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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

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

For the quarterly period ended March 31, 2010

OR

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

For the transition period from to

Commission file number: 000-30863

I NEi
NETWORK ENGINES, INC.

(Exact name of registrant as specified in its @rart

Delaware 04-3064173
(State or other jurisdiction of (I.LR.S. Employer
incorporation) Identification No.)
25 Dan Road, Canton, MA 02021
(Address of principal executive office (Zip Code)

(781) 332-1000
(Registrant’s telephone number, including area rode

Indicate by check mark whether the registranthés filed all reports required to be filed by Sewti3 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the Registrart vesjuired to file such reports), and
(2) has been subject to such filing requirementsHe past 90 days. Y& No[O

Indicate by check mark whether the registrant lsnstted electronically and posted on its corpo¥&b site, if any, every Interactive
Data File required to be submitted and posted puntsio Rule 405 of Regulation S-T during the préwgd2 months (or for such shorter
period that the registrant was required to submit gost such files). Ydd  No[O

Indicate by check mark whether the registrantlarge accelerated filer, an accelerated filer, m-accelerated filer, or a smaller reporting
company. See the definitions of “large acceleréited” “accelerated filer” and “smaller reportirmmpany” in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated fileCl Accelerated filelx]

Non-accelerated fileO Smaller reporting compard
(Do not check if a smaller reporting compa



Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Bxgje Act). Yedd No[X

As of May 6, 2010, there were 42,631,017 shardBeofegistrant's Common Stock, par value $.01 pares outstanding.
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PART I. FINANCIAL INFORMATION
ITEM I. FINANCIAL STATEMENTS
NETWORK ENGINES, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

(unaudited)
March 31, September 30,
2010 2009
ASSETS
Current assets:
Cash and cash equivale $ 16,13¢ $ 21,03¢
Accounts receivable, net of allowances of $80 atibi7$at March 31, 2010 and September 30, 2009,
respectively 34,30¢ 27,47¢
Refundable acquisition considerati — 3,62¢
Inventories 23,891 13,07¢
Prepaid expenses and other current a: 1,46 1,521
Total current asse 75,80¢ 66,74¢
Property and equipment, r 1,55 1,622
Intangible asset, ni 7,351 8,12¢
Other asset 23C 174
Total asset $ 84,94 $ 76,67(
LIABILITIES AND STOCKHOLDERS ' EQUITY
Current liabilities:
Accounts payabl $ 21,02¢ $ 14,20(
Accrued compensation and other related ben 1,72¢ 1,46¢
Accrued warranty 593 641
Other accrued expens 1,69¢ 2,04:
Deferred revenu 4,39: 4,23:
Total current liabilities 29,43¢ 22,58
Deferred revenue, net of current port 2,951 2,517
Total liabilities 32,39( 25,10(
Commitments and contingencies (Note
Stockholders’ equity:
Preferred stock, $0.01 par value, 5,000,000 awbdriand no shares issued and outstar — —
Common stock, $0.01 par value, 100,000,000 shartb®@azed; 47,280,097 and 47,132,540 shares is
42,136,693 and 42,147,336 shares outstanding athVEdr, 2010 and September 30, 2009, respect 4732 471
Additional paic-in capital 197,43t 196,71:
Accumulated defici (140,33¢) (140,77()
Treasury stock, at cost, 5,143,404 and 4,985,2adkeshat March 31, 2010 and September 30, 2009,
respectively (5,019 (4,842)
Total stockholder' equity 52,55¢ 51,57(
Total liabilities and stockholde’ equity $ 8494 $  76,67(

The accompanying notes are an integral part of theondensed consolidated financial statements.
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NETWORK ENGINES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

(unaudited)
Three months endec Six months endec
March 31, March 31,
2010 2009 2010 2009

Net revenue: $ 55,03 $ 37,46 $ 99,08 $ 74,69¢
Cost of revenue 48,52 31,69: 86,52+ 63,32(

Gross profit 6,50¢ 5,76¢ 12,55¢ 11,37¢
Operating expense

Research and developm 1,58¢ 1,65: 3,261 3,09t

Selling and marketin 2,06( 2,02¢ 3,81¢ 4,201

General and administrati\ 2,19¢ 2,27¢ 4,22( 4,35(

Amortization of intangible ass 38¢ 43¢ 77€ 87¢

Total operating expens 6,232 6,391 12,08: 12,52¢
Income (loss) from operatiol 271 (623 47F (1,149
Interest and other (expense) income, (26) (47) (8 12
Income (loss) before income tax 24E (670 467 (1,136
Provision for income taxe 9 — 33 —
Net income (loss $ 23¢€ $ (670 $ 434 $ (1,136
Net income (loss) per she— basic $ 001 $ (002 $ 001 $ (0.0%
Net income (loss) per she— diluted $ 001 $ (002 $ 001 $ (0.09
Shares used in computing basic net income (lossyhzere 42,05( 43,17, 42,03¢ 43,15¢
Shares used in computing diluted net income (Ipsskshare 43,56¢ 43,177 43,19¢ 43,15¢

The accompanying notes are an integral part of theondensed consolidated financial statements
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NETWORK ENGINES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activitie
Net income (loss

Adjustments to reconcile net income (loss) to mshc(used in) provided by operating activit

