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

FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
September 30, 2008

December 31, 2007

Assets (unaudited)
Current assets:
Cash and cash equivalents ..o, $ 34,008,721
Marketable SECUNEIES ......covviiiiiiiiiii e 12,673,263
Accounts receivable, net of allowances of $8,202 aid
$8,780,880, respectively.........cceeeieeeccriiee e 18,090,008
Prepaid expenses and other current assets.......ccc.............. 1,967,178
Deferred tax assets, Net.......ccccuuuiiiieeeceeeiiieiiee e 3,755,210
Total current assets .......oooeeviiiiiiiiiimmmece e 70,4903
Property and equipment, net of accumulated depgreciaf
$17,126,484nd $13,861,313, respectlvely ........................ 8,064,788
Long-term marketable securities .. ,328,000
Deferred tax assets, Net...... ... iiiiiiieeeeeeceieeeee e 5,976,017
Other @SSetS, NEL ......uuiiiiiiiiiiiei e 3,023,958
GOOAWIIL. ...t 3,514,139
Other intangible assets, Net..............ieieiiiiiiieee 2,079,425
TOtAl ASSELS...ciiiviieiciiec ettt $ 94,480,707

Liabilities and Stockholders' Equity
Current liabilities:

ACCOUNES PAYADIE ......eiiviiiiiiecciie et ceeeee et $ 881,536
ACCIUEA EXPENSES.....ci ittt ettt et e eee e e e e e e e e e e e e e e e e e e aaannes 5,256,438
Deferred revenue, Net..........coocuviviiiicmmeee e 15,099,008
Total current liabilities ..o, 21,236,982
Other long-term liabilities ............ooooiimee e 248,749
Deferred revenue, Net.........c.eevieiiiiceecce e 5,259,301
Total liabilities ........c.evveiieii e 26,745,032
Commitments and contingencies
Stockholders' equity:
Preferred stock - $.001 par value, 2,000,000 steard®rized -
Common stock - $.001 par value, 100,000,000eshanthorized,
51,853,235 and 51,340,268 shares issueckctrgply and 47,109,135
and 50,156,168 shares outstanding, respéctive 51,853
Additional paid-in capital..................tm e 11863,309
Accumulated defiCit ... (24,727,277)
Common stock held in treasury, at cost (4,744,1@D13184,100
Shares, reSPECHVEIY) .......uuuuiiiiieieeet et e e e e e e e e (37,775,179)
Accumulated other comprehensive loss, net ...................... (977,031)
Total stockholders' equity...........oocoiceeeeeiiiieeiieieeeen, 67,735,675
Total liabilities and stockholders' equity .................... $ 94,480,707

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

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)

Three Months Ended September 30, Nine Months Ended September 30,

2008 2007 2008 2007
Revenues:
Software license revenue.................coceeu.. $ 12,260,527 $ 12,209,650 $ 42,597,810 $ 34,627,635
Maintenance revenue ..............ccccoeeeeeeeenne. 6,190,467 4,771,952 16,826,595 13,641,271
Software services and other revenue................ 1,160,499 1,545,935 4,220,694 4,349,853
19,611,493 18,527,537 63,645,099 52,618,759
Operating expenses:
Cost of maintenance, software services and
other revenue.........cocccevceeeiiiieesiieeeces 3,459,307 2,886,105 10,359,199 8,142,265
Software development COStS........veveeeennn. 6,246,839 5,647,805 18,359,721 16,505,471
Selling and marketing ............cccoeeeivamens 9,164,599 6,978,239 27,677,889 21,447,423
General and administrative .................ce.... 2,090,952 1,944,521 6,077,703 5,805,024
20,961,697 17,456,670 62,474,512 51,900,183
Operating (loss) income.................. (1,350,204) 1,070,867 1,170,587 718,576
Interest and other income, net.................... 251,955 682,132 1,234,659 1,775,879
(Loss) income before income taxes ...... (1,098,249) 1,752,999 2,405,246 2,494,455
Provision (benefit) for income taxes.............. 463,995 (4,507,287) 1,840,522 (4,590,824)
Net (I0SS) INCOME .....ccovvveeeiiiieciiiea e, $ (1,562,244) $ 6,260,286 $ 564,724 3 7,085,279
Basic net (loss) income per share ...............$ (0.03) $ 0.13 $ 001 $ 0.14
Diluted net (loss) income per share............... $ (0.03) $ 012 $ 001 $ 0.13
Weighted average basic shares
oUtStANdiNG......coviveeeiiiiee e 47,522,085 49,686,430 48,389,670 49,223,884
Weighted average diluted shares
oUtStANdiNg......cooiveeeiiiie e 47,522,085 53,482,577 50,377,370 52,744,600

See accompanying notes to unaudited condensedlictated financial statements.



FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

Nine Months Ended
September 30,
2008 2007

Cash flows from operating activities:
=Y AT g oo 3o 1= T OSSR $ 564,724 $ 7,085,279

Adjustments to reconcile net income to net caskigsea by
operating activities:

Depreciation and amortization..............ccceeeceerriineeeeeennnee 35881 2,831,657
Share-based payment compensation ...........cccccceuvvuvrenneee. 6,394,693 6,109,955
Non-cash professional services eXpenses.......c............... 1887 125,640
Realized gain on marketable securities .. (7,403) (24,928)

Tax benefit from stock option eXerciSes . ...ccccvveeeeeueee (165401)
Provision for returns and doubtful accounts ..................... 2,0583 3,459,924
Deferred iINCOME taXES.........uuuuereee e eeeeeeeeeeeaeaaaaaaeeaeenns 1,840,522 (4,849,277)
Changes in operating assets and liabilities:
Accounts receivable..........ccuuueiiiiiii 5,987,234 2,565,015
Prepaid expenses and other current assets........cc............ (361459 (368,093)
Other @SSEIS. . eeiiiiiiiiiiei et (252,759) (89,787)
Accounts payable........... (840,770) (622,272)
ACCIUEH EXPENSES ...etiiiiieeiiieiaeea e e e e e e e e e e e e (1,548,463) (666,982)
Deferred reVeNUE ..........ooooiiiiiiii e 1,378,883 2,486,577
Net cash provided by operating activitieS . .......ceeeveeeeeeeeen... 17,471,847 18,042,708
Cash flows from investing activities:
Sales of marketable SeCUrtieS...........oieeeceeciiiiiiieeee, 102,621,894 66,846,390
Purchases of marketable securities ............ccccooiiiiiiiiiiiiiiieinee. (86,514,853) (71,228,841)
Purchases of property and equipment............cccooeeiiiiiiiiiinens (3,384,057) (3,920,197)
Purchase of cost method investment..........cooenn. - (20,000)
ACQUISIEION Of @SSELS ...uvviiiiiiiiiiiiie e (1,680,000)
Purchase of software liCENSES ........... . eeeecciiiiiiiiiieieeeeee - (185,000
Security depositS.........eeeeeeeeeiiiiiiieiieinieee (17,000) -
Purchase of intangible assets (264,102) (191,188)
Net cash provided by (used in) investing activities............... 10,761288 (8,698,836)
Cash flows from financing activities:
Payments to acquire treasury StOCK........commeeviiiecvvnniininnnnnn, (28,721,355) (3,273,660)
Proceeds from exercise of StoCk OpPtioNS... e eeeeeeesiicevnnennns 790,890 8,265,041
Tax benefit from stock Option EXErCISES ... ereirriirrieeeeeeeens. 1,616,401 -
Net cash (used in) provided by financing activities............... (26,314,064 4,991,381
Effect of exchange rate changes on cash and cashaéants .......... (130,293 39,818
Net increase in cash and cash equivalents .......cc...ovvvevvevnennnee.n. 1,789,372 148371
Cash and cash equivalents, beginning of period......................... 329,349 15,605,329
Cash and cash equivalents, end of period ..ccccceeevvvvvvvvviieeeeeennnnn. $ 34,008,721 $ 29,980,400
Cash paid for income taxes $ 1,282,614 $ 254,769

The Company did not pay any interest for the niatims ended September 30, 2008 and 2007.

See accompanying notes to unaudited condensedlictated financial statements.



FALCONSTOR SOFTWARE, INC. AND SUBSIDIARIES

Notes to Unaudited Condensed Consolidated Financi&tatements

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

FalconStor Software, Inc., a Delaware Corporatithe ('Company"), develops, manufactures and seliwark
storage software solutions and provides the relai@idtenance, implementation and engineering sesvic

(b) Principles of Consolidation

The consolidated financial statements include tomants of the Company and its wholly-owned subsies. All
significant intercompany balances and transacti@ve been eliminated in consolidation.

(c) Use of Estimates

The preparation of financial statements in confoymiith generally accepted accounting principleguiees
management to make estimates and assumptionsfiibtttae reported amounts of assets and liaksliéied disclosure of
contingent assets and liabilities at the date effillancial statements and the reported amountsveinues and expenses
during the reporting period. The Company’s morenificant estimates include those related to reveragognition,
accounts receivable allowances, deferred incomestand accounting for share-based compensatiomsxpéctual
results could differ from those estimates.

(d) Unaudited Interim Financial Information

The accompanying unaudited interim condensed cmiagget financial statements have been preparedhoutit
audit, pursuant to the rules and regulations of3beurities and Exchange Commission (“SEC”). Ceritaflormation and
note disclosures normally included in financialtetaents prepared in accordance with accountingciptes generally
accepted in the United States of America have beadensed or omitted pursuant to such rules andations relating to
interim financial statements.

In the opinion of management, the accompanying dited interim condensed consolidated financialesteints
reflect all adjustments, consisting only of normedurring adjustments, necessary to present fdieyinancial position of
the Company at September 30, 2008, and the resfulis operations for the three and nine monthsdrBeptember 30,
2008 and 2007. The results of operations of argrimtperiod are not necessarily indicative of thsufts of operations to
be expected for the full fiscal year.

(e) Cash Equivalents and Marketable Securities

The Company considers all highly liquid investmenith maturities of three months or less when pasetd to be
cash equivalents. As of September 30, 2008 andrbleme31, 2007, the Company’s cash equivalents stasdf money
market funds and commercial paper, and are recoadef@ir value. At September 30, 2008, the fairueabf the
Company’s cash equivalents, as defined under FialaAccounting Standards Board “FASB” StatementFafancial
Accounting Standards “SFAS”, No. 15Fair Value Measurement@amounted to approximately $28.1 million. As of
September 30, 2008 and December 31, 2007, the Qurspanarketable securities consisted of corporateds,
certificate of deposits, auction rate securitied gavernment securities, and are recorded at firev As of September
30, 2008, the fair value of the Company’s curreatkatable securities as defined under SFAS Nowl&s7approximately
$12.7 million. In addition, at September 30, 200& Company had an additional $1.3 million of ldagn marketable
securities that required a higher level of judgm@entietermine the fair value, as defined under SRS 157. As of
December 31, 2007, the Company’s cash equivalemtsiated to approximately $21.3 million, and marké&tasecurities
amounted to approximately $30.7 million. All of ti®mpany’s marketable securities are classifiedvadable-for-sale,
and accordingly, unrealized gains and losses orketarle securities, net of tax are reflected asomponent of
accumulated other comprehensive loss in stockhsldeuity.



As of September 30, 2008, the Company had $1.%omi(at par value) of auction rate securities ideld within its
portfolio of marketable securities. These auctiaternotes are classified as available-for-sale, awbrdingly, any
unrealized gains and losses are reflected as aarmpof accumulated other comprehensive losoikhblders’ equity,
net of tax. During the nine months ended Septen@@er2008, the Company recorded approximately $TI2 6f
unrealized losses on these auction rate notes.Cbhmpany determined the decline in market valuevbealost to be
temporary based upon the Company’s ability to netiaé investment over a period of time, which wolbédsufficient to
allow for any recovery in market value. Accordinglyased upon the Company's intent and ability t@mimethese
investments over a period of time believed to Hécsent to recover the value, it has classified #uction rate securities
as long-term marketable securities on its condewsedolidated balance sheet as of September 3@, Z#® Note (7)
Fair Value Measurement®r additional information.

(f) Revenue Recognition

The Company recognizes revenue from software lesis accordance with Statement of Position (“SCH-,
Software Revenue Recogniticas amended by SOP 98-4 and SOP 98-9, and relgezgretations to determine the
recognition of revenue. Accordingly, revenue forftware licenses is recognized when persuasive ee@ef an
arrangement exists, the fee is fixed and deternénabbd the software is delivered and collectiontied resulting
receivable is deemed probable. Software delivéoed customer on a trial basis is not recognizedessnue until a
permanent key code is delivered to the customeselRe customers typically send the Company a @asetorder only
when they have an end user identified. When a mestdicenses software together with the purchaseaifitenance, the
Company allocates a portion of the fee to mainteedor its fair value. Software maintenance fees @eferred and
recognized as revenue ratably over the term ofcibrtract. The long-term portion of deferred revemakates to
maintenance contracts with terms in excess of @®e.yThe cost of providing technical support iduded in cost of
maintenance, software service and other revenues Cbmpany provides an allowance for software pebdeturns as a
reduction of revenue, based upon historical expegeand known or expected trends.

Revenues associated with software implementatidrsaftware engineering services are recognizebesdrvices
are completed. Costs of providing these servicesnaluded in cost of maintenance, software sess/and other revenue.

The Company has entered into various distributlm@nsing and joint promotion agreements with OEM=l
distributors, whereby the Company has providedhéoreseller a non-exclusive software license ttaihthe Company’s
software on certain hardware or to resell the Camigasoftware in exchange for payments based onptoeucts
distributed by the OEM or distributor. Nonrefundalaldvances and engineering fees received by thep&@uonfrom an
OEM are recorded as deferred revenue and recogazeevenue when related software engineeringcesyvif any, are
complete and the software product master is delivand accepted.

The Company has transactions in which it purchdsedware and bundles this hardware with the Cormripany
software and sells the bundled solution to its @ustr. Since the software is not essential for thectionality of the
equipment included in the Company’s bundled sohgi@and both the hardware and software have stand @alue to the
customer, a portion of the contractual fees is gaized as revenue when the software or hardwateligered based on
the relative fair value(s) of the delivered elenfent

For the three months ended September 30, 200& dhgany had two customers that together accounte?8o
of revenues, and no customers that accounted Bar dfthe accounts receivable balance at Septenthe2(®8.For the
three months ended September 30, 2007, the Compathyne customer that accounted for 28% of reverares one
customer that accounted for 16% of the accountsivable balance at September 30, 2007.

