 30, 2008 and 2007, are the sales and purchases of our marketable
securities. These represent the sales, maturities and reinvestment of our marketable securities. The net cash provided
by investing activities from the net sales (purchases) of securities was $16.1 million for the nine months ended
September 30, 2008 and ($4.4) million for the same period in 2007. These amounts will fluctuate from period to
period depending on the maturity dates of our marketable securities. The cash used to purchase property and
equipment was $3.4 million and $3.9 million for the nine months ended September 30, 2008 and 2007, respectively.
The cash used in the acquisition of assets was $1.7 million during the nine months ended September 30, 2008, while
we did not use any cash for acquisition of assets in the same period in 2007. We continually evaluate opportunities to
acquire software licenses and we may continue to make similar investments if we find opportunities that would benefit
our business. We anticipate continued capital expenditures as we continue to invest in our infrastructure to support our
ongoing growth and expansion both domestically and internationally.

Net cash used in financing activities was $26.3 million for the nine months ended September 30, 2008, compared with
net cash provided by financing activities of $5.0 million for the same period in 2007. Cash outflows from financing
activities result from the repurchase of our outstanding common stock. During the nine months ended September 30,
2008, we repurchased 3,560,000 shares of our common at an aggregate purchase price of $28.7 million. During the
nine months ended September 30, 2007, we repurchased 318,900 shares of our common stock at an aggregate
purchase price of $3.3 million. Cash inflows from financing activities primarily results from the proceeds received
from the exercise of stock options. We received proceeds from the exercise of stock options of $0.8 million and $8.3
million for the nine months ended September 30, 2008 and September 30, 2007, respectively. During the nine months
ended September 30, 2008, cash inflows from financing activities was also impacted by the tax benefits recognized as
a result of excess stock-based compensation deductions and exercises of stock options. SFAS No. 123(R) requires tax
benefits relating to excess stock-based compensation deductions be presented as cash inflows from financing
activities. We recognized tax benefits related to stock-based compensation deductions of $1.6 million for the nine
months ended September 30, 2008. There were no tax benefits related to stock-based compensation deductions
recognized during the nine months ended September 30, 2007.

As discussed in Note (7) Fair Value Measurements, to our unaudited condensed consolidated financial statements, we
adopted the provisions of SFAS No. 157 effective January 1, 2008. We utilize unobservable (Level 3) inputs in
determining the fair value of auction rate securities we hold totaling $1.5 million (at par value) at September 30,
2008.

As of September 30, 2008, $1.5 million (at par value) of our investments was comprised of auction rate securities.
Liquidity for these auction rate securities is typically provided by an auction process, which allows holders to sell their
notes, and resets the applicable interest rate at pre-determined intervals. During the first quarter of 2008, we began
experiencing failed auctions on auction rate securities. An auction failure means that the parties wishing to sell their
securities could not be matched with an adequate volume of buyers. In the event that there is a failed auction, the
indenture governing the security requires the issuer to pay interest at a contractually defined rate that is generally
above market rates for other types of similar short-term instruments. The securities for which auctions have failed will
continue to accrue interest at the contractual rate and continue to reset the next auction date every 28 or 35 days until
the auction succeeds, the issuer calls the securities, or they mature. Because there is no assurance that auctions for
these securities will be successful in the near term and due to our ability and intent to hold these securities to maturity,
the auction rate securities were classified as long-term investments in our unaudited condensed consolidated balance
sheet at September 30, 2008.

Our auction rate securities are classified as available-for-sale securities and are reflected at fair value. In prior periods

during the auction process, which took place every 28-35 days for most securities, quoted market prices were readily
available, which would qualify as Level 1 under SFAS No. 157. However, due to events in credit markets during the
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first nine months of 2008, the auction events for most of these instruments failed, and, therefore, we have determined
the estimated fair values of these securities utilizing a discounted cash flow analysis or other type of valuation model
as of September 30, 2008. These analyses consider, among other items, the collateral underlying the security, the
creditworthiness of the issuer, the timing of the expected future cash flows, including the final maturity, associated
with the securities, and an assumption of when the next time the security is expected to have a successful auction.
These securities were also compared, when possible, to other observable and relevant market data, which is limited at
this time. Due to these events, we reclassified these instruments as Level 3 during the first nine months of 2008 and
recorded a temporary unrealized decline in fair value in the aggregate of approximately $172,000, with an offsetting
entry to accumulated other comprehensive loss, net of tax. We currently believe that this temporary decline in fair
value is primarily due to liquidity concerns, because the underlying assets for the majority of securities are almost
entirely backed by the U.S. Government.
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In addition, our holdings of auction rate securities represented approximately 3% of our cash equivalents, and
marketable securities balance at September 30, 2008, which we believe allows us sufficient time for the securities to
return to full value or to be refinanced by the issuer. Because we believe that the current decline in fair value is
temporary and based primarily on liquidity issues in the credit markets, any difference between our estimate and an
estimate that would be arrived at by another party would have no impact on our earnings, since such difference would
also be recorded to accumulated other comprehensive loss. We will re-evaluate each of these factors as market
conditions change in subsequent periods.