Depreciation and amortizatic
(Gain) loss on disposal of property and equipn
Provision for doubtful accoun
Stoclk-based compensatic
Changes in operating assets and liabilit
Accounts receivabl
Income tax receivabl
Inventories
Prepaid expenses and other as
Accounts payabl
Accrued expense
Deferred revenu

Net cash (used in) provided by operating activi
Cash flows from investing activitie
Receipt of refundable acquisition considera:
Purchases of property and equipm
Net cash provided by (used in) investing activi
Cash flows from financing activitie
Purchase of treasury sto
Proceeds from issuance of common st
Payment of bank line of credit fe
Payments on capital lease obligat

Net cash used in financing activiti

Net (decrease) increase in cash and cash equis
Cash and cash equivalents, beginning of pe

Cash and cash equivalents, end of pe

(in thousands)
(unaudited)

Six months endec

March 31,
2010 2009
$ 434 $ (1,136
1,241 1,33¢
©) 7
(31) 25
594 68C
(6,799 3,61¢
— 1,85¢
(10,81 6,27¢
37 53€
6,82¢ (2,899
(104) (72€)
5932 (54€)
(8,027 9,01¢
3,62¢ —
(40€) (544)
3,221 (544)
177 (21€)
13C 89
(39) —
(10) (14)
(95) (143%)
(4,907 8,33-
21,03¢ 10,00:
$ 16,13t $ 18,33t

The accompanying notes are an integral part of theondensed consolidated financial statements.
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

1. Basis of Presentation

The accompanying condensed consolidated finantzitdraents have been prepared by Network Engines(“Metwork Engines” or
the “Company”) in accordance with accounting primes generally accepted in the United States of dgae@nd pursuant to the rules and
regulations of the Securities and Exchange Comorisghe “SEC”). Certain information and footnotediosures normally included in
financial statements prepared in accordance witleigdly accepted accounting principles have bead&ased or omitted pursuant to such
rules and regulations. The year-end condensedbtdated balance sheet data was derived from alifiitancial statements, but does not
include all year-end disclosures required by actingrprinciples generally accepted in the Unitedt&t of America. These financial
statements should be read in conjunction with tiditad financial statements and the accompanyingsriacluded in the Company’s 2009
Annual Report on Form 10-K (the “2009 Form 10-Kiledl by the Company with the SEC.

The information furnished reflects all adjustmemthijch, in the opinion of management, are of a radnmacurring nature and are
considered necessary for a fair statement of efudtthe interim periods. It should also be ndteat results for the interim periods are not
necessarily indicative of the results expectedHerfull year or any future period.

The preparation of these condensed consolidataddial statements in conformity with generally aated accounting principles
requires management to make estimates and assas it affect the reported amounts of assetsiabitities and disclosures of contingent
assets and liabilities at the date of the finanstalements and the reported amounts of revenukesx@enses during the reporting period. The
most significant estimates reflected in these fo@rstatements include allowance for doubtful amts, inventory valuation, valuation of
deferred tax assets, valuation of intangible ass&teranty reserves and stock-based compensatiotual results could differ from those
estimates.

2. Significant Accounting Policies
Recent Accounting Pronouncements

In September 2006, the Financial Accounting Stashsi&oard (“FASB”) issued authoritative guidance ebhiefines fair value,
establishes a framework for measuring fair valuadcordance with generally accepted accountingipliess and expands disclosures about
fair value measurements. This guidance was effedtivfiscal years beginning after November 15,20®wever, the FASB delayed the
effective date to fiscal years beginning after Nuber 15, 2008 for nonfinancial assets and nonfiafiabilities, except those items
recognized or disclosed at fair value on an anauaiore frequent basis. The Company adopted thiaguoe, as it applies to its financial
assets and liabilities which are recognized orldésd at fair value on a recurring basis (at laastually), as of October 1, 2008. The
Company adopted this guidance, as it applies tooitdinancial assets and liabilities, as of Octahe2009. The adoption of this guidance did
not have an impact on the Company’s financial pmsitresults of operations, or cash flows.

In December 2007, the FASB issued authoritativel@uie related to business combinations. This go&lastablishes principles and
requirements for how the acquirer recognizes anasomes in its financial statements the identifi@tsgets acquired, the liabilities assumed,
and any noncontrolling interest in the acquireepgmizes and measures the goodwill acquired iftiseness combination or a gain from a
bargain purchase and determines what informatialisilose to enable users of the financial statésnerevaluate the nature and financial
effects of the business combination. This guidas@dfective for business combinations on a prospedasis for which the acquisition date
is on or after the beginning of the Company’s fastual reporting period beginning on or after Deloer 15, 2008. The Company adopted
this guidance as of October 1, 2009 and the adwopiih not have an impact on its financial positi@sults of operations, or cash flows.

In April 2008, the FASB issued authoritative guidamused to determine the useful life of intangéseets. This guidance amends
factors that should be considered in developingweth or extension assumptions used to determinegétil life of a recognized intangible
asset. This change is intended to improve the stargly between the useful life of a recognizedhigitale asset and the period of expected
cash flows used to measure the fair value of teetashe requirement for determining useful livasstrbe applied prospectively to intangible
assets acquired after the effective date and swdodiure requirements must be applied prospecttoedyi
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

intangible assets recognized as of, and subsetpehe effective date. The Company adopted thidagice as of October 1, 2009 and the
adoption did not have an impact on its financiaifion, results of operations, or cash flows.