(g) Property and Equipment

Property and equipment are recorded at cost. Digpi@t is recognized using the straight-line metloogr the
estimated useful lives of the assets (3 to 7 yeBrespreciation expense was $1,125,121 and $9706¢80fe three months
ended September 30, 2008 and 2007, respectivelyreDiation expense was $3,259,687 and $2,581,0ilthéonine
months ended September 30, 2008 and 2007, resglgctieasehold improvements are amortized on &htriine basis
over the term of the respective leases or over ggtimated useful lives, whichever is shorter.

(h) Goodwill and Other Intangible Assets

Goodwill represents the excess of the purchase pver the estimated fair value of net tangible igeahtifiable
intangible assets acquired in business combinatiGessistent with SFAS No. 14Zo0odwill and Other Intangible
Assetsthe Company has not amortized goodwill relate@s@cquisitions, but instead tests the balanceénfipairment.
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The Company’s annual impairment assessment ismeetbas of December 3bf each year, and an assessment is made
at other times if events or changes in circumstsinodicate that it is more likely than not that theset is impaired.
Identifiable intangible assets, which include cuso contracts, intellectual property, and patenésamortized over a
period ranging from three to five years using theaight-line method. See Note (&cquisitionsfor additional
information.

Amortization expense was $188,114 and $58,195 Herthree months ended September 30, 2008 and 2007,
respectively. Amortization expense was $320,587%&5,955 for the nine months ended September(®I8 and 2007,
respectively. The gross carrying amount and accatadlamortization of other intangible assets &&eptember 30, 2008
and December 31, 2007 are as follows:

September 30, December 31,

2008 2007
Goodwiill: $ 3,514,139 $ 3,512,796
Other intangible assets:
Gross carrying amount $ 3,245,596 $ 1439
Accumulated amortization (1,166,171) _ (845,585)
Net carrying amount $ 2,079,425 $ 443,909

(i) Software Development Costs and Purchased Tdogyo

In accordance with the provisions of SFAS No. 86¢ounting for the Costs of Software to be Soléskd or
Otherwise Marketedcosts associated with the development of newwso products and enhancements to existing
software products are expensed as incurred untihogical feasibility of the product has beerabbshed. Based on the
Company’s product development process, technolbgesibility is established upon completion of arleng model.
Amortization of software development costs is releor at the greater of straight line over three y@arthe ratio of
current revenue of the related products to totalerit and anticipated future revenue of these prtsdu

Purchased software technology of $132,410 and $246,net of accumulated amortization of $5,245,82il
$5,131,414, is included in other assets as of &#pe 30, 2008 and December 31, 2007, respectivAiynortization
expense was $35,869 and $33,869 for the three memitied September 30, 2008 and 2007, respectindl$hl3,607
and $83,691 for the nine months ended Septemb&0B®@ and 2007, respectively.

() Income Taxes

Deferred tax assets and liabilities are recognifoedthe future tax consequences attributable téedihces
between the financial statement carrying amounesxidting assets and liabilities and their respectax bases. Deferred
tax assets and liabilities are measured using eddek rates expected to apply to taxable incontbernyears in which
those temporary differences are expected to bézeelabr settled. The effect on deferred tax asaetsliabilities of a
change in tax rates is recognized in income inpdwod that includes the enactment date. In detengithe period in
which related tax benefits are realized for bookppses, excess share-based compensation deduictiduded in net
operating losses are realized after regular netatipg losses are exhausted. The Company recogimre®st and
penalties accrued related to unrecognized tax bene$ part of income tax expense in its conderns®tolidated
statements of operations.

The Company accounts for uncertain tax positionacicordance with FASB Interpretation No. #&counting
for Uncertainty in Income Taxe6'FIN 48”). FIN 48 is an interpretation of SFASIN109,Accounting for Income Taxes,
and addresses the determination of whether taxfileméimed or expected to be claimed on a taxrreshould be
recorded in the financial statements. Under FIN th8, Company may recognize the tax benefit fronuacertain tax
position only if it meets the “more likely than fdhreshold that the position will be sustained examination by the
taxing authority, based on the technical meritthefposition.

The tax benefits recognized in the financial stegsts from such a position should be measured barsebe
largest benefit that has a greater than fifty patrdikelihood of being realized upon ultimate sattent. FIN 48 also
provides guidance on de-recognition, classificatioterest and penalties on income taxes, accayimimterim periods,



and also requires increased disclosures. To datgdjustments have been made to the recognizeditseinem the
Company’s uncertain tax positions. See Notdi{6pme Taxefor additional information.

(k) Long-Lived Assets

The Company reviews its long-lived assets for impant whenever events or changes in circumstamcksate
that the carrying amount of the asset may not beverable. If the sum of the expected future cémhs undiscounted
and without interest is less than the carrying amof the asset, an impairment loss is recognizeith@ amount by which
the carrying amount of the asset exceeds its &irev

(I) Share-Based Payments

The Company accounts for stock-based awards uhdeprovisions of SFAS No. 123(R3hare-Based Payment
which establishes the accounting for transactiangtiich an entity exchanges its equity instrumémtgoods or services.
Under the provisions of SFAS No. 123(R), share-basenpensation expense is measured at the gramtlieted on the
fair value of the award, and is recognized as grelese over the requisite employee service periedef@lly the vesting
period), net of estimated forfeitures. The Compastimates the fair value of share-based paymeitg tise Black-
Scholes option-pricing model. The estimation otktbased awards that will ultimately vest requjteiggment, and to the
extent actual results or updated estimates diftenfthe Company’s current estimates, such amouilitbewecorded as a
cumulative adjustment in the period estimates evesed. The Company considers many factors whémagstg expected
forfeitures, including types of awards, employeassl and historical experience. Stock option exescend restricted
stock awards are expected to be fulfilled with rehares of common stock.

The Company accounts for stock option grants aadtgrof restricted shares of common stock to nopl@ees in
accordance with SFAS No. 128¢counting for Stock-Based Compensatiangd Emerging Issues Task Force (“EITF”)
Issue No. 96-18Accounting for Equity Instruments That Are IssuedOther Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Servicgsich requires that the fair value of these imsients be recognized as an
expense over the period in which the related sesvize rendered.

(m) Financial Instruments

As of September 30, 2008 and December 31, 2007aihealue of the Company’s financial instrumerit&luding
cash and cash equivalents, accounts receivableumtscpayable and accrued expenses, approximatésvatue due to
the short maturity of these instruments.

(n) Foreign Currency

Assets and liabilities of foreign operations asn$lated at rates of exchange at the end of thedpavhile results
of operations are translated at average excharige ima effect for the period. Unrealized gains éogses from the
translation of foreign assets and liabilities aeessified as a separate component of stockhol@epsty. Realized gains
and losses from foreign currency transactions reckided in the condensed consolidated statemerdgpearhtions within
interest and other income, net. Such amounts hiat@rically not been material.

(o) Earnings Per Share (EPS)

Basic EPS is computed based on the weighted avetagber of shares of common stock outstanding t&dIEEPS
is computed based on the weighted average numbesmifon shares outstanding increased by dilutivenoon stock
equivalents. Due to the net loss for the three hwmnded September 30, 2008, all common stock &lguis of
11,405,212 have been excluded from diluted net fwesshare. For the three months ended SeptemheP(RT,
potentially dilutive vested and unvested commomrlstequivalents included 6,105,504 of stock optiomras, restricted
stock awards and restricted stock unit awards audéhg. For the nine months ended September 3@ 2a6@ 2007,
potentially dilutive vested and unvested commorelstequivalents included 9,417,512 and 6,380,93%peetively, of
stock option awards, restricted stock awards asiliceed stock unit awards outstanding.



The following represents a reconciliation of thenawmators and denominators of the basic and dilkeéedings per

share (“EPS”") computation:

Three Months Ended September 30, 2008

Three Momttled&ESeptember 30, 2007

Net Loss Shares Per Share Net Income Shares Per Share
(Numerator) (Denominator) Amount (Numerator) (Denominator) Amount
Basic EP! $(1,562,244 47,522,08 $ (0.03 $ 6,260,28! 49,686,43 $ 0.1%
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 Monthe&kptember 30, 2007
Net Income Shares Per Share Net Income Shares Per Share
(Numerator) (Denominator) Amount (Numerator) (Denominator) Amount
Basic EP! $ 564,72 48,389,67 $ 0.01 $ 7,085,27 49,223,888 $ 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 Companytsimeome, (ii) foreign currency translation adjustits, (iii)
unrealized (gains)/losses on marketable securitiespf tax, and (iv) minimum pension liability adfments, net of tax,
pursuant to SFAS No. 15&mployers’ Accounting for Defined Benefit Pensiord @Dther Postretirement Plans, an
amendment of FASB Statements No. 87, 88, 106,3{&)L

The Company’s comprehensive income is as follows:

Net (loss) income

Other comprehensive (loss) income:
Foreign currency translation
gain (loss) adjustments

Unrealized (loss) gain on
marketable securities, net of tax

Other comprehensive (loss) income
Other comprehensive (loss) income

Comprehensive (loss) incol

Three Months Ended September 30,

Nine Months EBeéptember 30,

2008 2007 2008 2007

$  (1,562,244) $ 6,260,286 $ 564,724 $ 7,085,279
(274,577) 121,980 (112,515) (2,899)
(191,032) 47,545 (345,541) 66,722
(1,968) 2,618 2,945 5,187
(467,577) 172,143 (455,111) 69,010

$ (2029821 $ 643242 $ 109,61 $  7,154,28
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(q) Investments

As of September 30, 2008 and December 31, 2007 Ctmapany maintained certain cost-method investments
aggregating $1,096,457 and $1,116,45@spectively, which are included in “Other asseis”the accompanying
condensed consolidated balance sheets.

(r) New Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141igeev2007),Business Combination$SFAS No. 141(R)
establishes principles and requirements for howaequirer recognizes and measures in its finandatkements the
identifiable assets acquired, the liabilities assdpany noncontrolling interest in the acquiree tiredgoodwill acquired.
SFAS No. 141(R) also establishes disclosure remgings to enable the evaluation of the nature amahéial effects of
the business combination. SFAS No. 141(R) is dffedor fiscal years beginning after December 1E)& The Company
is currently evaluating the potential impact, ifyaof the adoption of SFAS No. 141(R) on its coidatked financial
statements.

In December 2007, the FASB issued SFAS No. Nihcontrolling Interests in Consolidated Financ&htements—
an amendment of Accounting Research Bulletin NoSEAS No. 160 establishes accounting and repostiaugdards for
ownership interests in subsidiaries held by padiber than the parent, the amount of consolidagtdncome attributable
to the parent and to the noncontrolling interebnges in a parent’s ownership interest and theatiah of retained
noncontrolling equity investments when a subsidigydeconsolidated. SFAS No. 160 also establistieslodure
requirements that clearly identify and distinguigtween the interests of the parent and the irieoédhe noncontrolling
owners. SFAS No. 160 is effective for fiscal yea@eginning after December 15, 2008. The Companyuisently
evaluating the potential impact, if any, of the piilon of SFAS No. 160 on its consolidated finansitatements.

In February 2008, the FASB issued FASB Staff Positilo. FAS 157-2Effective Date of FASB Statement No. 157
(“FSP 157-2"), to partially defer SFAS No. 13+air Value Measurement§&SP 157-2 defers the effective date of SFAS
No. 157 for nonfinancial assets and nonfinancalbilities, except those that are recognized orlasd at fair value in
the financial statements on a recurring basis gastl annually), to fiscal years, and interim pesiadthin those fiscal
years, beginning after November 15, 2008. The Comips currently evaluating the potential impactaify, SFAS No.
157 will have to nonfinancial assets and liabiit{rincipally goodwill and intangible assets) tsidonsolidated financial
statements.

In May 2008, the FASB issued SFAS No. 1&8¢ Hierarchy of Generally Accepted Accounting Eiptes SFAS
No. 162 identifies the sources of accounting pples and the framework for selecting the principlsed in the
preparation of financial statements of nongovernalesntities that are presented in conformity vg#nerally accepted
accounting principles (the GAAP hierarchy). SFAS. 162 will become effective sixty days followingetisecurities and
Exchange Commission’s approval of the Public Compaccounting Oversight Board amendments to AU Sectill,
The Meaning of Present Fairly in Conformity With n@eally Accepted Accounting Principle$he adoption of the
provisions of SFAS No. 162 is not anticipated tderially impact the Company’s consolidated finahstatements.

In October 2008, the FASB issued FSP 15D&ermining the Fair Value of a Financial Asset \Whiee Market for
That Asset Is Not ActiveSP 157-3 clarified the application of SFAS No71B5SP 157-3 demonstrated how the fair value
of a financial asset is determined when the maftethat financial asset is inactive. FSP 157-3 wéective upon
issuance, including prior periods for which finaai@tatements had not been issued. The guidane&pdoby FSP 157-3
is consistent with the Company’s approach to valdinancial assets, for which there are no actieekets, including its
investment in auction rate securities. See Not&#i) Value Measurementsr additional information.

(s) Reclassifications

Certain reclassifications have been made to présiods’ unaudited condensed consolidated finargtatiement
presentations to conform to the current periodéspntation.
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(2) Share-Based Payment Arrangements

As of May 1, 2000, the Company adopted the FalcamSoftware, Inc., 2000 Stock Option Plan (the ‘@@0an”).
The 2000 Plan is administered by the Board of Dinescand, as amended, provides for the grant abapto purchase up
to 14,162,296 shares of Company common stock tdogegs, consultants and non-employee directorso@pimay be
incentive (“ISO”) or non-qualified. ISOs granted shinave exercise prices at least equal to thevédire of the common
stock on the date of grant, and have terms not@rdlaan ten years, except those to an employeeomims stock with
greater than 10% of the voting power of all clagsfestock of the Company, in which case they masthan option price
at least 110% of the fair value of the stock, arpire no later than five years from the date ofngrédNon-qualified
options granted must have exercise prices nothesseighty percent of the fair value of the commatmtk on the date of
grant, and have terms not greater than ten yedirspfions granted under the 2000 Plan must betgcahefore May 1,
2010. As of September 30, 2008, 117,565 sharesawaitable for grant under the 2000 Plan.