We currently do not have any debt and our only material cash commitments are related to our office leases. We have
an operating lease covering our corporate office facility that expires in February 2012. We also have several operating
leases related to offices in the United States and foreign countries. The expiration dates for these leases range from
2008 through 2011. Refer to Note (5) Commitments and Contingencies to our unaudited condensed consolidated
financial statements.

We believe that our current balance of cash, cash equivalents and marketable securities, and expected cash flows from
operations, will be sufficient to meet our cash requirements for at least the next twelve months.

Off-Balance Sheet Arrangements
As of September 30, 2008 and December 31, 2007, we had no off-balance sheet arrangements.
Item 3. Qualitative and Quantitative Disclosures About Market Risk

Interest Rate Risks. Our return on our investments in cash, cash equivalents and marketable securities which
aggregated to $48.0 million as of September 30, 2008, is subject to interest rate risks. We regularly assess these risks
and have established policies and business practices to manage the market risk of our marketable securities. If interest
rates were to change by 10% from the levels at September 30, 2008, the effect on our financial results would be
insignificant.

Foreign Currency Risk. We have several offices outside the United States. Accordingly, we are subject to exposure
from adverse movements in foreign currency exchange rates. The effect of foreign currency exchange rate fluctuations
have not been material since our inception. If foreign currency exchange rates were to change by 10% from the levels
at September 30, 2008, the effect on our other comprehensive income would be insignificant. We do not use
derivative financial instruments to limit our foreign currency risk exposure.

Item 4. Controls and Procedures

Under the supervision and with the participation of our management, including our principal executive officer and
principal financial officer, we have evaluated the effectiveness of the design and operation of our disclosure controls
and procedures as of the end of the period covered by this report, and, based on their evaluation, our principal
executive officer and principal financial officer have concluded that these controls and procedures are effective. No
changes in the Company's internal controls over financial reporting occurred during the quarter ended September 30,
2008, that have materially affected, or are reasonably likely to materially affect, the Company’s internal controls over
financial reporting.

Disclosure controls and procedures are procedures that are designed to ensure that information required to be
disclosed by us in the reports that we file or submit under the Securities Exchange Act of 1934, as amended, is
recorded, processed, summarized and reported, within the time periods specified in the Securities and Exchange
Commission's rules and forms. Disclosure controls and procedures include, without limitation, controls and
procedures designed to ensure that information required to be disclosed by us in the reports that we file under the
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Exchange Act is accumulated and communicated to our management, including our principal executive officer and
principal financial officer, as appropriate to allow timely decisions regarding required disclosure.
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PART II. OTHER INFORMATION
Item 1. Legal Proceedings
We are subject to various legal proceedings and claims, asserted or unasserted, which arise in the ordinary course of
business. While the outcome of any such matters cannot be predicted with certainty, we believe that such matters will
not have a material adverse effect on our financial condition or operating results.
Item 1A. Risk Factors
We are affected by risks specific to us as well as factors that affect all businesses operating in a global market. The
significant factors known to us that could materially adversely affect our business, financial condition, or operating
results are set forth in Item 1A to our Annual Report on Form 10-K for the year ended December 31, 2007 (the “2007
10-K”). The information below sets forth additional risk factors or risk factors that have had material changes since the
2007 10-K, and should be read in conjunction with Item 1A of the 2007 10-K.
We are dependent on certain key customers.
We tend to have one or more customers account for 10% or more of our revenues during each fiscal quarter. For the
quarter ended September 30, 2008, two customers together accounted for 28% of our revenues. Both of these
customers, EMC Corporation, and Sun Microsystems, Inc., are OEM customers. While we believe that we will
continue to receive revenues from these customers, our agreements with them do not have any minimum sales
requirements and we cannot guarantee continued revenue. If our contract with either one of these customers
terminates, or if the volume of sales from these customers significantly declines, it would have a material adverse
effect on our operating results.
Our future quarterly results may fluctuate significantly, which could cause our stock price to decline.
Our previous results are not necessarily indicative of our future performance and our future quarterly results may
fluctuate significantly. Historically, information technology spending has been highest in the fourth quarter of each
calendar year, and slowest in the first quarter. Our quarterly results reflected this seasonality in first and second
quarters of 2008, and we anticipate that our quarterly results for the remainder of 2008 will show the effects of
seasonality as well.
Our future performance will depend on many factors, including:
¢ the timing of securing software license contracts and the delivery of software and related revenue recognition;
e the seasonality of information technology, including network storage products, spending;
¢ the average unit selling price of our products;
e existing or new competitors introducing better products at competitive prices before we do;
e our ability to manage successfully the complex and difficult process of qualifying our products with our customers;