In October 2009, the FASB issued authoritative goat for multiple-deliverable revenue arrangememitich amends previously
issued guidance to require an entity to use itsdmsnate of selling price when vendor-specififeative evidence or acceptable third party
evidence of selling price does not exist for amydpicts or services included in a multiple elemeraregement. The arrangement consider:
should be allocated among the products and serbissd upon their relative selling prices, thusiglating the use of the residual method of
allocation. This guidance also requires expandeditgtive and quantitative disclosures regardimmi§icant judgments made and changes in
applying this guidance. This guidance is effectimea prospective basis for revenue arrangemengseghinto or materially modified in fiscal
years beginning on or after June 15, 2010. Eartyp#tdn and retrospective application are also piechi The Company adopted this guida
as of January 1, 2010 and the adoption did not hawaterial impact on its financial position, reswlf operations, or cash flows, and does
change the units of accounting for our revenuestations.

In October 2009, the FASB issued authoritative g for certain revenue arrangements that indotterare elements. Under this
guidance, tangible products containing softwarenelgs that function together to deliver the produessential functionality are no longer
within the scope of software revenue guidance.tiéstthat sell joint hardware and software prodtités meet this scope exception will be
required to follow the guidance for multiple-deligble revenue arrangements outside of the scopefwiare revenue guidance. This
guidance is effective on a prospective basis foemaee arrangements entered into or materially memtih fiscal years beginning on or after
June 15, 2010. Early adoption and retrospectivéiggtipn are also permitted. The Company adoptedghidance as of January 1, 2010 and
the adoption did not have a material impact offinncial position, results of operations, or cfefvs.

In January 2010, the FASB issued authoritative guie requiring additional disclosure related to¥aiue measurements that are
made on a recurring and non-recurring basis. ghidance updates the guidance previously issuatebifASB related to fair value
measurement disclosures. Under this guidanceie=ntvill be required to provide disclosures famnsfers in and out of Level 1 and Level 2
fair value inputs. In addition, entities will bequired to provide disclosures for activity withie Level 3 fair value input tier, including
purchases, sales, issuances, and settlements theingporting period. This guidance is effectimeinterim and annual reporting periods
beginning after December 15, 2009, except for tixeel 3 disclosure requirements, which will be effexfor fiscal years beginning after
December 15, 2010. The Company adopted the guedasd relates to Level 1 and Level 2 fair valyauits as of January 1, 2010 and the
adoption did not have a material impact on itsriizial position, results of operations, or cash 8o\rhe Company does not expect the
adoption of this guidance as it relates to LevieRits to have a material impact on its financiaion, results of operations, or cash flows.

Adoption of New Authoritative Guidance

In October 2009, the FASB amended the authoritagivdance related to revenue recognition for areaments with multiple
deliverables and arrangements that include softel@ments. The Company elected to early adopgthiance on a prospective basis for
applicable transactions originating or materiallydified on or after January 1, 2010, the starhefd¢econd fiscal quarter of the Company’s
fiscal year 2010.

Under previous authoritative guidance, for reveauangements that contained multiple elements, aa¢he sale of both the prod
and post-sales support and/or extended warrantyedaetd services element, in which software wasnuidental to the product as a whole,
the Company was required to determine the fairesafithe undelivered elements based upon vendaif&pebjective evidence (“VSOE”) of
fair value. VSOE was established through contrdgtast-sales support renewal rates. The Compaegy te residual fair value method to
allocate the arrangement consideration to the mtoéior revenue arrangements that contained satelaments that were not incidental to
the product as a whole, and VSOE was not avaifablthe undelivered elements, the Company defaalevenue associated with the
arrangement and recognized the revenue over thiedetervice period.

Under the amended authoritative guidance for agaremts with multiple deliverables and arrangemtasinclude software
elements, the Company is required to determirteeifsbftware elements function together with theitale product to deliver the tangible
product’s essential functionality. The Companyedaiined that its software elements provide additidnnctionality but are not necessary to
deliver the tangible product’s essential
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

functionality; as such, the Company is requiredltocate the arrangement consideration to the hamehand software elements based upo
relative selling price of the hardware and softwdekverables.

The Companys software elements consist of software and softwaintenance. Revenue associated with the seftwaecognize
upon delivery, when VSOE is available for the undwkd software maintenance. Revenue associatbdhé software maintenance is
recognized over the term of the maintenance pewbith is generally one year. When VSOE is noflak&e for the undelivered software
maintenance, revenue associated with the softWweneeats is deferred and recognized over the softwaintenance period.

The Company’s hardware elements generally conket application platform and post-sales suppodf@nan extended warranty.
Revenue associated with the application platforreé®gnized upon delivery. The Company allocaggsmue associated with the post-sales
support and/or extended warranty based upon sepapaiced contractual rates for these elemen&sveRue associated with the post-sales
support and/or extended warranty is deferred acolgrized over the support period, generally ortree years.