On May 14, 2004, the Company adopted the Falcor&tftware, Inc., 2004 Outside Directors Stock Opfdan
(the “2004 Plan”). The 2004 Plan is administeredthmy Board of Directors and provides for the gragntdf options to
non-employee directors of the Company to purchast 800,000 shares of Company common stock. Eseqmiices of
the options must be equal to the fair market valudie common stock on the date of grant. Opticastgd have terms of
ten years. All options granted under the 2004 Riast be granted within three years of the adopifcthe 2004 Plan. As
of September 30, 2008, options to purchase 250s0@0es remain outstanding from the 2004 Plan anddaditional
options are available for grant under the 2004 Plan

On May 17, 2006, the Company adopted the FalconStdtware, Inc. 2006 Incentive Stock Plan (the ‘200
Plan™). The 2006 Plan was amended on May 8, 20@7Nay 8, 2008. The 2006 Plan is administered leyBbard of
Directors and provides for the grant of incentivel monqualified stock options, shares of restricttetk, and restricted
stock units to employees, officers, consultants asors of the Company. The number of sharesadea for grant or
issuance under the 2006 Plan, as amended, is deteras follows: If, on July®lof any calendar year in which the 2006
Plan is in effect, the number of shares of stockoawhich options restricted shares and restristedk units may be
granted is less than five percent (5%) of the nundfeoutstanding shares of stock, then the numbehares of stock
available for issuance under the 2006 Plan is aatioally increased so that the number equals famregnt (5%) of the
shares of stock outstanding. In no event shallnitni@ber of shares of stock subject to the 2006 Riahe aggregate
exceed twenty million shares, subject to adjustnasnprovided in the 2006 Plan. On July 1, 2008,t¢h& number of
outstanding shares of the Company’s common stdeletb 47,952,855. Pursuant to the 2006 Plan, asdede the total
shares available for issuance under the 2006 PBlas ihcreased by 2,368,287 shares to 2,397,648 lkaanilable for
issuance as of July 1, 2008. As of September 308,2P,169,093 shares were available for grant utite2006 Plan.
Exercise prices of the options must be equal tofaivemarket value of the common stock on the dditgrant. Options
granted have terms of not greater than ten yedrapfions, shares of restricted stock, and retdicstock units granted
under the 2006 Plan must be granted within tensyefithe adoption of the 2006 Plan.

On May 8, 2007, the Company adopted the Falcor&ifiware, Inc. 2007 Outside Directors Equity Congagion
Plan (the “2007 Plan”). The 2007 Plan was amendedlay 8, 2008. The 2007 Plan is administered byBbard of
Directors and provides for the issuance of up 1,300 shares of Company common stock upon thengesfioptions or
upon the grant of shares with such restrictiondetermined by the Board of Directors to the nondeyg®e directors of
the Company. Exercise prices of the options mustdpeal to the fair market value of the common stockthe date of
grant. Options granted have terms of ten years.eSha restricted stock have the terms and comdits®t by the Board of
Directors and are forfeitable until the terms of tirant have been satisfied. As of September 308,2085,000 shares
were available for grant under the 2007 Plan.

12



The following table summarizes stock option acyidtring 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 223,700 $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 $ 6,570,32
Options Exercisable at September 30, 2008 7,495,122 $5.94 4.87 $ 6,570,32

Stock option exercises are fulfilled with new stsaoé common stock. The total cash received framksbption
exercises for the three months ended Septembez0®® and 2007 was $11,170 and $1,690,427, resphctivhe total
cash received from stock option exercises for tine months ended September 30, 2008 and 2007 v@&890 and
$8,265,041, respectively. The total intrinsic vafiiestock options exercised during the three moatided September 30,
2008 and 2007 was $347 and $2,980,234 respectiVblytotal intrinsic value of stock options exeecigluring the nine
months ended September 30, 2008 and 2007 was $1720and $11,221,054, respectively.
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The Company recognized share-based compensati@msxfor awards issued under the Company’s eqlahsp
in the following line items in the condensed coidated statements of operations:

Three Months Ended Three Months Ended

September 30, September 30,
2008 2007
Cost of maintenance, software services and othvence $ 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
Nine Months Ended Nine Months Ended
September 30, September 30,
2008 2007
Cost of maintenance, software services and othvence $ 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 2006ing the three months ended June 30, 2008, timep@ny
began issuing restricted stock units. During 200@, Company granted 225,000 shares of restricieck 90 certain
officers and employees at an average fair valuespare at date of grant of $7.06 per share. Di2#@y, the Company
granted a total of 373,000 shares of restrictedksat various times to certain outside directofcers, employees and
non-employee consultants. The fair value of théricked stock award grants are being expensediatrethe fair value
per share at date of grant (outside director, efficand employees) or at the fair value per sharef @ach reporting
period (non-employee consultants) which range f87 to $15.30 per share. During the three and manths ended
September 30, 2008, the Company granted a to&0,600 and 520,500 shares of restricted stockentisely, at various
times to certain officers, employees and non-engdagonsultants. During the three and nine monttise&eptember 30,
2008, the Company granted 5,000 and 45,750 resirgtbck units, respectively, to employees. Theviaue per share of
the restricted stock award grants are being expeaseither the fair value per share at date ofitgfautside director,
officers and employees) or at the fair value parstas of each reporting period (non-employee dtamts) which range
from $5.36 to $9.29 per share.

During the first quarter of 2008, the Company issuestricted stock awards to certain executivestivg over
three-year vesting terms unless the Company fadeathieve certain performance targets for theykedr 2008. During
the first and second quarters of 2008, the Compauprded the related compensation costs associgithdthe
performance awards in accordance with SFAS No. RR3During the three-months ended September 308,20(
Company determined the performance criteria tonygrabable of achievement and accordingly reversedpensation
cost of approximately $606,000 previously recogriaéthin its condensed consolidated statement efafons.

As of September 30, 2008, an aggregate of 1,164ska@es of restricted stock/restricted stock unéd been

issued, of which, 274,325 had vested and 25,000bkat canceled. As of September 30, 2007, an agfgré&38,500
shares of restricted stock had been issued, ofwbig,000 had vested and none had been canceled.
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The following table summarizes restricted stockvitgtduring the nine months ended September 30820

Number of Restricted
Stock Awards / Units

Non-Vested at December 31, 2007 497,650
Granted 382,000
Vested (12,600)
Canceled -
Non-Vested at March 31, 2008 867,050
Granted 119,250
Vested (31,745)
Canceled -
Non-Vested at June 30, 2008 954,555
Granted 65,000
Vested (154,630)
Canceled -
Non-Vested at September 30, 2008 864,925

Restricted stock is fulfilled with new shares ofrwnon stock. The total intrinsic value of restrictgdck lapses
during the three months ended September 30, 20682807 was $1,073,221 and $655,380 respectivelg. fotal
intrinsic value of restricted stock lapses durihg hine months ended September 30, 2008 and 200%1y437,676 and
$655,380, respectively.

Options granted to officers, employees and directluring fiscal 2008, 2007 and 2006 have exerdigep equal
to the fair market value of the stock on the ddtgrant, a contractual term of ten years, and énggeriod generally of
three years. Based on each respective group®@aricat vesting experience and expected trendsestienated forfeiture
rate for officers, employees and directors, assdfl) was 11%, 24% and 9%, respectively. All ogtigranted through
December 31, 2005 had exercise prices equal ttathenarket value of the stock on the date of grartontractual term
of ten years, a vesting period of generally thre@ry and an estimated forfeiture rate ranging &8t 15%.

Options granted to non-employee consultants hagecise prices equal to the fair market value ofdioek on the
date of grant and a contractual term of ten yeRestricted stock awards granted to non-employesultamts have a
contractual term equal to the lapse of restricBpof each specific award. Vesting periods for baptions granted and
restricted stock awarded to non-employee consgltearige from one month to three years dependinthe@mespective
service requirements.

The Company estimates expected volatility basaudaoily on historical daily volatility of the Compgis stock and
other factors, if applicable. The risk-free inténege is based on the United States treasury yigtde in effect at the time
of grant. The expected option term is the numbeyeafrs that the Company estimates that optionsbeilbutstanding
prior to exercise. The expected term of the aweslsed after December 31, 2007 was determined hgs®adan estimate
of the expected term of “plain vanilla” options @®scribed in SEC Staff Accounting Bulletin (“SABNo. 110. The
expected term of the awards issued prior to JanLiaPP08, was determined using the “simplified rodthprescribed in
SAB No. 107.
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As of September 30, 2008, there was approximateByA.8,140, of total unrecognized compensation i@ated
to the Company’s unvested options and restrictadeshgranted under the Company’s stock plans.

(3) Segment Reporting

The Company is organized in a single operating segifor purposes of making operating decisionsassdssing
performance. Revenues from the United States ttomgss in the following geographical areas for tinee and nine
months ended September 30, 2008 and 2007, andotfation of long-lived assets as of September 3@82énd
December 31, 2007, are summarized as follows:

Three iMias Ended September 30, Nine Months Ended Séete30,

2008 2007 2008 2007
United States $11,007,120  $12,145,453 $39,032,9 $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
SeptemBe, December 31,
2008 2007
Long-lived assets:
United States $ 21,463,617 $ 18383,
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 Directaushorized the repurchase of up to two million ekaof the
Company’s outstanding common stock. On February2@)8, the Company’s Board of Directors increased th
authorization to repurchase the Company’s outstandommon stock from two million shares to fivelmit shares in the
aggregate. On July 22, 2008, the Company’s Boafdirgfctors increased the authorization to repurelihe Company’s
outstanding common stock from five million share®ight million shares in the aggregatée repurchases may be made
from time to time in open market transactions ithsamounts as determined at the discretion of tbmpany’'s
management. The terms of the stock repurchasebeviletermined by management based on market morsdit

During the three months ended September 30, 20@8Company repurchased 1,000,000 shares of itsnoom
stock in open market purchases for a total cost79872,946. During the nine months ended Septei®®eR008, the
Company repurchased 3,560,000 shares of its constamk in open market purchases for a total co$2&,721,355.
During the three and nine months ended Septemhe2@I¥, the Company repurchased 318,900 shards obimmon
stock in open market purchases for a total co$3¢273,660. As of September 30, 2008, the Compadyrépurchased a
total of 4,744,100 shares of its common stock aaggregate purchase price of $37,775,179, andhieaauthorization to
repurchase an additional 3,255,900 shares of itsvan stock.
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(5) Commitments and Contingencies

The Company has an operating lease covering ifgocate office facility that expires in February120 The
Company also has several operating leases relateffites in the United States and foreign coustriehe expiration
dates for these leases range from 2008 through. 20ELfollowing is a schedule of future minimumdegayments for all
operating leases as of September 30, 2008:

2008... . $ 597,408
2009, .. 2,209,104
20000 1,852,772
2000, 1,253,669
2002, 209,230

$6.122,183

The Company is subject to various legal proceedamgisclaims, asserted or unasserted, which arieiordinary
course of business. While the outcome of any sualtems cannot be predicted with certainty, suchtematare not
expected to have a material adverse effect on timep@ny’s financial condition or operating results.

On December 31, 2007, the Company entered intorapldyment Agreement (“Employment Agreement”) with
ReiJane Huai. Pursuant to the Employment AgreentleatCompany agreed to continue to employ Mr. FsaPresident
and Chief Executive Officer of the Company effeetidlanuary 1, 2008 through December 31, 2010, atahisalaries of
$310,000, $341,000 and $375,100 for calendar y2@@8, 2009 and 2010, respectively. The Employmegredment
also provides for the payment of annual bonusdgrtoHuai, in the form of shares of the Company’strieted stock,
based on the Company’s operating income (or “baargets” as defined in the Employment Agreememtyl, fr certain
other contingent benefits set forth in the EmplogmAgreement. Pursuant to the Employment Agreentbet,2008
annual bonus of restricted stock due to Mr. Huaildbe issued within seventy-five (75) days of grl of fiscal 2008,
assuming the bonus targets are achieved. Thectestrstock is subject to a three-year vesting gecmmmencing from
the date of grant. During the nine months Septen®lier2008, and in accordance SFAS No. 123(R), tmgany
recognized approximately $119,000 of share-basetpeasation expense, which was classified as ditighward within
the Company’s condensed consolidated balance shesesd upon the Company’s projected bonus awardadMr. Huai
for 2008.

(6) Income Taxes

The Company’s provision for income taxes consisisgrily of U.S., state and local and foreign takeamounts
necessary to align the Company’s year-to-date taxigion with the effective rate that the Compampexts to achieve
for the full year. The Company’'s 2008 annual effextax rate is estimated to be approximately 78%eld upon the
Company’s anticipated earnings both in the U.S.iarith foreign subsidiaries. The Company’s estedadannual effective
tax rate of 78% is primarily the result of the iexpact from certain non-deductible share-based emsgtion expenses
for income tax purposes expected to be incurrechwiloenpared with the forecasted full year pre-taoime. For the three
months ended September 30, 2008, the Company et@ud income tax expense of $463,995 as a resalh ofverall
decrease in the forecasted full year pre-tax incand the tax impact from certain non-deductiblereshmsed
compensation expenses for income tax purposes exptrbe incurred.

For the nine months ended September 30, 2008Cdhegpany recorded a provision for income taxes 841,522,
which consisted of U.S., state and local and fordaxes and included a discrete benefit associat#tddisqualifying
dispositions of incentive stock options of $47,78Wring the nine months ended September 30, 20@&7 Company
recorded an income tax benefit of $4,590,824, wicichsisted primarily of U.S. federal alternativenimum taxes and
foreign taxes necessary to align the Company’s tleam-to-date tax provision with the effective rétat the Company
had expected to achieve for the full year. The jsiom also included a discrete benefit of $4.5ionillrelated to a partial
reversal of the Company’s deferred income tax valnaallowance as the Company determined that sigooof its
deferred tax assets were now realizable on a “tilely than not” criterion under SFAS No. 109.