¢ new products or enhancements from us or our competitors;

® import or export restrictions on our proprietary technology; and

61



34

Edgar Filing: FALCONSTOR SOFTWARE INC - Form 10-Q

e personnel changes.
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Many of our expenses are relatively fixed and difficult to reduce or modify. As a result, the fixed nature of our
expenses will magnify any adverse effect of a decrease in revenue on our operating results.

Foreign currency fluctuations may impact our revenues.

Our licenses and services in Japan are sold in Yen. Many of the sales of our licenses and services in Europe, the
Middle East and Africa, are made in European Monetary Units (“Euros”).

Changes in economic or political conditions globally and in any of the countries in which we operate could result in
exchange rate movements, new currency or exchange controls or other restrictions being imposed on our operations.

Fluctuations in the value of the U.S. dollar may adversely affect our results of operations. Because our
consolidated financial results are reported in U.S. dollars, translation of sales or earnings generated in other currencies
into U.S. dollars can result in a significant increase or decrease in the reported amount of those sales or earnings.
Significant changes in the value of these foreign currencies relative to the U.S. dollar could have a material adverse
effect on our financial condition or results of operations.

Fluctuations in currencies relative to currencies in which our earnings are generated make it more difficult to
perform period-to-period comparisons of our reported results of operations. For purposes of accounting, the assets and
liabilities of our foreign operations, where the local currency is the functional currency, are translated using
period-end exchange rates, and the revenues, expenses and cash flows of our foreign operations are translated using
average exchange rates during each period.

In addition to currency translation risks, we incur currency transaction risk whenever we enter into either a
purchase or a sales transaction using a currency other than the local currency of the transacting entity. Given the
volatility of exchange rates, we cannot be assured we will be able to effectively manage our currency transaction
and/or translation risks. Volatility in currency exchange rates may have a material effect on our financial condition or
results of operations. Currency exchange rate fluctuations have not, in the past, resulted in a material impact on
earnings. However, we may experience at times in the future an impact on earnings as a result of foreign currency
exchange rate fluctuations.

Our stock price may be volatile.
The market price of our common stock has been volatile in the past and may be volatile in the future. For example,
during the trailing twelve months ended September 30, 2008, the closing market price of our common stock as quoted
on the NASDAQ Global Market fluctuated between $5.05 and $15.30 per share and subsequent to September 30,
2008, the closing market price has been as low as $2.63 per share. The market price of our common stock may be
significantly affected by the following factors:

® actual or anticipated fluctuations in our operating results;

e variance in actual results as compared to financial estimates;

e changes in market valuations of other technology companies, particularly those in the network storage software
market;

® announcements by us or our competitors of significant technical innovations, acquisitions, strategic partnerships,
joint ventures or capital commitments;

® Joss or addition of one or more key OEM customers; and
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e departures of key personnel.

The stock market has experienced extreme volatility that often has been unrelated to the performance of particular
companies. These market fluctuations may cause our stock price to fall regardless of our performance.
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We have a significant number of outstanding options, the exercise of which would dilute the then-existing
stockholders’ percentage ownership of our common stock, and a smaller number of restricted shares of stock, the
vesting of which will also dilute the then-existing stockholders’ percentage ownership of our common stock.

As of September 30, 2008, we had an aggregate of 10,540,287 outstanding options to purchase our common stock and
864,925 outstanding restricted shares and restricted stock units. If all of these outstanding options were exercised, and
all of the outstanding restricted stock and restricted stock units vested, the proceeds to the Company would average
$6.51 per share. We also had 2,471,658 shares of our common stock reserved for issuance under our stock plans with
respect to options (or restricted stock or restricted stock units) that have not been granted. In addition, if, on July 1st of
any calendar year in which our 2006 Incentive Stock Plan (the “2006 Plan”) is in effect, the number of shares of stock to
which options, restricted shares and restricted stock units may be granted is less than five percent (5%) of the number
of outstanding shares of stock, then the number of shares of stock available for issuance under the 2006 Plan shall be
increased so that the number equals five percent (5%) of the shares of stock outstanding (as is currently the situation).
In no event shall the number of shares of stock subject to the 2006 Plan in the aggregate exceed twenty million shares,
subject to adjustment as provided in the 2006 Plan (see Note (2) Share-Based Payment Arrangements to our unaudited
condensed consolidated financial statements).