The following table presents the effect that themidn of the authoritative guidance would have badhe Company’s Condensed
Consolidated Statement of Operations for the threrths ended December 31, 2009, assuming the Conaanadopted the authoritative
guidance on October 1, 2009:

Three months ended December 31, 2009

As Reported Adjustments As Amended

Net revenue: $ 43,87¢  $ 17t $ 44,05
Cost of revenue 37,88: 11€ 37,99¢

Gross profit 5,99¢ 59 6,05t
Operating expense

Research and developm 1,68 — 1,68:

Selling and marketin 1,75¢ — 1,75¢

General and administrati 2,021 — 2,021

Amortization of intangible ass 38¢ — 38¢

Total operating expens 5,851 — 5,581
Income from operatior 14t 59 204
Interest and other income, r 18 — 18
Income before income tax 162 58 22z
Provision for income taxe 24 — 24
Net income $ 13¢ $ 59 $ 19¢
Net income per sha~ basic and dilute $ 0.0C $ 0.0C $ 0.0C
Shares used in computing basic net income per ! 42,02' 42,02% 42,02:
Shares used in computing diluted net income pees 42,83: 42,83: 42,83:

The Company’s Condensed Consolidated Statemenpefaflons for the six months ended March 31, 2@tides the impact of the
adjustments above.




Table of Contents

NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

Cash and Cash Equivalents
The Company held $16.1 million in cash as of Ma&8&h2010. The Company held cash and cash equtsélemling $21.0 million as

of September 30, 2009. Cash equivalents consigtadnoney market fund purchased with an originaturty of three months or less. The
following table presents balances of cash and egslvalents held as of March 31, 2010 and Septete2009 (in thousands):

March 31, September 30,
2010 2009
Cash $ 16,13¢ $ 4,00¢
Cash equivalents:
Money market fund — 17,03(
Total cash and cash equivalent $ 16,13t $ 21,03¢

Comprehensive | ncome (L 0ss)
During each period presented, comprehensive indtoes) was equal to net income (loss).
Significant Customers

The following table summarizes those customers lwhicounted for greater than 10% of the Comparstsevenues or accounts
receivable:

Net Revenues

Three months ended Six months ended Accounts Receivable at
March 31, March 31, March 31, September 30,
2010 2009 2010 2009 2010 2009
EMC Corporatior 44% 38% 42% 36% 29% 30%
Tektronix, Inc. 25% 9% 23% 12% 35% 17%

3. Business Combination

On October 11, 2007, the Company acquired all ®ftuity of Alliance Systems, Inc. (“Alliance Sysi®'), a privately held
corporation located in Plano, Texas, which providpglication platforms and related equipment sufipgicarrier communications and
enterprise communications solutions. For furtnésrimation on the acquisition, refer to the Compamynnual Report on Form 10-K for the
year ended September 30, 20

The acquisition of Alliance Systems was structurenhclude an adjustment to decrease the purchéselpased on the net working
capital of Alliance Systems as of October 11, 2@@&7defined in the merger agreement, and therefgpeoximately $4.0 million of the cash
paid was contingently returnable to the Companywaas previously recorded as contingently returnabtguisition consideration. The forn
Alliance Systems shareholders disputed the amalaiteed by the Company under this provision ofrtierger agreement. In
September 2009, the Company engaged in arbitraithnthe former Alliance Systems shareholders swhee the disputed claims as provic
for in the merger agreement. In October 2009, thirator’s decision was rendered. As a resultrapimately $3.6 million of the
contingently returnable consideration was retutioeithe Company from escrow funds on November 39206is amount was recorded as
refundable acquisition consideration in the Compampnsolidated balance sheet as of September 39, 20he $393,000 not returned to
Company was recorded as settlement of acquisiigpute in the statement of operations for the pealed September 30, 2009.

7
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

4. Stock-Based Compensation

Stockbased compensation expense is measured at thedgtanbased on the fair value of the award, anglcisgnized as an expel
over the employee’s requisite service period (gahethe vesting period of the equity award).

The following table presents stock-based emplogeepensation expense included in the Company’s uteslidondensed
consolidated statements of operations (in thougands

Three months endec Six months endec
March 31, March 31,
2010 2009 2010 2009
Cost of revenue $ 39 % 40 $ 77 % 75
Research and developmt 43 58 89 14z
Selling and marketin 92 77 16¢ 13¢
General and administrati 10€ 16€ 25¢ 32t
Total stocl-based compensation expel $ 28z $ 341 $ 594 $ 68C

The Company estimates the fair value of stock otigsing the Black-Scholes valuation model. Thisiation model takes into
account the exercise price of the award, as well\ariety of significant assumptions. These aggiams include the expected term, the
expected volatility of the Company’s common stogkrathe expected term, the risk-free interest oatr the expected term, and the
Company’s expected annual dividend yield. The Camybelieves that the valuation technique and pipecach utilized to develop the
underlying assumptions are appropriate in calaudgtiie fair values of the Company'’s stock optiorated during the three and six month
periods ended March 31, 2010 and 2009. Estimdtizéravalue are not intended to predict the valltenately realized by persons who
receive equity awards. In determining the amodieixpense to be recorded, judgment is also reqtiredtimate forfeitures of the awards
based on the probability of employees completirgréquired service period. Historical forfeituegs used as a starting point for developing
the estimate of future forfeitures.