The Company'’s total unrecognized tax benefitsf&eptember 30, 2008 and December 31, 2007 wemr®épyately
$4.5 million and $4.4 million, respectively, whicifi,recognized, would affect the Company’s effeettax rate. As of
September 30, 2008, the Company had approximas&y0$0 of accrued interest and penalties.
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(7) Fair Value Measurements

The Company adopted the provisions of SFAS No. H#s7amended by FSP FAS 157-1 and FSP FAS 157-2, on
January 1, 2008. Pursuant to the provisions of FBB 157-2, the Company will not apply the provisoof SFAS
No. 157 until January 1, 2009 for nonfinancial éss@d liabilities.

Fair Value Hierarchy

SFAS No. 157 specifies a hierarchy of valuatioohtéques based upon whether the inputs to thosaatiah
techniques reflect assumptions other market ppaits would use based upon market data obtained iffdependent
sources (observable inputs) or reflect the Commanyin assumptions of market participant valuationopservable
inputs). In accordance with SFAS No. 157, thesettypes of inputs have created the following failueshierarchy:

* Level 1- Quoted prices in active markets that are ungetjluand accessible at the measurement date for
identical, unrestricted assets or liabilities. Thavel 1 category includes money market funds toga14.5
million, which are included within cash and castuieglents and marketable securities in the condknse
consolidated balance sheets.

» Level 2 —Quoted prices for identical assets and liabilifiesnarkets that are not active, quoted prices for
similar assets and liabilities in active markets fimancial instruments for which significant inputse
observable, either directly or indirectly. The Lbw& category includes commercial paper totaling .613
million, and government securities and corporatedsaotaling $12.7 million, which are included viitttash
and cash equivalents and marketable securitig®indndensed consolidated balance sheets.

* Level 3 — Prices or valuations that require inghts are both significant to the fair value meameet and
unobservable. The Level 3 category includes $ill®mof auction rate securities, which are inabadwithin
long-term marketable securities in the condensedaaated balance sheets.

SFAS No. 157 requires the use of observable malitat if such data is available without undue eost effort.

Measurement of Fair Value

The Company measures fair value as an exit psagguhe procedures described below for all assadsliabilities
measured at fair value. When available, the Compe®g unadjusted quoted market prices to measurgalae and
classifies such items within Level 1. If quoted k&rprices are not available, fair value is baspdnufinancial models
that use, where possible, current market-basedndependently-sourced market parameters such aseshteates
and currency rates. Items valued using financialeggted models are classified according to the $ovwesel input or
value driver that is significant to the valuatidius, an item may be classified in Level 3 evemgfiothere may be inputs
that are readily observable. If quoted market grigee not available, the valuation model used gdigedtepends on the
specific asset or liability being valued. The detieration of fair value considers various factorsliiding interest rate
yield curves and time value underlying the finahtiatruments.

As of September 30, 2008, the Company held cedasets that are required to be measured at thie \an a
recurring basis. Included within the Company’s nesable securities portfolio are investments in ianctate securities,
which are classified as available-for-sale se@siand are reflected at fair value. However, duseetent events in the
U.S. credit markets, the auction events for thesarities held by the Company failed commencinthanfirst quarter of
2008, and continued to fail throughout the nine therended September 30, 2008. Therefore, the #hires of these
securities are estimated utilizing a discountedh dsv analysis and other type of valuation modeloh September 30,
2008. These analyses consider, among other itbmgollateral underlying the security, the creditivimess of the issuer,
the timing of the expected future cash flows, idahg the final maturity, and an assumption of wiiea next time the
security is expected to have a successful auciibese securities were also compared, when postibither observable
and relevant market data, which is limited at thige.

As of September 30, 2008, the Company recordedummealized loss of $172,000 to accumulated other
comprehensive loss as a result of the declinekéanfdir value of auction rate securities. The awrctiate securities at
September 30, 2008, totaled $1,500,000 (at paeyaand are collateralized by student loan podfglivhich are almost
fully guaranteed by the United States governmeataBse there is no assurance that auctions far geesrities will be
successful in the near term, as of September 318,281,328,000 of the auction rate securities Egsified as long-term
investments. Any future fluctuation in the fair walrelated to these securities that the Companysi¢ée be temporary,
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including any recoveries of previous write-downswid be recorded to accumulated other comprehelts$ge net of tax.
If at any time in the future the Company determitiest a valuation adjustment is other-than-temporiamwill 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 asdetsdre measured at fair value on a recurring lzsBeptember
30, 2008 consistent with the fair value hierarchgvisions of SFAS No. 157:

Fair Value Measurements at Reporting Date Using

Quoted Prices ir Significant
Active Markets for  Significant other  Unobservable
Identical Assets Inputs Inputs
(Level 1) (Level 2) (Level 3)
Cash equivalents:
Money market funds $ 14,464,917 $ 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 vi $ 42,107,08 $ 14,464,91 $ 26,314,17 $ 1,328,001

Based on market conditions, the Company changedaitsation methodology for auction rate securittesa
discounted cash flow analysis and other type ofiatedn model during the first quarter of 2008. Aatogly, these
securities changed from Level 1 to Level 3 withiRAS No. 157’'s hierarchy since the Company’s iniaaloption of
SFAS No. 157 on January 1, 2008. The following ¢aptesents the Company’s assets measured at fag va a
recurring basis using significant unobservable isgluevel 3) as defined in SFAS No. 157 at Septer8be2008:

Fair Value Measurements Using Significant Unobsendale Inputs

(Level 3)

Auction Rate Securities

Balance at December 31, 2007 $ -

Transfers to Level 3 1,500,000

Total unrealized losses in accumulated other

comprehensive loss (172,000)
$ 1,328,00!

Balance at September 30, 2!

The Company also uses fair value measurementsufsindss acquisitions and impairment testing of itdegand
intangible assets. However, the application of SB0. 157 to fair value measurements of tangibtkiatangible assets

has been postponed in accordance with FSP 157-2.
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(8) Acquisitions

On July 1, 2008, the Company acquired certain assetVorld Venture Limited (“World Venture”), a mwebrk
storage software business based in Hong Kong, aggnegate purchase price of $1.7 million befoamdaction and
closing costs. The Company has accounted for theisiion under the purchase method of accountimd) the assets
acquired have been included in our consolidatednfifal statements at fair value, including acquirgdngible assets
with estimated useful lives between three and figars. The excess of the purchase price over thedle of the net
assets acquired was classified as goodwill on tiragany’s condensed consolidated balance sheets.

The following table summarizes the allocation of fiurchase price of World Venture. The Companyuisently
obtaining a third-party valuation of certain acediintangible assets and therefore the allocatidovbis preliminary and
estimated and is subject to change once the thliry-paluation is completed.

Value at
July 1, 2008
Purchase price, including transaction costs N>K0700]
Net assets acquired 23,000
Intellectual property (estimated useful lifeyegars) 846,000
Customer contracts (estimated useful life, Fg)ea 846,000
Goodwill, including transaction costs (indefiniiteed) $1,000

The results of operations for World Venture hagerbincluded in our condensed consolidated finhstagements
commencing in the third quarter of 2008. The resoftoperations for periods prior to the acquisitieere not material to
the Company's condensed consolidated financiakmstants and, accordingly, pro forma information na$ been
presented.
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Item 2. Management’s Discussion andhalysis of Financial Condition and Results of Opertions

The following Management’'s Discussion and AnalyisFinancial Condition and Results of Operationsntzins
“forward-looking statements” within the meaning $ection 27A of the Securities Act of 1933 and &=@ILE of the
Securities Exchange Act of 1934. These forwarltitap statements can be identified by the use dligtige, future-
tense or forward-looking terminology, such as “keks,” “anticipates,” “expects,” “estimates,” “plas,” “may,”
“intends,” “will,” or similar terms. Investors arecautioned that any forward-looking statements @ao¢ guarantees of
future performance and involve significant risksdamncertainties, and that actual results may diffieaterially from
those projected in the forward-looking statements following discussion should be read togethéh tie consolidated
financial statements and notes to those finandatkesments included elsewhere in this report.

" ow " ow n o«

OVERVIEW

Our revenues for the third quarter of 2008 weraificantly below our expectations. Revenues insegonly
marginally from the third quarter of 2007, and wkeneer than the second quarter of 2008.

We attribute the shortfall in earnings to two prignéactors: The economic crisis in the United &sadnd a product
transition by our largest OEM.

Most of our sales of software licenses occur towatte end of each quarter. As the end of the thirdrter
approached, the economic difficulties in the USnexoy accelerated rapidly. As the crisis deepeostkrs that we had
been expecting failed to come in. Given the caitig economic conditions, we cannot say with canfitk when these
expected orders might be placed.

Compounding the damage done by the economy, ogedtOEM customer announced a product transitioimglu
the second quarter of 2008, and did not introdheenew product — which continues to integrate outusll Tape Library
software — until September 2008. As expected,mese from our second largest OEM, Sun Microsysteiss, declined
from the second to the third quarters. Sun’s figear end coincides with the end of our secondtgua Both this year
and last year our revenues from Sun decreasedtfreimfourth (our second) to their first (our thirguarters.

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

Revenues for the third quarter of 2008 increased®%i9.6 million compared with revenues of $18i8ion in
the third quarter of 2007. Overall, our total rewes from OEMs increased 2% over the third quarte2087. Total
revenues from our resellers increased 8% compaitbdive same period last year.

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

The lower than expected revenues caused us toahéngs for the quarter. Our net loss for the guanias $1.6
million, compared with net income of $6.3 million the third quarter of 2007. This net loss inclu@&s6 million of
share-based compensation expense related to SFAS2R(R). Income taxes also affected the resnltbé comparable
quarters. For the third quarter of 2008, we hadine tax expense of $0.5 million, compared withnaome tax benefit
of $4.5 million in the third quarter of 2007.

Despite our revenue shortfall, cash flows from afiens in the third quarter of 2008 continued tapbsitive. We
continue to believe that our ability to fund ourrogrowth internally bodes well for our long-ternceass.

Deferred revenue at September 30, 2008 increa%j ¢ompared with the balance at September 30,.20@7
consider the continued growth of our deferred reess an important indicator of the success opoanucts. We believe
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that support and maintenance renewals, which campiie majority of our deferred revenue, indicatéestaction with our
products and our support organization from our esets.

Operating expenses increased by $3.5 million, d¥,26ompared with the third quarter of 2007. Opemati
expenses include $1.6 million in share-based cosgiEm expense for the third quarter of 2008, a2d $nillion in
share-based compensation expense for the thirdequar2007. We will continue to monitor expensasetully, but we
do not manage the Company on a quarter to quaatEs land we will continue to invest in the longniesuccess of the
Company.

Our gross margins decreased to 82% for the thiattgu of 2008 from 84% for the third quarter of 200 he
major contributors to the decline in gross margiese hardware expense and compensation expense.

At September 30, 2008, we had 506 employees comhpeith 402 employees at September 30, 2007. Whde w
will be prudent, we plan to continue adding reskeancd development and sales and support persdrotbljn the United
States and worldwide, as necessary. We also plaortinue investing in infrastructure, includingtihequipment and

property.

We continue to monitor our management structugetermine whether changes or additional resourdebeip to
continue or to accelerate the positive momentum.

We continue to operate the business with the gbling-term growth. We believe that our ability ¢ontinue to
refine our existing products and features and tooduce new products and features will be the pyrdriver of
additional growth among existing resellers, OEMsl amd users, and will drive our strategy to attemapiengage
additional OEM partners and to expand the Falcan@taduct 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 September088, idcreased 6% to $19.6 million compared with.$18
million for the three months ended September 3072@ur operating expenses increased 20% from $iflibn for the
three months ended September 30, 2007 to $21.mibr the three months ended September 30, 200Rided in our
operating expenses for the three months ended r8bpte30, 2008 and 2007 was $1.6 million and $2.liomj
respectively, of share-based compensation expenaeciordance with SFAS No. 123(R). Net loss forttiree months
ended September 30, 2008 was $1.6 million compaiéid net income of $6.3 million for the three mositended
September 30, 2007. Included in our net loss ferttinee months ended September 30, 2008 was aménax expense
of $0.5 million and included in our net income fhe three months ended September 30, 2007 wasaméntax benefit
of $4.5 million. The difficult economic conditiorat the end of the third quarter of 2008, specificed North America,
resulted in our revenue increasing by only 6% caegbavith the same period in 2007. Our overall ghointrevenues was
due to increases in our maintenance revenues tfysdecreases in our software services and othemues while our
software license revenues remained flat, when coadpwith the same period in 2007. Because of oul-egtablished
installed customer base and growing number of swéicenses sold, our revenue from maintenanaeaggnts were not
significantly impacted as compared with our sofevdicense revenues as a result of the downturmfiormation
technology spending experienced late in the thirdriggr of 2008. Gross software revenue contributiom our OEM
partners decreased in absolute dollars for the thmenths ended September 30, 2008 as comparetheigame period in
2007. Gross software revenues from resellers,illigors and direct end-users increased in bothlatesdollars and as a
percentage of total revenue for the three montle@iSeptember 30, 2008 as compared with the sarizal pe 2007.
Expenses increased in all aspects of our businessgpiport our continued growth. In support of comtihued growth and
expansion both domestically and internationally, imereased our worldwide headcount to 506 employe®sof
September 30, 2008, as compared with 402 emplased September 30, 2007. Finally, we continuente@st in our
infrastructure by increasing our capital expeneisuparticularly with purchases of equipment forpgrp 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 51938
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 softwarenses sold through our OEMSs, value-added resedead
distributors to end-users and, to a lesser extirgctly to end users. These revenues are recegnibhen, among other
requirements, we receive a customer purchase ander royalty report summarizing software license&l sand the
software and permanent key codes are deliverebet@ustomer. We sometimes receive nonrefundabhgtyogdvances
and engineering fees from some of our OEM partriEnese arrangements are evidenced by a signedmerstmntract,
and the revenue is recognized when the softwardugtanaster is delivered and accepted, and theeadng services, if
any, have been performed.

Software license revenue was $12.3 million forttimee months ended September 30, 2008 as compafd® 12
million for the three months ended September 30,72&Goftware license revenue represented 63% ofodair revenues
for the three months ended September 30, 2008 &% d our total revenues for the same period in72@uring the
third quarter of 2008, the difficult economic catimiis and the resulting downturn in informationhieslogy spending
negatively impacted our software license revenudchvresulted in these revenues remaining flat wt@npared to the
same period in 2007. Overall, during the three mm®eihded September 30, 2008, gross software licemsaue from our
OEM partners decreased 18%, while gross softweeadie revenues form our direct end-users and eesélicreased 7%
when compared to the same period in 2007. We expedoftware license revenue to continue to groWuiure periods.