The exercise of all of the outstanding options and/or the vesting of all outstanding restricted shares and restricted stock

units and/or the grant and exercise of additional options and/or the grant and vesting of restricted stock and restricted

stock units would dilute the then-existing stockholders’ percentage ownership of common stock, and any sales in the
public market of the common stock issuable upon such exercise could adversely affect prevailing market prices for the

common stock. Moreover, the terms upon which we would be able to obtain additional equity capital could be

adversely affected because the holders of such securities can be expected to exercise or convert them at a time when

we would, in all likelihood, be able to obtain any needed capital on terms more favorable than those provided by such

securities.

We face a number of risks related to the recent financial crisis and severe tightening in the global credit markets.

The ongoing global financial crisis affecting the banking system and financial markets has resulted in a severe
tightening in the credit markets, a low level of liquidity in many financial markets, and extreme volatility in credit and
equity markets. This financial crisis has impacted us and could continue to impact our business in a number of ways,
including:

Potential Deferment of Purchases and Orders by Customers: Uncertainty about current and future global economic
conditions may cause end users, including businesses and governments, to defer purchases in response to tighter
credit, decreased cash availability and declining consumer confidence. Accordingly, future demand for our products
could differ materially from our current expectations.

Customers’ Inability to Obtain Financing to Make Purchases from Us and/or Maintain Their Business: Some of our
customers require financing in order to fund their operations and make purchases from us. The inability of these
customers to obtain sufficient credit to finance purchases of our products and meet their payment obligations to us
could adversely impact our financial results. In addition, if the financial crisis results in insolvencies for our
customers, it could adversely impact our financial results.

Negative Impact from Increased Financial Pressures on Third-Party OEMs and Resellers: Most of our software
licenses are sold through third-party OEMs, solution providers and distributors. Although many of these third parties
have significant operations and maintain access to available credit, others are smaller and more likely to be impacted
by the significant decrease in available credit that has resulted from the current financial crisis. If credit pressures or
other financial difficulties result in insolvency for these third parties and we are unable to successfully transition end
users to purchase our products from other third parties, or from us directly, it could adversely impact our financial
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Our marketable securities portfolio could experience a decline in market value which could materially and adversely
affect our financial results.

As of September 30, 2008, we held short-term and long-term marketable securities aggregating $14.0 million. We
invest in a mixture of corporate bonds, government securities and marketable debt securities, the majority of which are
high investment grade, and we limit the amount of credit exposure through diversification and investment in highly
rated securities. However, investing in highly rated securities does not entirely mitigate the risk of potential declines in
market value. A further deterioration in the economy, including further tightening of credit markets or significant
volatility in interest rates, could cause our marketable securities to decline in value or could impact the liquidity of the
portfolio. If market conditions deteriorate significantly, our results of operations or financial condition could be
materially and adversely affected.

Unknown Factors

Additional risks and uncertainties of which we are unaware or which currently we deem immaterial also may become
important factors that affect us.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

Shares of common stock repurchased during the quarter ended September 30, 2008:

Maximum
Total Number Number
of of Shares that
Shares May
Purchased Yet Be
Total Number as Part of Purchased
of Publicly Under the
Shares Average Price  Announced Plan
Purchased  Paid per Share Plan at Month End
August 2008 1,000,000 $ 7.37 1,000,000 3,255,900
Total 1,000,000 $ 7.37 1,000,000 3,255,900

On February 6, 2008, the Company announced that its Board of Directors increased its authorization to repurchase the
Company’s outstanding common stock from two million shares to five million shares in the aggregate. As of
September 30, 2008, the Company had repurchased 4,744,100 shares. The program has no expiration date. On July
22,2008, the Company’s Board of Directors increased the authorization to repurchase the Company’s outstanding
common stock from five million shares to eight million shares in the aggregate.
Item 6. Exhibits

31.1 Certification of the Chief Executive Officer

31.2 Certification of the Chief Financial Officer

32.1 Certification of Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C.
§ 1350)
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32.2 Certification of Chief Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. §
1350)

SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

FALCONSTOR SOFTWARE, INC.
/s/ James Weber
James Weber

Chief Financial Officer, Vice President and
Treasurer

(principal financial and accounting officer)

November 7, 2008
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