Assumptions used to determine the fair value obmgtgranted during the three and six months eiiadh 31, 2010 and 2009,
using the Black-Scholes valuation model, were:

Three months ended March 31, Six months ended March 31,
2010 2009 2010 2009
Expected term (1 3.75 to 6.50 year 3.50 to 6.00 year 3.75 to 6.50 year 3.50 to 6.00 yeat
Expected volatility factor (2 71.56% to 72.099 73.36% to 80.119 71.56% to 74.039 66.82% to 80.119
Risk-free interest rate (¢ 1.71% to 2.97Y 1.28% to 2.21Y 1.45% to 2.97Y 1.28% to 2.21Y

Expected annual dividend yie — — — —

(1) The expected term for each grant was determineetlo@s analysis of the Company’s historical exeraise post-vesting cancellation
activity.

(2) The expected volatility for each grant was estimidtased on a weighted average of the historicaitiity of the Company’s common
stock.

(3) The risk-free interest rate for each grant was dasethe U.S. Treasury yield curve in effect attihee of grant for a period equal to
the expected term of the stock option.

Stock-based compensation expense incurred relatibe tCompany’s Employee Stock Purchase Plan Raoechase Plan”) is
determined based on the discount of 15% from tihesip@re market price on the close of the purchageg No expense related to the
Purchase Plan was incurred during the three anehsiths ended March 31, 2010 as there have beaawafferings under the Purchase
Plan since the most recent purchase in May 2009.

A summary of the Company’s stock option activity fiee six months ended March 31, 2010 is as foliows

8
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

Six months ended March 31, 2010

Weighted
Weighted Average Remaining
Number of Average Contractual
Options Exercise Price Term (in years)
Outstanding at September 30, 2( 7,959,400 $ 2.0¢
Granted 518,50( $ 1.5C
Exercisec (147,55) $ 0.8¢
Forfeited (36,459 $ 1.4¢
Expired (141,67) $ 2.7z
Outstanding at March 31, 20: 8,152,22. $ 2.0¢€ 6.27
Exercisable at March 31, 20. 5,993,120 ¢ 2.3¢ 5.5C

All stock options granted during the six monthseharch 31, 2010 were granted with exercise picgsgl to the fair market val
of the Company’s common stock on the grant datehaidda weighted average grant date fair value &350

At March 31, 2010, unrecognized compensation esgeelated to non-vested stock options was $1,801y0hich is expected to be
recognized over a weighted average vesting pefi@lb years.

5. Net Income (Loss) Per Share

Basic net income (loss) per share is computed \agidg the net income (loss) for the period by Weghted average number of
shares of common stock outstanding during the geridiluted net income (loss) per share is compbtedividing the net income (loss) for
the period by the weighted average number of shafresmmon stock and potential common stock, ffitilie, outstanding during the period.
Potential common stock includes incremental shafeesmmon stock issuable upon the exercise of stptlons, calculated using the treas
stock method. For periods in which the Companyiia@ net loss, diluted net loss per share isgheesas basic net loss per share because th
inclusion of these common stock equivalents woadbti-dilutive.

The following table sets forth the computation asiz and diluted net income (loss) per share akagahe weighted average
potential common stock excluded from the calcutatbnet income (loss) per share because themsiah would be anti-dilutive (in
thousands, except per share data):

Three months Six months endec
ended March 31, March 31,
2010 2009 2010 2009

Numerator:

Net income (loss $ 23¢ $ (670 $ 434 % (1,13¢)
Denominator

Shares used in computing basic net income (lossyhzee 42,05( 43,17, 42,03¢ 43,15¢

Common stock equivalents from employee stock opt 1,51¢ — 1,16( —

Shares used in computing diluted net income (Ipss)

share 43,56¢ 43,17% 43,19¢ 43,15¢

Net income (loss) per shal

Basic $ 0.01 $ 0.029) $ 0.01 $ (0.09)

Diluted $ 0.01 $ 0.09) $ 0.01 $ (0.03)
Anti-dilutive potential common stock equivalentckided

from the calculation of diluted net income (lose) phare

Options to purchase common stc 4,31z 8,02( 5,24 7,765
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NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

6. Intangible Asset

The Company recorded an intangible asset as th# ofsts acquisition of Alliance Systems (see &l8tabove). The acquired
intangible asset is customer relationships, whsdbeing amortized over 17 years, which is the egghperiod of economic benefit expected
to be received, resulting in a weighted averagertnation period of 4.97 years. The following talgresents the intangible asset balances as
of March 31, 2010 and September 30, 2009 (in thulsa

March 31, 2010 September 30, 2009
Gross Gross
Carrying Accumulated Net Book Carrying Accumulated Net Book
Amount Amortization Value Amount Amortization Value
Customer relationshif $ 11,77F % 4,42¢ % 7,351 $ 11,77F % 36471 % 8,12¢

Amortization expense for the three and six montided March 31, 2010 was $389,000 and $778,000ectsply. The estimated
future amortization expense for the intangible tasef March 31, 2010 by fiscal year is $778,08Qlhe remainder of 2010, $1,330,000 for
2011, $1,119,000 for 2012, $868,000 for 2013, $8IFBfor 2014 and $2,578,000 thereafter.