Maintenance revenue

Maintenance revenue is comprised of software madmtee and technical support services. Revenuegedeiiom
maintenance and technical support contracts arrréef and recognized ratably over the contractuht@nance term.
Maintenance revenues increased 30% from $4.8 mifbo the three months ended September 30, 20$8.®million for
the three months ended September 30, 2008.

The major factor behind the increase in maintenaseenue was an increase in the number of maintenand
technical support contracts we sold. As we areusiness longer, and as we license more softwanewocustomers and
grow our installed customer base, we expect theuaimaf maintenance and technical support contraethiave to grow
as well. We expect our maintenance revenue to ramtto increase primarily because (i) the majootyour new
customers purchase maintenance and support cantiad (i) the majority of our growing existing stomer base
renewed their maintenance and support contras tafir initial contracts expired.
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Software services and other revenue

Software services and other revenues are compoisgbfessional services primarily related to timplementation
of our software, engineering services, and saleoofputer hardware. Professional services revesoecbgnized in the
period that the related services are performed.eRa&v from engineering services is primarily relatecdcustomizing
software product masters for some of our OEM pastriRevenue from engineering services is recogriizéue period in
which the services are completed. During the timeaths ended September 30, 2008 and 2007, we &ashtitions in
which we purchased hardware and bundled this haedwith our software and sold this bundled solut@our customer
base. A portion of the contractual fees is recagphias revenue when the hardware or software igedeti to the customer
based on the relative fair value of the deliveriednent(s). Software services and other revenuesdeed 25% from $1.5
million for the three months ended September 30726 $1.2 million for the three months ended Sepier 30, 2008.

The decrease in software services and other rewenseprimarily due to a decrease in our professiseevices
sales, which declined from $1.0 million for thegbrmonths ended September 30, 2007 to $0.6 mikiorithe same
period in 2008. The hardware revenue remained stamgiat $0.6 million for the three months endept@aber 30, 2008
and 2007, respectively. This decrease in profeasis@rvices revenue was related to (i) a decreasefiware license
contracts sold during the quarter, (ii) a decréagbe number of our software license customers @lkoted to purchase
professional services, and/or (iii) the number mff@ssional services contracts that were compléteithg the quarter. We
expect professional services revenues to vary fjoarter to quarter based upon the number of customko elect to
utilize our professional services upon purchasing sbftware licenses. The hardware revenue wily ¥eom quarter to

quarter based upon the number of customers who twistave us bundle hardware with our software foe oomplete
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 othaxmae

Cost of maintenance, software services and otheentees consists primarily of personnel and othestsco
associated with providing software implementatidashnical support under maintenance contractgjrigg amortization
of purchased and capitalized software and sharedbesmpensation expense associated with SFAS Ni§R).2Cost of
maintenance, software services and other reverilsesreludes the cost of hardware purchased thatresold.Cost of
maintenance, software services and other reveruebéd three months ended September 30, 2008 sexiday 20% to
$3.5 million compared with $2.9 million for the sarperiod in 2007. The increase in cost of mainteeasoftware
services and other revenue was primarily due tdrtbeease in personnel and related costs. As dt refsaur increased
sales from maintenance and support contracts, wéince to hire additional employees to provide técal support
services. Our cost of maintenance, software sesvacel other revenue will continue to grow in absoldollars as our
revenues from these services also increase.

Gross profit increased $0.5 million from $15.6 roil for the three months ended September 30, 20(#16.2
million for the three months ended September 3082@Gross margins decreased from 84% for the time®ths ended
September 30, 2007 to 82% for the three monthsdeBeptember 30, 2008. Even though we had a shgheéase in our
gross profit, our gross margins decreased. Gegemll gross margins may fluctuate based on sefactdrs, including
(i) revenue growth levels, (i) timing of changespersonnel headcount and related costs, (iiinagurof product offerings
and services, and (iv) costs related to the procent of hardware for our bundled solutions.
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Share-based compensation expense included in thte ofomaintenance, software services and othernteve
remained consistent at $0.3 million for both thee¢hmonths ended September 30, 2008 and 2007 cteghe Share-
based compensation expense was equal to 2% ofuevyenboth the three months ended September 3B 20d 2007,
respectively.

Software Development Costs

Software development costs consist primarily ofspanel costs for product development personnetesbased
compensation expense associated with SFAS No. }28(H other related costs associated with thelderent of new
products, enhancements to existing products, guadisurance and testing. Software developmens costased 11% to
$6.2 million for the three months ended Septemi@er2®08 from $5.6 million in the same period in 200he major
contributing factors to the increase in softwareeligpoment costs were higher salary and personlsérecosts as a result
of increased headcount to enhance and test our retweork storage software product and the developroé new
innovative features and options. Share-based cosagien expense included in software developmertsabecreased in
absolute dollars to $0.6 million from $0.8 millidor both the three months ended September 30, 20@82007,
respectively. Share-based compensation expensedattlin software development costs was equal toaBé 4% of
revenue for both the three months ended Septenthe0®8 and 2007, respectively. We intend to caometirecruiting and
hiring product development personnel to supportsofiware development process.

Selling and Marketing

Selling and marketing expenses consist primarilgalés and marketing personnel and related cdsse-based
compensation expense associated with SFAS No. )23(®&vel, public relations expense, marketingréitare and
promotions, commissions, trade show expenses, lamdcasts associated with our foreign sales offi&sdling and
marketing expenses increased 31% to $9.2 milliortHfe three months ended September 30, 2008 frafhriiflion for
the same period in 2007. The increase in sellind marketing expenses was primarily due to (i) higkalary and
personnel related costs as a result of increaded aad marketing headcount and (ii) higher adsiegiand marketing
related expenses as a result of trade and indsistrys, new product offerings/enhancements and medupt branding
and related advertising and marketing of suchaiites. Share-based compensation expense includsdlling and
marketing decreased in absolute dollars to $0.8omifrom $0.8 million for both the three monthsded September 30,
2008 and 2007, respectively. Share-based compensatpense included in selling and marketing exgemgas equal to
3% and 4% of revenue for both the three months cr@kptember 30, 2008 and 2007, respectively. Iitiaddwe
continued to hire new sales and sales support peesand to expand our worldwide presence to accmtate our
anticipated revenue growth. We anticipate that ascentinue to grow sales, our sales and marketipgreses will
continue to increase in support of such sales drowt

General and Administrative

General and administrative expenses consist piiynafipersonnel costs of general and administrativestions,
share-based compensation expense associated vifh IS6. 123(R), public company related costs, doexand officers
insurance, legal and professional fees, and otbeergl corporate overhead costs. General and &drative expenses
increased 8% to $2.1 million for the three monthdeal September 30, 2008 from $1.9 million for thee period in
2007. Increased compensation and personnel retaistd as a result of increased headcount to suppomgeneral and
administrative needs was offset by decreases ifegsibnal fees and various administrative expedsesg the three
months ended September 30, 2008 as compared vdtisdme period in 2007. Share-based compensatioensxp
included in general and administrative expensesedsed in absolute dollars to $0.1 million from3$fillion for the
three months ended September 30, 2008 and Septe3Bhe2007, respectively. Share-based compensatipense
included in general and administrative expensesegasi to 1% of revenue for both the three monttted September
30, 2008 and 2007, respectively. Additionally,cas revenue and number of employees increase, \vmnmalb general
corporate overhead costs have generally increasdra likely to continue to increase.

Interest and Other Income

We invest our cash primarily in money market fundsmmercial paper, government securities and catpor
bonds. As of September 30, 2008, our cash, casivatgots and marketable securities totaled $48l0omicompared
with $62.9 million as of December 31, 2007. Intérsd other income decreased to $0.3 million fer ttiree months
ended September 30, 2008 compared with $0.7 mifborthe three months ended September 30, 2007 débeease in
interest income was primarily related to (i) a @&ase in our cash, cash equivalents and market@tleities balances as a
result of our repurchase of 3,560,000 shares ofcomtmon stock at a total cost of $28.7 million dgrk008, and (ii)
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sharp decline in interest rates on average cash, eguivalents and marketable securities balaneested as a result of
the U.S. banking liquidity crisis encountered dgrihe three months ended September 30, 2008 asacedhpith the
same period in 2007.

Income Taxes

Our provision for income taxes consists primaofyJ.S., state, local and foreign taxes in amouetsessary to align
our year-to-date tax provision with the effectiaterthat we expect to achieve for the full year.the three months ended
September 30, 2008, our provision for income taxas $0.5 million. For the three months ended Selpée 30, 2007,
we recorded an income tax benefit was $4.5 milliwhich consisted of U.S. and foreign taxes in an®umecessary to
align our then year-to-date tax provision with #ffective rate that we had expected to achievéherfull year 2007. The
income tax benefit recorded during the three moattded September 30, 2007, included a discretdibeh$4.5 million
related to a partial reversal of our deferred inedax valuation allowance. Prior to the three memthded September 30,
2007, we had recorded a valuation allowance ty fserve our net deferred tax assets based oassessment that the
realization of the net deferred tax assets didmedt the “more likely than not” criterion under S&MNo. 109. During the
three months ended September 30, 2007, we detatnti# based upon a number of factors, including then
cumulative taxable income over the prior twelvertgra and expected profitability in future yeaigt certain of our
deferred tax assets were “more likely than notlizable through future earnings. Accordingly, asSefptember 30, 2007
we reversed a portion of our deferred income tdwaten allowance.

As of January 1, 2008, we had approximately $5.liamiof federal net operating loss carryforwardsitable to
offset future taxable income and have utilized agpnately $2.4 million through September 30, 200®ese net
operating loss carryforwards relate to excess cosgi®n deductions from exercises of stock optiamd the resulting
benefits will be credited to additional-paid-in-@gapwhen realized. As of September 30, 2008 andeler 31, 2007,
our deferred tax asset, net of a valuation allowamas $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 88 P@reased 21% to $63.6 million compared with.652
million for the nine months ended September 30,72@ur operating expenses increased 20% from $&illidn for the
nine months ended September 30, 2007 to $62.5omilbr the nine months ended September 30, 20@81ded in our
operating expenses for the nine months ended SbpteB0, 2008 and 2007 was $6.6 million and $6.2ianil
respectively, of share-based compensation expersecordance with SFAS No. 123(R). Net income lierrine months
ended September 30, 2008 and 2007 was $0.6 mélain$7.1 million, respectively. Included in our maome for the
nine months ended September 30, 2008 and 2007amimeome tax expense of $1.8 million and an inctamebenefit of
$4.6 million, respectively. Our 21% revenue gro¥ghthe nine months ended September 30, 2008 aparauh with the
same period in 2007 was due to growth in both oftiare license revenue and maintenance revenimss.gfowth in
revenues were primarily driven by increases ind@mand for our network storage solution softwaiig,nfaintenance
revenue from new and existing customers and @i¢sto our resellers, direct end-users and OENheww. However,
during the third quarter of 2008, our revenue ghloslowed, particularly software license revenuesaaesult of the
difficult economic conditions encountered, speailic in North America, when compared with the sgmeeiod in 2007.
Revenue contribution from our OEM partners incrdaseabsolute dollars for the nine months endede®eiper 30, 2008
as compared with the same period in 2007. Reveruma fesellers, distributors and direct end-usecsemsed in both
absolute dollars and as a percentage of total tevéar the nine months ended September 30, 20@8rapared with the
same period in 2007. Expenses increased in alctspéour business to support our continued groimtisupport of our
continued growth and expansion both domestically iernationally, we increased our worldwide headt to 506
employees as of September 30, 2008, as comparkdlO&t employees as of September 30, 2007. Finadlycontinue to
invest in our infrastructure by increasing our talpéxpenditures particularly with purchases ofipment 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 94333
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 $34l@&mfor the nine months ended September 30, 200§42.6
million for the nine months ended September 3082@bftware license revenue represented 67% ofatak revenues
for the nine months ended September 30, 2008 a#d@ur total revenues for the same period in 2@G7a result of
broader market acceptance of our software appicatinew product offerings and increased demanadormproducts
from our expanding base of customers, we continaezkperience increased software license revetimsever, during
the third quarter of 2008, as a result of the dififi economic conditions encountered, specificadliorth America, our
software license revenue growth slowed when contbasith the same period in 2007. Overall, during tiree months
ended September 30, 2008, gross software licensmue from our OEM partners decreased 4%, whilesgsoftware
license revenues from our direct end-users andleeséncreased 36% when compared to the samecperi@007. We
expect our software license revenue to continugrdav in future periods.

Maintenance revenue

Maintenance revenues increased 23% from $13.6omiftor the nine months ended September 30, 20&16c8
million for the nine months ended September 30820Me major factor behind the increase in mainteaaevenue was
an increase in the number of maintenance and teahsupport contracts we sold. As we are in busit@sger, and as we
license more software to new customers and growrstizlled customer base, we expect the amountaritenance and
technical support contracts we have to grow as. Wl expect our maintenance revenue to continirectease primarily
because (i) the majority of our new customers pasehmaintenance and support contracts, and (iinggerity of our
growing existing customer base renewed their maawtee and support contracts after their initiati@ans expired.

Software services and other revenue

During the nine months ended September 30, 2002@6d, we had transactions in which we purchasedwWsae
and bundled this hardware with our software andl $bis bundled solution to our customer base. Atiporof the
contractual fees is recognized as revenue whehatdwvare or software is delivered to the custonased on the relative
fair value of the delivered element(s). Softwarevises and other revenue decreased 3% from $4I1®mfbr the nine
months ended September 30, 2007 to $4.2 milliothilemine months ended September 30, 2008.

The decrease in software services and other revemsgeprimarily due to a decrease in our bundledisare
solutions we sold, which decreased from $2.6 nmilfior the nine months ended September 30, 2002 # illion for
the same period in 2008. The hardware revenuesaml from period to period based upon the numlbeustomers who
wish to have us bundle hardware with our softwareohe complete solution. The decrease in the henelwevenues was
offset by growth in our professional service salesich increased from $1.7 million for the nine rlthended September
30, 2007 to $1.8 million for the nine months en&egtember 30, 2008. The increase in professionatss revenue was
related to the increase in our software licenséoousrs who elected to purchase professional serénd/or the number
of professional services contracts that were coraglduring the nine months ended September 30, 288@®mpared to
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the same period in 2007. We expect professionalcgs revenues to vary from quarter to quarter dag®mn the number
of customers who elect to utilize our professiagelices upon purchasing our software licenses.