The Company reviews long-lived assets, includiniinde-lived intangible assets, to determine if agverse conditions exist that
would indicate impairment. Factors that could leadn impairment of acquired customer relationsimglude a worsening in customer
attrition rates compared to historical attritioteg or lower than initially anticipated cash floassociated with customer relationships. The
Company assesses the recoverability of long-livws@dis based on the projected undiscounted futsteflavs estimated to be generated over
the asset’s remaining life. The amount of impaimmé any, is measured based on the excess afairging value over fair value. Fair value
is generally calculated as the present value ahastd future cash flows using a risk-adjustedalist rate, which requires significant
management judgment with respect to revenue anehsgpgrowth rates, and the selection and use ap@mpriate discount rate.

7. Inventories

Inventories consisted of the following (in thousand

March 31, 2010 September 30, 200!
Raw materials $ 11,68 $ 8,24¢
Work in proces: 2,357 1,06:
Finished good 9,85¢ 3,76¢
Total $ 23,897 $ 13,07¢

8. Equity

On June 12, 2008, the Board of Directors of the gamy authorized the repurchase of up to $5 millibits common stock througt
share repurchase program. As authorized by thgrang shares may be purchased in the open marketoagh privately negotiated
transactions, in a manner consistent with appleabturities laws and regulations. This stocknahase program does not obligate the
Company to acquire any specific number of sharess ot have an expiration date, and may be tetedrat any time by the Company’s
Board of Directors. All repurchases are expeabeloket funded from the Company’s current cash batocé&om cash generated from
operations. To facilitate repurchases of shareeuthis program, the Company has established Raig-1 plans intended to comply with
the requirements of Rule 10b5-1 and Rule 10b-1&wutlte Securities Exchange Act of 1934. A Rule5tQiplan permits the repurchase of
shares by a company at times when it otherwise thigiprevented from doing so under insider tradlimgs or because of company blackout
periods, provided that the plan is adopted wherctimepany is not aware of material non-public infatibn. Pursuant to the plan, a broker
designated by the Company has the authority torchpise shares, in accordance with the terms qfléme without

10




Table of Contents

NETWORK ENGINES, INC.
NOTES TO THE UNAUDITED CONDENSED CONSOLIDATED FINAN CIAL STATEMENTS

further direction from the Company. The amount iming of specific repurchases are subject toi¢hes of the plan and market conditions.
Upon the expiration of the first 10b5-1 plan orvidmber 7, 2008, the Company suspended repurchgeTommon stock. The Company
resumed the stock repurchase program on MarchOD® @nder a new 10b5-1 plan, as authorized by tdadof Directors. During the three
months ended March 31, 2010, the Company did maeirohase any shares of its common stock. Duriagithmonths ended March 31,
2010, the Company repurchased 158,200 sharesauiismon stock at an average cost of $1.12 per stiamm the inception of the share
repurchase program through March 31, 2010, the @osnpad repurchased 2,581,546 shares of its constock at an average cost of $0.84
per share. As of March 31, 2010, the maximum deldue that may yet be used for purchases unéegpritgram was $2,820,000.

9. Commitments and Contingencies
Guarantees and | ndemnifications

Acquisition-related indemnifications — When, astpEfran acquisition, the Company acquires all tieelsof a company, the
Company assumes liabilities for certain eventsiroumstances that took place prior to the datecqtissition. The maximum potential
amount of future payments the Company could beiredto make for such obligations is undeterminal#i¢hough certain provisions of the
agreements remain in effect indefinitely, the Comypbelieves that the probability of receiving aitlaelated to acquisitions other than
Alliance Systems is unlikely. As a result, the Qamy had not recorded any liabilities for such mddication clauses as of March 31, 20:
As of March 31, 2010, the Company had receiveddlaims related to the Alliance Systems acquisitior one of the claims, the Company
paid a settlement of $88,000 during the fiscal yeated September 30, 2008. The second claim waglhirin January 2009 by Cordsen
Engineering GmbH (“Cordsen”), a former customeAbifaince Systems, alleging that certain productt thordsen purchased from Alliance
Systems (prior to the Company’s acquisition of #lice Systems) were defective and did not meet Entsislesired specifications. Cordsen
alleges that by virtue of the Company’s acquisitidrlliance Systems in October 2007, the Compaegalme the assignee of Alliance
Systems’ agreement with Cordsen. In April 2018ettlement was reached with Cordsen, whereby timegioAlliance Systems shareholders
have agreed to pay a settlement of $100,000 an@dhgpany’s insurer has agreed to pay a settlenfeé38a9,000 to Cordsen. Payment of
the settlement is due on May 12, 2010.

The Company enters into standard indemnificatioe@ments in the ordinary course of its businesssiRnt to these agreements,
the Company indemnifies, holds harmless, and agoeesmburse the indemnified party for lossesexgfdl or incurred by the indemnified
party, generally its business partners or custonrennection with any patent, copyright, trademéade secret or other intellectual
property infringement claim by any third party wittspect to its products. The term of these indfération agreements is generally
perpetual. The Company has never incurred costefend lawsuits or settle claims related to thedemnification agreements. As a result,
the Company believes the estimated fair value eseragreements is minimal. Accordingly, the Comgeas no liabilities recorded for these
indemnifications as of March 31, 2010.

Product warranties — The Company offers and fsl§llandard warranty services on its applicatiotfqri@ solutions. Warranty
terms vary in duration depending upon the prodaltt, ut generally provide for the repair or replaent of any defective products for
periods of up to 36 months after shipment. Bagemhthistorical experience and expectation of futmeditions, the Company reserves for
the estimated costs to fulfill customer warrantyigdtions upon the recognition of the related raxenThe following table presents changes
in the Company’s product warranty liability for ttieee and six months ended March 31, 2010 and @6Q@Bousands):

Three months endec Six months endec
March 31, March 31,
2010 2009 2010 2009
Beginning balanc $ 60z $ 87¢ $ 641 $ 931
Accruals for warranties issut 465 24¢ 787 582
Fulfillment of warranties during the peri (472) (329) (83E) (717)
Ending balanc $ 59 $ 79€ $ 59 % 79€
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Contingencies

Initial Public Offering Lawsuit

On or about December 3, 2001, a putative claseratdivsuit was filed in the United States Distfiaturt for the Southern District of
New York against the Company, Lawrence A. Genoftbsi Compan’s former Chairman and Chief Executive Officer),ugtas G. Bryant
(the Company’s Chief Financial Officer), and seVeralerwriters of the Company’s initial public offeg. The suit allegesnter alia, that the
defendants violated the federal securities laws$ying and selling securities pursuant to the Gaomgjs initial public offering in July 2000
(“IPO”) without disclosing to investors that the underwritefendants had solicited and received excessigtieiadisclosed commissions fr(
certain investors. The suit seeks damages andicatitin of a plaintiff class consisting of all g@ins who acquired shares of the Company’s
common stock between July 13, 2000 and Decem|20Ga).

In October 2002, Lawrence A. Genovesi and DouglaBr@ant were dismissed from this case withoutymigje. On December 5,
2006, the United States Court of Appeals for theo8d Circuit overturned the District Court’s cadétion of a plaintiff class. On April 6,
2007, the Second Circuit denied plaintiffs’ pefitimr rehearing, but clarified that the plaintiffeay seek to certify a more limited class in the
District Court. On September 27, 2007, plaintiffesd a motion for class certification in certainstgated “focus cases” in the District Court.
That motion has since been withdrawn. On NovemBe2Q@07, the issuer defendants in certain desigrifteus cases” filed a motion to
dismiss the second consolidated amended classactioplaints that were filed in those cases. Oncia6, 2008, the District Court issued
an Opinion and Order denying, in large part, théioms to dismiss the amended complaints in theu$otases.” On April 2, 2009, the
plaintiffs filed a motion for preliminary approvaf a new proposed settlement between plaintifis,uhderwriter defendants, the issuer
defendants and the insurers for the issuer defésdan June 10, 2009, the Court issued an opinielmginarily approving the proposed
settlement, and scheduling a settlement fairneasrtefor September 10, 2009. On October 5, 20 Court issued an opinion granting
plaintiffs’ motion for final approval of the settteent, approval of the plan of distribution of tlegtlement fund, and certification of the
settlement classes. An Order and Final Judgmenewised on December 30, 2009. Various noticeppéal of the District Court’s
October 5, 2009 order have been filed. The Compmaypable to predict the outcome of this suit anid aesult, no amounts have been
accrued as of March 31, 2010.

10. Line of Credit

On October 11, 2007, the Company entered into & lamal Security Agreement (the “Loan Agreement”yw@ilicon Valley Bank
(the “Bank”). On August 5, 2008, the Company arelBank entered into the First Loan Modification égment (the “First Modification *).
The First Modification amended the Loan Agreemerexttend its term to August 5, 2010, and to chahgemount of the revolving loan
facility to $10 million.

On February 5, 2010, the Company and the Bankeshiato an Amended and Restated Loan and Secugitgefnent. This
agreement amended the Loan Agreement to extetetitsto February 4, 2012, and to change the irteags on the line to one half of a pc
(0.50%) above the Prime Rate with interest payatdathly. The Prime Rate is the rate announced fioma to time by the Bank. The
Company is also required to comply with certairafinial covenants relating to liquidity and minimoperating cash flows per quarter. A
May 10, 2010, the Company had not drawn on this dihcredit.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FI NANCIAL CONDITION AND RESULTS OF OPERATIONS
Special Note Regarding Forward-Looking Statements

This Quarterly Report on Form 10-Q contains forwimaking statements within the meaning of Secti@f »f the Securities
Exchange Act of 1934, as amended, that involvesrésid uncertainties. All statements other thatestants of historical information
provided herein are forward-looking statementsaag contain projections related to financial resudconomic conditions, trends and
known uncertainties. Our actual results couldedifhaterially from those discussed in the forwaroking statements as a result of a number
of factors, which include those discussed in thitisn and in Part Il, Iltem 1A, Risk Factors, astreport and the risks discussed in our other
filings with the Securities and Exchange Commisgtbe “SEC”). Readers are cautioned not to plawhia reliance on these forwdabking
statements, which reflect management’s analysigment, belief or expectation only as of the datieebdf. We undertake no obligation to
publicly reissue these forward-looking statemeatseflect events or circumstances that arise #feedate hereof.

The following discussion and analysis should bel ieaconjunction with the condensed consolidatedrtial statements and the
notes thereto included in Item 1 in this Quart&gport on Form 10-Q and our Annual Report on FobrKK for the fiscal year ended
September 30, 2009 filed by us with the SEC.