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 othaxmae

Cost of maintenance, software services and otiventess for the nine months ended September 30, iB06ased
by 27% to $10.4 million compared with $8.1 millifor the same period in 2007. The increase in cbstantenance,
software services and other revenue was primarily t the increase in (i) personnel and relatedscasd (ii) the
increased hardware costs associated with the t&mss in which we bundled purchased hardware withsoftware and
sold the bundled solution, resulting in increaseddtvare costs for the nine months ended Septembef(@8 as
compared with the same period in 2007. As a resfuliur increased sales from maintenance and sugpottacts, we
continue to hire additional employees to providehtecal support services. Our cost of maintenasoéware services
and other revenue will continue to grow in absotid#ars as our revenues from these services atsease.

Gross profit increased $8.8 million from $44.5 raoill for the nine months ended September 30, 200583
million for the nine months ended September 30,82@ross margins decreased from 85% for the ninetmsoended
September 30, 2007 to 84% for the nine months eSaptember 30, 2008. Even though our gross prafieased due to
our continued revenue growth, our gross marginsedsed. Generally, our gross margins may fluctbaged on several
factors, including (i) revenue growth levels, (ifhing of changes in personnel headcount and ieleasts, (iii) our mix of
product offerings and services, and (iv) coststeeldo the procurement of hardware for our bundieldtions. Share-
based compensation expense included in the costaiftenance, software services and other reventreased in
absolute dollars to $1.0 million for the nine man#nded September 30, 2008, from $0.8 million ier same period in
2007. Share-based compensation expense was edl 6 revenue for both the nine months ended &#pe 30, 2008
and 2007, respectively.

Software Development Costs

Software development costs increased 11% to $18libmfor the nine months ended September 30, 2068
$16.5 million in the same period in 2007. The majontributing factors to the increase in softwaeselopment costs
were higher salary and personnel related costsrasudt of increased headcount to enhance andtestore network
storage software product and the development ofineavative features and options. Share-based cosagien expense
included in software development costs decreasedsolute dollars to $2.3 million from $2.5 millidor both the nine
months ended September 30, 2008 and 2007, resglgctbhare-based compensation expense includedfiwase
development costs was equal to 4% and 5% of revéardeoth the nine months ended September 30, 20@©82007,
respectively. We intend to continue recruiting amdng product development personnel to support software
development process.

Selling and Marketing

Selling and marketing expenses increased 29% to7$2ilion for the nine months ended September ZI8
from $21.4 million for the same period in 2007. Tiherease in selling and marketing expenses wasapily due to (i)
higher salary and personnel related costs as & tésncreased sales and marketing headcount igrdigher advertising
and marketing related expenses as a result of madeindustry shows, new product offerings/enhamecesnand new
product branding and related advertising and mengetf such initiatives. Share-based compensatipeese included in
selling and marketing increased in absolute doltar§$2.6 million from $2.2 million for both the renmonths ended
September 30, 2008 and 2007, respectively. Shaedbaompensation expense included in selling antdketiag
expenses was equal to 4% for both the nine monttede September 30, 2008 and 2007, respectivelgddiition, we
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continued to hire new sales and sales support peesand to expand our worldwide presence to accmate our
anticipated revenue growth. We anticipate that ascentinue to grow sales, our sales and marketipgreses will
continue to increase in support of such sales drowt

General and Administrative

General and administrative expenses increased 586.fomillion for the nine months ended Septemi8sr2®08
from $5.8 million for the same period in 2007. kased compensation and personnel related costeasliof increased
headcount to support our general and administrateeds was offset by decreases in professional dedsvarious
administrative expenses during the nine months éi®kptember 30, 2008 as compared with the samedpiri2007.
Share-based compensation expense included in gemet@administrative expenses decreased in absodlit@rs to $0.6
million from $0.8 million for both the nine monttended September 30, 2008 and 2007, respectivebreStased
compensation expense included in general and ashngitive expenses was equal to 1% of revenue ftr thee nine
months ended September 30, 2008 and 2007, resplgctiAdditionally, as our revenue and number ofplyees
increase, our overall general corporate overheats ¢d@mve generally increased and are likely toigoetto increase.

Interest and Other Income

We invest our cash primarily in money market fundsmmercial paper, government securities and catpor
bonds. As of September 30, 2008, our cash, casivateots and marketable securities totaled $48lGomicompared
with $62.9 million as of December 31, 2007. Intérasd other income decreased to $1.2 million fer tine months
ended September 30, 2008 compared with $1.8 mifborihe nine months ended September 30, 2007.dEkeease in
interest income was primarily related to (i) a @&ase in our cash, cash equivalents and market@tleities balances as a
result of our repurchase of 3,560,000 shares ofcomtmon stock at a total cost of $28.7 million dgr2008, and (ii)
lower interest rates on average cash balance swehiring the nine months ended September 30, 208&cularly
during the third quarter of 2008, as a result & thS. banking liquidity crisis encountered, as parad with the same
period in 2007.

Income Taxes

Our provision for income taxes consists primaofyJ.S., state, local and foreign taxes in amouetsessary to align
our year-to-date tax provision with the effectiaterthat we expect to achieve for the full year.the nine months ended
September 30, 2008, our provision for income taxas $1.8 million. For the nine months ended Sepe&r30, 2007 the
provision for income taxes included a discrete fiené $4.5 million related to a partial reversdl aur deferred income
tax valuation allowance. Prior to the three morghded September 30, 2007, we had recorded a \@aluatowance to
fully reserve our net deferred tax assets baseauomssessment that the realization of the netmdefdéax assets did not
meet the “more likely than not” criterion under SENo. 109. As of September 30, 2007, we determihatbased upon
a number of factors, including our then cumulatie&able income over the prior twelve quarters axgected
profitability in future years, that certain of odeferred tax assets were “more likely than notlizaale through future
earnings. Accordingly, as of September 30, 200Tenversed a portion of our deferred income tax \tanaallowance.

As of January 1, 2008, we had approximately $5.liamiof federal net operating loss carryforwardsitable to
offset future taxable income and have utilized agpnately $2.4 million through September 30, 200®ese net
operating loss carryforwards relate to excess cosgi®n deductions from exercises of stock optiamd the resulting
benefits will be credited to additional-paid-in-@gapwhen realized. As of September 30, 2008 andeler 31, 2007,
our deferred tax asset, net of a valuation allowamas $9.7 million and $9.8 million, respectively.

Critical Accounting Policies and Estimates

Our critical accounting policies and estimates #mese related to revenue recognition, accountgivable
allowances, deferred income taxes and accountinghfare-based compensation expense.

Revenue Recognition We recognize revenue in accordance with the piaws of Statement of Position 97-2,
Software Revenue Recogniti@s amended. Software license revenue is reaedjmialy when pervasive evidence of an
arrangement exists and the fee is fixed and detafsié, among other criteria. An arrangement idendéed by a signed
customer contract for nonrefundable royalty advaneeeived from OEMs or a customer purchase order myalty
report summarizing software licenses sold for eaaftware license resold by an OEM, distributor @uson provider to
an end user. The software license fees are fixddlaterminable as our standard payment terms famge30 to 90 days,
depending on regional billing practices, and weehaet provided any of our customers extended payteems. When a
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customer licenses software together with the pweltd maintenance, we allocate a portion of thedemaintenance for
its fair value based on the contractual maintenaecewal rate.

Accounts ReceivableWe review accounts receivable to determine whindsaare doubtful of collection. In making
the determination of the appropriate allowance uncollectible accounts and returns, we considehijorical return
rates, (ii) specific past due accounts, (iii) aseyof our accounts receivable aging, (iv) custopeyment terms, (v)
historical collections, write-offs and returns,)(ehanges in customer demand and relationships(\aificdconcentrations
of credit risk and customer creditworthiness. Histly, we have experienced a somewhat consiséeet of write-offs
and returns as a percentage of revenue due toustoraer relationships, contract provisions and itrassessments.
Changes in the product return rates, creditworisinef customers, general economic conditions ahdrdactors may
impact the level of future write-offs, revenues and general and administrative expenses.

Deferred Income Taxes.Consistent with the provisions of SFAS No. 109, megularly estimate our ability to
recover deferred income taxes, and report suchraeféax assets at the amount that is determineeé toore-likely-than-
not recoverable, and we have to estimate our indaxes in each of the taxing jurisdictions in whigl operate. This
process involves estimating our current tax expeogether with assessing any temporary differemesslting from the
different treatment of certain items, such as ih@ng for recognizing revenue and expenses foraad accounting
purposes, as well as estimating foreign tax cred@liese differences may result in deferred taxtass® liabilities, which
are included in our consolidated balance sheetaWeequired to assess the likelihood that ourrdedeax assets, which
include net operating loss carry forwards and taeyodifferences that are expected to be dedudiibleture years, will
be recoverable from future taxable income or otherplanning strategies. If recovery is not likelg have to provide a
valuation allowance based on our estimates of dutaxxable income in the various taxing jurisdictipand the amount of
deferred taxes that are ultimately realizable. Phevision for current and deferred taxes involveslgations and
judgments of uncertainties in the interpretationcofmplex tax regulations. This evaluation conside¥seral factors,
including an estimate of the likelihood of genergtsufficient taxable income in future periods, #ffect of temporary
differences, the expected reversal of deferrediadiities, past and projected taxable income, awdilable tax planning
strategies. As of September 30, 2008 and Decembe?®7, our deferred tax asset, net of a valualtmwance, was
$9.7 million and $9.8 million, respectively.

Accounting for Share-Based PaymentsAs discussed further in Note (3hare-Based Payment Arrangemeids
our unaudited condensed consolidated financiadistamts, we account for stock-based awards unde8 $FA 123(R).

We have used and expect to continue to use thekEaholes option-pricing model to compute thenested fair
value of share-based compensation expense. Th&k-Blawles option-pricing model includes assumptioggarding
dividend vyields, expected volatility, expected optterm and risk-free interest rates. The assumptised in computing
the fair value of share-based compensation expefieet our best estimates, but involve uncertamtelating to market
and other conditions, many of which are outsideoof control. We estimate expected volatility bagetinarily on
historical daily price changes of our stock andeotfactors. The expected option term is the nunabgrears that we
estimate that the stock options will be outstandinigr to exercise. The estimated expected terrthefstock awards
issued after December 31, 2007 was determined @orso SEC Staff Accounting Bulletin (“SAB”) No. Q1 The
expected term of the awards issued prior to JanLiaPP08, was determined using the “simplified rodthprescribed in
SAB No. 107. Additionally, we estimate forfeiturateés based primarily upon historical experienceiséed when
appropriate for known events or expected trends.nvelg adjust share-based compensation expense vartendy basis
for changes to our estimate of expected equity dvfarfeitures based on our review of these events teends, and
recognize the effect of adjusting the forfeituréerfor all expense amortization after January 06 the period in
which we revised the forfeiture estimate. If otssumptions or estimates had been used, the shsed-bompensation
expense that was recorded for the three and nimthsi@nded September 30, 2008 and 2007 could tesre haterially
different. Furthermore, if different assumptionsestimates are used in future periods, share-t@sagensation expense
could be materially impacted in the future.

Impact of Recently Issued Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141idgeev2007),Business CombinationSFAS No. 141(R)
establishes principles and requirements for howaequirer recognizes and measures in its finandatkements the
identifiable assets acquired, the liabilities assdpany noncontrolling interest in the acquiree tiredgoodwill acquired.
SFAS No. 141(R) also establishes disclosure remgings to enable the evaluation of the nature amahéial effects of
the business combination. SFAS No. 141(R) is dffecfor fiscal years beginning after December 1602 We are
currently evaluating the potential impact, if amf, the adoption of SFAS No. 141(R) on our consaédafinancial
statements.
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In December 2007, the FASB issued SFAS No. 180ncontrolling Interests in Consolidated Financial
Statements—an amendment of Accounting ResearaitiBiNlo. 51 SFAS No. 160 establishes accounting and reporting
standards for ownership interests in subsidiarigd by parties other than the parent, the amountoofolidated net
income attributable to the parent and to the nommodimg interest, changes in a parent's ownershigrest and the
valuation of retained noncontrolling equity investits when a subsidiary is deconsolidated. SFAS M@ also
establishes disclosure requirements that cleaégtity and distinguish between the interests ofpgheent and the interests
of the noncontrolling owners. SFAS No. 160 is difex for fiscal years beginning after December 2608. We are
currently evaluating the potential impact, if arof, the adoption of SFAS No. 160 on our consolidatieéncial
statements.

In February 2008, the FASB issued FASB Staff Pasitilo. FAS 157-2Effective Date of FASB Statement No. 157
(“FSP 157-2"), to partially defer SFAS No. 13+air Value Measurement§&SP 157-2 defers the effective date of SFAS
No. 157 for nonfinancial assets and nonfinancalbilities, except those that are recognized orlaksd at fair value in
the financial statements on a recurring basis gastl annually), to fiscal years, and interim pesiadthin those fiscal
years, beginning after November 15, 2008. We areently evaluating the potential impact, if any,ANo. 157 will
have to nonfinancial assets and liabilities to fiseal year beginning after November 15, 2008 on acensolidated
financial statements.

In May 2008, the FASB issued SFAS No. 1&8¢ Hierarchy of Generally Accepted Accounting Eiptes SFAS
No. 162 identifies the sources of accounting pples and the framework for selecting the principlsed in the
preparation of financial statements of nongoverralesntities that are presented in conformity vg#nerally accepted
accounting principles (the GAAP hierarchy). SFAS. 162 will become effective sixty days followingetisecurities and
Exchange Commission’s approval of the Public Comipaccounting Oversight Board amendments to AU Sectill,
The Meaning of Present Fairly in Conformity With n@eally Accepted Accounting Principle$he adoption of the
provisions of SFAS No. 162 is not anticipated tderially impact our consolidated financial statetsen

In October 2008, the FASB issued FSP 15D&ermining the Fair Value of a Financial Asset \Whiee Market for
That Asset Is Not ActiveSP 157-3 clarified the application of SFAS No715SP 157-3 demonstrated how the fair value
of a financial asset is determined when the maftethat financial asset is inactive. FSP 157-3 wéective upon
issuance, including prior periods for which finaai@tatements had not been issued. The guidane&pdoby FSP 157-3
is consistent with our approach to valuing finaheissets, for which there are no active marketduding its investment
in auction rate securities. See Note F8ir Value Measurements to our unaudited condensed consdalidatencial
statements for additional information.

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 flowsngrated from operations and our cash, cash equoigaland
marketable securities balances. Our cash and apskatents and marketable securities balances &epfember 30,
2008 totaled $48.0 million compared with $62.9 miil as of December 31, 2007. Cash and cash eqotsaietaled
$34.0 million and marketable securities totaled.®ldillion at September 30, 2008. As of DecemberZD7, we had
$32.2 million in cash and cash equivalents and®8fllion in marketable securities.

During the nine months ended September 30, 2008coméinued making investments in our infrastructtoe
support our current and long-term growth. We inseghour total number of employees as well as owgsiments in
property and equipment to support our growth. Ascavetinue to grow, we will continue to make investits in property
and equipment and we will need to continue to iaseeour headcount. In the past, we have also wstdto purchase
software licenses and to make acquisitions. We wuglhtinue to evaluate potential software licenseclpases and
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acquisitions and if the right opportunity preseitgelf, we may continue to use our cash for thaspgses. During the
third quarter of 2008, we purchased certain asseiorld Venture Limited for an aggregate purchasee of $1.7
million before transaction and closing costs (se&eN8)Acquisitions to our unaudited condensed consolidated financial
statements.) As of the date of this filing, we haweeother agreements, commitments or understanditgsespect to any
such acquisitions.

We currently do not have any debt and our onlyiiant commitments are related to our office lease

In October 2001, our Board of Directors authoritieel repurchase of up to two million shares of autstanding
common stock. On February 6, 2008, our Board oé®@ors increased the authorization to repurchaseowotstanding
common stock from two million shares to five millighares in the aggregate. On July 22, 2008, oardof Directors
again increased the authorization to repurchaseoutstanding common stock from five million shatesight million
shares in the aggregate. During the nine monthedi@eptember 30, 2008, we repurchased 3,560,008sshbé our
common stock in open market purchases for a tatsi of $28,721,355. During the nine months endeute®eber 30,
2007, we repurchased 318,900 shares of our comtnok & open market purchases for a total cost302%#3,660. As of
September 30, 2008, we had repurchased a totaV4#4.00 shares of our common stock at an aggregatdase price
of $37,775,179, and had the authorization to rémse an additional 3,255,900 shares of our comtomk ased upon
our judgment and market conditions.

Net cash provided by operating activities totaldd.$ million for the nine months ended September22®8,
compared with net cash provided by operating di&viof $18.0 million for the same period in 200The decrease in net
cash provided by operating activities during theeninonths ended September 30, 2008, as comparetheisame period
in 2007, was primarily related to the decreaseunret income adjusted for: (i) adjustments for cteinges in operating
assets and liabilities, particularly changes in aczounts receivable, and (ii) the impact of noshceharges, particularly
relating to stock-based compensation, depreciadioth amortization and deferred income taxes. Thesguats were
primarily offset by the adjustments for: (i) adjugints for net changes in operating assets anditiiedi particularly
changes in our accrued expenses, deferred reveanéspther assets, and (i) adjustment for the anfram the tax
benefits recognized as a result of excess stoakebasmpensation deductions and exercises of stotidns. SFAS No.
123(R) requires tax benefits relating to excessksbtmsed compensation deductions to be presentezshutflows from
operating activities. We recognized tax benefitategl to stock-based compensation deductions & #illlion for the
nine months ended September 30, 2008. There weadjnstments for the impact of non-cash incomebtnefits for the
nine months ended September 30, 2007.

Net cash provided by investing activities was $1thflion for the nine months ended September 30820
compared with net cash used in investing activit€$8.7 million for the same period in 2007. Irddd in investing
activities for both the nine months ended Septen3®er2008 and 2007, are the sales and purchasagr oharketable
securities. These represent the sales, maturiiéseinvestment of our marketable securities. Téiecash provided by
investing activities from the net sales (purchasésecurities was $16.1 million for the nine manémded September 30,
2008 and ($4.4) million for the same period in 200Fese amounts will fluctuate from period to pdradepending on the
maturity dates of our marketable securities. Trghassed to purchase property and equipment wasndiBidn and $3.9
million for the nine months ended September 30,82&0d 2007, respectively. The cash used in theigitiqn of assets
was $1.7 million during the nine months ended Septr 30, 2008, while we did not use any cash fquaition of assets
in the same period in 2007. We continually evalugiportunities to acquire software licenses andmnag continue to
make similar investments if we find opportunitidgtt would benefit our business. We anticipate cowetil capital
expenditures as we continue to invest in our itfuasure to support our ongoing growth and expambioth domestically
and internationally.

Net cash used in financing activities was $26.3ionilfor the nine months ended September 30, 2608pared
with net cash provided by financing activities &.® million for the same period in 2007. Cash aw# from financing
activities result from the repurchase of our outdiag common stock. During the nine months endguie®eber 30, 2008,
we repurchased 3,560,000 shares of our common aggnegate purchase price of $28.7 million. Duthmg nine months
ended September 30, 2007, we repurchased 318,908ssbf our common stock at an aggregate purchiase qf $3.3
million. Cash inflows from financing activities pmarily results from the proceeds received from eiercise of stock
options. We received proceeds from the exercisgtark options of $0.8 million and $8.3 million ftre nine months
ended September 30, 2008 and September 30, 2Gpectavely. During the nine months ended Septer®@®eP008, cash
inflows from financing activities was also impactegl the tax benefits recognized as a result of exstock-based
compensation deductions and exercises of stockrmptiSFAS No. 123(R) requires tax benefits relatingxcess stock-
based compensation deductions be presented amilasts from financing activities. We recognized taenefits related
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to stock-based compensation deductions of $1.6omifbr the nine months ended September 30, 2008teTwere no tax
benefits related to stock-based compensation dietisatecognized during the nine months ended Sdqees0, 2007.

As discussed in Note (Hair Value Measurementso our unaudited condensed consolidated finastéieéments,
we adopted the provisions of SFAS No. 157 effectremuary 1, 2008. We utilize unobservable (Levehfts in
determining the fair value of auction rate secesitive hold totaling $1.5 million (at par valueSaptember 30, 2008.

As of September 30, 2008, $1.5 million (at par glaf our investments was comprised of auction sataurities.
Liquidity for these auction rate securities is tglly provided by an auction process, which alldwdders to sell their
notes, and resets the applicable interest ratereatgtermined intervals. During the first quartér2008, we began
experiencing failed auctions on auction rate séiesti An auction failure means that the partieshimig to sell their
securities could not be matched with an adequdten@of buyers. In the event that there is a fadladtion, the indenture
governing the security requires the issuer to pggrést at a contractually defined rate that iegaly above market rates
for other types of similar short-term instrumentfie securities for which auctions have failed wilintinue to accrue
interest at the contractual rate and continue $etrthe next auction date every 28 or 35 days thrgilauction succeeds,
the issuer calls the securities, or they maturecaBge there is no assurance that auctions for sexseities will be
successful in the near term and due to our aldlity intent to hold these securities to maturitg, dhction rate securities
were classified as long-term investments in oumditad condensed consolidated balance sheet arS8ket 30, 2008.

Our auction rate securities are classified as abkstfor-sale securities and are reflected at Value. In prior
periods during the auction process, which took elagery 28-35 days for most securities, quoted etgokices were
readily available, which would qualify as Level dder SFAS No. 157. However, due to events in craditkets during
the first nine months of 2008, the auction eveatsnfiost of these instruments failed, and, therefaeehave determined
the estimated fair values of these securitieszinij a discounted cash flow analysis or other typealuation model as of
September 30, 2008. These analyses consider, arotmgy items, the collateral underlying the securithie
creditworthiness of the issuer, the timing of tkpexted future cash flows, including the final et associated with the
securities, and an assumption of when the next tiaesecurity is expected to have a successfulcmucthese securities
were also compared, when possible, to other oblslenand relevant market data, which is limitedhés time. Due to
these events, we reclassified these instrumentgws 3 during the first nine months of 2008 andoreled a temporary
unrealized decline in fair value in the aggregdtapproximately $172,000, with an offsetting ertisyaccumulated other
comprehensive loss, net of tax. We currently belithat this temporary decline in fair value is miity due to liquidity
concerns, because the underlying assets for therityegf securities are almost entirely backed iy .S. Government.

In addition, our holdings of auction rate secusitiepresented approximately 3% of our cash equitalend
marketable securities balance at September 30, 2008h we believe allows us sufficient time foetbkecurities to return
to full value or to be refinanced by the issuerc@ese we believe that the current decline in falue is temporary and
based primarily on liquidity issues in the credankets, any difference between our estimate aresamate that would be
arrived at by another party would have no impactoon earnings, since such difference would alsadwmerded to
accumulated other comprehensive loss. We will @dwmte each of these factors as market conditidrasige in
subsequent periods.

We currently do not have any debt and our only n@teash commitments are related to our officesésa We
have an operating lease covering our corporateeffacility that expires in February 2012. We alsve several
operating leases related to offices in the UniteateS and foreign countries. The expiration dabegHese leases range
from 2008 through 2011. Refer to Note Gpmmitments and Contingencites our unaudited condensed consolidated
financial statements.

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

Off-Balance Sheet Arrangements

As of September 30, 2008 and December 31, 200hadeao off-balance sheet arrangements.
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ltem 3. Qualitative and Quantitative DisclosuresAbout Market Risk

Interest Rate Risk®ur return on our investments in cash, cash edprivs and marketable securities which aggregated t
$48.0 million as of September 30, 2008, is subjecinterest rate risks. We regularly assess thesdes and have
established policies and business practices to geattee market risk of our marketable securitiemtirest rates were to
change by 10% from the levels at September 30, ,28@8ffect on our financial results would be gmgficant.

Foreign Currency RiskWe have several offices outside the United Sta#tesordingly, we are subject to exposure from
adverse movements in foreign currency exchange.raitee effect of foreign currency exchange ratetfiations have not
been material since our inception. If foreign coogexchange rates were to change by 10% fronethadd at September
30, 2008, the effect on our other comprehensivenme would be insignificant. We do not use derivatfinancial
instruments to limit our foreign currency risk expoee.

Item 4. Controls and Procedures

Under the supervision and with the participatiéroor management, including our principal executifiicer and
principal financial officer, we have evaluated #féectiveness of the design and operation of oscldsure controls and
procedures as of the end of the period coveretiiby¢port, and, based on their evaluation, ourgypal executive officer
and principal financial officer have concluded ththese controls and procedures are effective. Nangds in the
Company's internal controls over financial repgtccurred during the quarter ended September @08,2hat have
materially affected, or are reasonably likely tatenally affect, the Company’s internal controlseo¥inancial reporting.

Disclosure controls and procedures are procedinasare designed to ensure that information redguto be
disclosed by us in the reports that we file or siilumder the Securities Exchange Act of 1934, asrated, is recorded,
processed, summarized and reported, within the pieneds specified in the Securities and Exchang@m@ission's rules
and forms. Disclosure controls and procedures deglwithout limitation, controls and proceduresigiesd to ensure that
information required to be disclosed by us in teparts that we file under the Exchange Act is aadatad and
communicated to our management, including our gralexecutive officer and principal financial @i, as appropriate
to allow timely decisions regarding required discice.

PART II. OTHER INFORMATION
ltem 1. Legal Proceedings

We are subject to various legal proceedings ariths|aasserted or unasserted, which arise in theamdcourse of
business. While the outcome of any such mattersatdre predicted with certainty, we believe thathsmatters will not
have a material adverse effect on our financiatld@n or operating results.

ltem 1A. Risk Factors

We are affected by risks specific to us as wellaators that affect all businesses operating ifohal market. The
significant factors known to us that could matdyialdversely affect our business, financial cowditior operating results
are set forth in Item 1A to our Annual Report orRdl0-K for the year ended December 31, 2007 (8897 10-K").
The information below sets forth additional risktfars or risk factors that have had material charsjgce the 2007 10-K,
and should be read in conjunction with Item 1Aheg 2007 10-K.

We are dependent on certain key customers.

We tend to have one or more customers accountOfer r more of our revenues during each fiscal guarfFor
the quarter ended September 30, 2008, two custotngether accounted for 28% of our revenues. Bdtlhese
customers, EMC Corporation, and Sun Microsystents, bre OEM customers. While we believe that wieasntinue to
receive revenues from these customers, our agreemgh them do not have any minimum sales requérgsiand we
cannot guarantee continued revenue. If our contrvihteither one of these customers terminate#,tbe volume of sales
from these customers significantly declines, it ldduave a material adverse effect on our operagsglts.
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Our future quarterly results may fluctuate signifantly, which could cause our stock price to decline

Our previous results are not necessarily indicadfzeur future performance and our future quarteglsults may
fluctuate significantly. Historically, informatiotechnology spending has been highest in the foguhrter of each
calendar year, and slowest in the first quarteur Quarterly results reflected this seasonalitfirst and second quarters
of 2008, and we anticipate that our quarterly tssfalr the remainder of 2008 will show the effestseasonality as well.

Our future performance will depend on many factorsluding:
» the timing of securing software license contracis the delivery of software and related revenuegaition;
» the seasonality of information technology, inclglimetwork storage products, spending;
» the average unit selling price of our products;
e existing or new competitors introducing better prod at competitive prices before we do;

* our ability to manage successfully the complex aiifficult process of qualifying our products withuo
customers;

e new products or enhancements from us or our cotopsti
* import or export restrictions on our proprietargiteology; and
e personnel changes.

Many of our expenses are relatively fixed and diifi to reduce or modify. As a result, the fixeduna of our
expenses will magnify any adverse effect of a desmén revenue on our operating results.

Foreign currency fluctuations may impact our reveras.

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

Changes in economic or political conditions gl@pahd in any of the countries in which we opeiedald result
in exchange rate movements, new currency or exehemigtrols or other restrictions being imposed wnaperations.

Fluctuations in the value of the U.S. dollar magversely affect our results of operations. Becamse
consolidated financial results are reported in ddlars, translation of sales or earnings gendria@ther currencies into
U.S. dollars can result in a significant increaselecrease in the reported amount of those salearoings. Significant
changes in the value of these foreign currenciksgive to the U.S. dollar could have a material eade effect on our
financial condition or results of operations.

Fluctuations in currencies relative to currendiesvhich our earnings are generated make it mdffecudt to
perform period-to-period comparisons of our repebntesults of operations. For purposes of accountimg assets and
liabilities of our foreign operations, where thedb currency is the functional currency, are tratesl using period-end
exchange rates, and the revenues, expenses anfliosasbf our foreign operations are translatechgsiverage exchange
rates during each period.

In addition to currency translation risks, we uneurrency transaction risk whenever we enter iitber a
purchase or a sales transaction using a curreihey tian the local currency of the transactingtgn®iven the volatility
of exchange rates, we cannot be assured we widbbeto effectively manage our currency transacsiod/or translation
risks. Volatility in currency exchange rates mayéa material effect on our financial conditionresults of operations.
Currency exchange rate fluctuations have not, engthst, resulted in a material impact on earnikigsvever, we may
experience at times in the future an impact oniegsmas a result of foreign currency exchangefhat¢uations.
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Our stock price may be volatile.

The market price of our common stock has been il@latthe past and may be volatile in the futuFar example,
during the trailing twelve months ended Septemlier2®08, the closing market price of our commorlstas quoted on
the NASDAQ Global Market fluctuated between $5.08 15.30 per share and subsequent to Septemb2038, the
closing market price has been as low as $2.63 mes The market price of our common stock mayigeifecantly
affected by the following factors:

» actual or anticipated fluctuations in our operatiagults;
e variance in actual results as compared to finamstinates;

* changes in market valuations of other technologmpanies, particularly those in the network storagéware
market;

e announcements by us or our competitors of sigmifiteachnical innovations, acquisitions, strategictperships, joint
ventures or capital commitments;

* loss or addition of one or more key OEM customans}
e departures of key personnel.

The stock market has experienced extreme volathiéy often has been unrelated to the performahpanticular
companies. These market fluctuations may causstoak price to fall regardless of our performance.

We have a significant number of outstanding optignshe exercise of which would dilute the then-exss
stockholders’ percentage ownership of our commonckt, and a smaller number of restricted shares odck, the
vesting of which will also dilute the then-existirgfockholders’ percentage ownership of our commaack.

As of September 30, 2008, we had an aggregate,6#Q287 outstanding options to purchase our comsihmrk
and 864,925 outstanding restricted shares andateskistock units. If all of these outstanding ops were exercised, and
all of the outstanding restricted stock and refdcstock units vested, the proceeds to the Companjd average $6.51
per share. We also had 2,471,658 shares of our oonsiock reserved for issuance under our stockspldih respect to
options (or restricted stock or restricted stocks)rthat have not been granted. In addition, rif Joly 1st of any calendar
year in which our 2006 Incentive Stock Plan (th@0@ Plan”) is in effect, the number of shares otktto which options,
restricted shares and restricted stock units magrhated is less than five percent (5%) of the remdf outstanding
shares of stock, then the number of shares of steakable for issuance under the 2006 Plan sksaihtreased so that the
number equals five percent (5%) of the sharesaxfksbutstanding (as is currently the situation)ntnevent shall the
number of shares of stock subject to the 2006 Rldime aggregate exceed twenty million shares,estihp adjustment as
provided in the 2006 Plan (see Note §are-Based Payment Arrangemetatour unaudited condensed consolidated
financial statements).

The exercise of all of the outstanding options antiie vesting of all outstanding restricted shawed restricted
stock units and/or the grant and exercise of aattili options and/or the grant and vesting of retgtiii sStock and restricted
stock units would dilute the then-existing stockiesk’ percentage ownership of common stock, andsafgs in the
public market of the common stock issuable uporhsxercise could adversely affect prevailing magkétes for the
common stock. Moreover, the terms upon which weld/e able to obtain additional equity capital [dobe adversely
affected because the holders of such securitiebeaxpected to exercise or convert them at awhen we would, in all
likelihood, be able to obtain any needed capitalesms more favorable than those provided by sechrgies.

We face a number of risks related to the recentdintial crisis and severe tightening in the globakdit markets.
The ongoing global financial crisis affecting thanking system and financial markets has resutiea severe
tightening in the credit markets, a low level afdidity in many financial markets, and extreme tibtg in credit and

equity markets. This financial crisis has impactedand could continue to impact our business iurab®er of ways,
including:
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Potential Deferment of Purchases and Orders by @usts Uncertainty about current and future global ecoito
conditions may cause end users, including busiseasd governments, to defer purchases in responsghter
credit, decreased cash availability and decliniogsamer confidence. Accordingly, future demandofar products
could differ materially from our current expectatso

Customers’ Inability to Obtain Financing to Make relnases from Us and/or Maintain Their BusinesSome of
our customers require financing in order to funeitloperations and make purchases from us. Thdlityadf these
customers to obtain sufficient credit to financeghases of our products and meet their paymengatisins to us
could adversely impact our financial results. Irditidn, if the financial crisis results in insolvaas for our
customers, it could adversely impact our finanmsbilts.

Negative Impact from Increased Financial PressursasThird-Party OEMs and Resellefslost of our software
licenses are sold through third-party OEMs, sofupiooviders and distributors. Although many of thdsrd parties
have significant operations and maintain accesvailable credit, others are smaller and moreyikelbe impacted
by the significant decrease in available credit tizes resulted from the current financial crisiredit pressures or
other financial difficulties result in insolvencgrfthese third parties and we are unable to sultdlyssansition end
users to purchase our products from other thirdiggror from us directly, it could adversely impacr financial
results.

Our marketable securities portfolio could experiem@ decline in market value which could materiaiynd adversely
affect our financial results.

As of September 30, 2008, we held short-term and-term marketable securities aggregating $14.0omilWe
invest in a mixture of corporate bonds, governnesmdurities and marketable debt securities, the nibhajof which are
high investment grade, and we limit the amountrefiit exposure through diversification and investtria highly rated
securities. However, investing in highly rated séms does not entirely mitigate the risk of pdtehdeclines in market
value. A further deterioration in the economy, utihg further tightening of credit markets or sfigrant volatility in
interest rates, could cause our marketable sezsititi decline in value or could impact the liquidif the portfolio. If
market conditions deteriorate significantly, ousuks of operations or financial condition could bmterially and
adversely affected.

Unknown Factors

Additional risks and uncertainties of which we amgaware or which currently we deem immaterial aisay
become important factors that affect us.
Item 2. Unregistered Sales of Equity Securities andse of Proceeds

Shares of common stock repurchased during theayuamtied September 30, 2008:

Total Number of Maximum Number
Shares Purchased of Shares that May
Total Number of Average Price as Part of Publicly Yet Be Purchased Under
Shares Purchased Paid per Share Announced Plan the 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 th&woiéssd of Directors increased its authorizatiomepurchase
the Company’s outstanding common stock from twolionil shares to five million shares in the aggregae of
September 30, 2008, the Company had repurchasdd,400 shares. The program has no expiration ateJuly 22,
2008, the Company’s Board of Directors increasedatithorization to repurchase the Company’s oudgsigncommon
stock from five million shares to eight million ska in the aggregate.
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ltem 6.  Exhibits

31.1

31.2

32.1

32.2

Certification of the Chief Executive Officer
Certification of the Chief Financial Officer

Certification of Chief Executive Officer pursuant$ection 906 of the Sarbanes-Oxley Act of
2002 (18 U.S.C. § 1350)

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

SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, the registrant has duly causiscréiport to
be signed on its behalf by the undersigned thecedmly authorized.

November 7, 2008

FALCONSTOR SOFTWARE, INC.

/s/ James Weber

James Weber

Chief Financial Officer, Vice President afasurer
(principal financial and accounting officer)
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Exhibit 31.1

I, ReiJane Huai, Chief Executive Officer of FalcemSSoftware, Inc., certify that:

1. I have reviewed this quarterly report on Form 1@f@alconStor Software, Inc.;

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omitéde
a material fact necessary to make the statemende,nmia light of the circumstances under which such
statements were made, not misleading with respebietperiod covered by this quarterly report;

3. Based on my knowledge, the financial statementd,aher financial information included in this repo
fairly present in all material respects the finahaondition, results of operations and cash floithe
registrant as of, and for, the periods presentedisnreport;

4. The registrant’s other certifying officer and | aesponsible for establishing and maintaining disagte
controls and procedures (as defined in ExchangeRAuts 13a-15(e) and 15d-15(e)) and internal contro
over financial reporting (as defined in Exchange Rales 13a-15(f) and 15d-15(f)) for the registrant
we have:

a) designed such disclosure controls and proceduresgaased such disclosure controls and
procedures to be designed under our supervisicangare that material information relating to the
registrant, including its consolidated subsidigrissmade known to us by others within those
entities, particularly during the period in whidtist report is being prepared;

b) designed such internal control over financial réipgr or caused such internal control over
financial reporting to be designed under our supem, to provide reasonable assurance
regarding the reliability of financial reporting darthe preparation of financial statements for
external purposes in accordance with generallygiedeaccounting principles;

c) evaluated the effectiveness of the registrant’sloésire controls and procedures and presented in
this report our conclusions about the effectivertdgbe disclosure controls and procedures, as of
the end of the period covered by this report basesuch evaluation; and

d) disclosed in this report any change in the regisséanternal control over financial reporting that
occurred during the registrant’s most recent figpadrter (the registrant’s fourth fiscal quarter in
the case of an annual report) that has materidfgctad, or is reasonably likely to materially
affect, the registrant’s internal control over fic#l reporting; and

5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatigrteyhal
control over financial reporting, to the registrargtuditors and the audit committee of the regtssboard
of directors (or persons performing the equivafanttions):

a) all significant deficiencies and material weaknesgethe design or operation of internal control
over financial reporting which are reasonably k&b adversely affect the registrant’s ability to
record, process, summarize and report financiakimétion; and

b) any fraud, whether or not material, that involveanagement or other employees who have a
significant role in the registrant’s internal casitover financial reporting.

Date:  November 7, 2008 /s/ ReiJane Huai
ReiJane Huai
Chief Executive Officer
(principal executive officer)



Exhibit 31.2

I, James Weber, Chief Financial Officer of FalcarSRoftware, Inc., certify that:

1. I have reviewed this quarterly report on Form 1@f@alconStor Software, Inc.;

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omitéde
a material fact necessary to make the statemende,nmia light of the circumstances under which such
statements were made, not misleading with respebietperiod covered by this quarterly report;

3. Based on my knowledge, the financial statementd,aher financial information included in this repo
fairly present in all material respects the finahaondition, results of operations and cash floithe
registrant as of, and for, the periods presentedisnreport;

4. The registrant’s other certifying officer and | aesponsible for establishing and maintaining disate
controls and procedures (as defined in ExchangeRAuts 13a-15(e) and 15d-15(e)) and internal contro
over financial reporting (as defined in Exchange Rales 13a-15(f) and 15d-15(f)) for the registrant
we have:

a) designed such disclosure controls and proceduresgaased such disclosure controls and
procedures to be designed under our supervisicangare that material information relating to the
registrant, including its consolidated subsidigrissmade known to us by others within those
entities, particularly during the period in whidtist report is being prepared;

b) designed such internal control over financial réipgr or caused such internal control over
financial reporting to be designed under our supim, to provide reasonable assurance
regarding the reliability of financial reporting darthe preparation of financial statements for
external purposes in accordance with generallygiedeaccounting principles;

c) evaluated the effectiveness of the registrant’sloésire controls and procedures and presented in
this report our conclusions about the effectivertdgbe disclosure controls and procedures, as of
the end of the period covered by this report basesuch evaluation; and

d) disclosed in this report any change in the regisséanternal control over financial reporting that
occurred during the registrant’s most recent figpadrter (the registrant’s fourth fiscal quarter in
the case of an annual report) that has materidfgctad, or is reasonably likely to materially
affect, the registrant’s internal control over fic#l reporting; and

5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatigrteyhal
control over financial reporting, to the registrarstuditors and the audit committee of the regmtssboard
of directors (or persons performing the equivafanttions):

a) all significant deficiencies and material weaknesgethe design or operation of internal control
over financial reporting which are reasonably k& adversely affect the registrant’s ability to
record, process, summarize and report financiakimétion; and

b) any fraud, whether or not material, that involveanagement or other employees who have a
significant role in the registrant’s internal casitover financial reporting.

Date: November 7, 2008 /s/ James Weber
James Weber
Chief Financial Officer
(principal financial and accountingiodf)



Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of FalctmSSoftware, Inc., a Delaware Corporation (the
Company) on Form 10-Q for the period ended Septerbe 2008, as filed with the Securities and Exgean
Commission on the date hereof (the Form 10-Q)elJ&e Huai, Chief Executive Officer of the Compaswrtify,
pursuant to 18 U.S.C. section 1350, as adoptedigntsection 906 of the Sarbanes-Oxley Act of 2018, to the
best of our knowledge:

0] the Form 10-Q fully complies, in all materiakspects, with the requirements of section 13(a) or
section 15(d) of the Securities Exchange Act of4t@td

(i) the information contained in the Form 10-Qrfaipresents, in all material respects, the finahcondition
and result of operations of the Company.

/s/ ReiJane Huai
ReiJane Huai
Chief ExewatOfficer
November 7, 2008



Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report of FalctmSSoftware, Inc., a Delaware Corporation (the
Company) on Form 10-Q for the period ended Septerbe 2008, as filed with the Securities and Exgean
Commission on the date hereof (the Form 10-Q)amels Weber, Chief Financial Officer of the Compareytify,
pursuant to 18 U.S.C. section 1350, as adoptedigntsection 906 of the Sarbanes-Oxley Act of 2618, to the
best of our knowledge:

0] the Form 10-Q fully complies, in all materiakspects, with the requirements of section 13(a) or
section 15(d) of the Securities Exchange Act of4t@td

(i) the information contained in the Form 10-Qrfaipresents, in all material respects, the finahcondition
and result of operations of the Company.

/sl James Weber
James Weber

Chief Financial Officer

November 7, 2008