Overview

We design and manufacture application platformtgmis that enable original equipment manufacturer©EMSs, and independent
software vendors, or ISVs, that then deliver tleftware applications in the form of a network-redévice. Application platforms are pre-
configured server-based network infrastructure eksjiengineered to deliver specific software appibo functionality, ease deployment
challenges, improve integration and manageabaitgelerate time-to-market and increase the seaifrityat software application in an end
user’s network. We offer our customers an extensige of services including solution design, imégign control, global logistics, Smart
Services, and support and maintenance. We produt&ill devices branded for our customers, aedke our revenues primarily from the
sale of value-added hardware platforms to thes®mess. Our customers subsequently resell and suthiese platforms under their own
brands to their customer bases.

Critical Accounting Policies and Estimates

Our discussion and analysis of financial conditionl results of operations are based upon our cerdezonsolidated financial
statements, which have been prepared in accordgititaccounting principles generally accepted m thmited States of America. In
preparing these financial statements, we have restiifmates and judgments in determining certain atsaacluded in the financial
statements. We base our estimates and judgmeihistonical experience and other assumptions tledbelieve to be reasonable under the
circumstances. Actual results may differ from thestimates under different assumptions or comditio

On January 1, 2010, we adopted the authoritatii@agae issued by the Financial Accounting StandBaisd (“FASB”) related to
revenue arrangements with multiple deliverablesrandnue arrangements which include software elesnémder the amended authoritat
guidance for arrangements with multiple deliveraldad arrangements that include software elememrtaye required to determine if the
software elements function together with the talegivoduct to deliver the tangible product’s esséftinctionality. We determined that our
software elements provide additional functionalitit are not necessary to deliver the tangible prosl@ssential functionality; as such, we
required to allocate the arrangement consideratiaghe hardware and software elements based uparlditive selling price of the hardware
and software deliverables. Our software elememtsist of software and software maintenance. Reveassociated with the software is
recognized upon delivery, when VSOE is availablelie undelivered software maintenance. Revensmcaged with the software
maintenance is recognized over the term of the t@a@mce period, which is generally one year. WW8OE is not available for the
undelivered software maintenance, revenue assdoidtk the software elements is deferred and reieeginover the software maintenance
period. Our hardware elements generally consianaipplication platform and post-sales supportarah extended warranty. Revenue
associated with the application platform is recagdiupon delivery. We allocate revenue associatttdthe post-sales support and/or
extended warranty based upon separately pricedastngl rates for these elements. Revenue assdaidth the post-sales support and/or
extended warranty is deferred and recognized dwestipport period, generally one to three yeargth We exception of the adoption of the
authoritative guidance related to revenue arrangésneith multiple deliverables and revenue arrang@swhich include software elements,
there have been no changes to our critical acaogipiblicies since September 30, 2009.
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Results of Operations
Three months ended March 31, 2010 compared to tharee months ended March 31, 2009

The following table summarizes financial data foe periods indicated, in thousands and as a pagewof net revenues, and
provides the changes in thousands and percentages:

Three months endedMarch 31,

2010 2009
% of Net % of Net Increase (Decrease
Dollars Revenues Dollars Revenues Dollars Percentage
Net revenue: $ 55,03( 100.% $ 37,46 100.(% $ 17,56¢ 46.%
Gross profit 6,50: 11.8% 5,76¢ 15.4% 73¢ 12.7%
Operating expenst 6,232 11.2% 6,391 17.1% (159 (2.5%
Income (loss) from operatiol 271 0.5% (623) (1.7% 894 —
Net income (loss $ 23¢€ 0.4%$ (67C) 1.89% $ 90¢€ —

Net Revenues

Our revenues are derived primarily from sales @liaption platform solutions to our OEM and ISV tarsers. The increase in net
revenues during the three months ended March 31 88 compared to the three months ended MarckOB®, was primarily the result of
increased sales volume to some of our larger cietmrm particular a design win achieved in thattoguarter of fiscal year 2009 with our
largest customer, combined with lower overall saldsmes in the three months ended March 31, 20@%a the global economic downturn.
The increases in revenues were partially offsed bgcrease in net revenues related to our transiti@y from some of our non-strategic,
transactional revenues to projects that are moliaérwith our business model.

Gross Profit

Gross profit represents net revenues recognizedhescost of revenues. Cost of revenues includstso materials, manufacturing
costs, warranty costs, inventory write-downs, stiig@and handling costs and customer support chtaufacturing costs are primarily
comprised of compensation, contract labor costswhdn applicable, contract manufacturing costs.

Gross profit increased in the three months endetiVial, 2010 as compared to the three months evdech 31, 2009, primarily
due to increased sales volumes with our largesomes. Gross profit as a percentage of net revedaereased for the three months ended
March 31, 2010, as compared to the three monthscelidrch 31, 2009. The decrease from the prior wearprimarily due to the high
volume design win achieved in the fourth quartefisifal year 2009 with our largest customer, whials gross margins that are lower than
historical levels. The first shipments of prodrelated to some of this business occurred (andefaged revenues were recognized) during
three months ended December 31, 2009 and contiouadnp up in the three months ended March 31, 206 have pursued such
opportunities in order to increase revenues anerége those revenues over our existing infrastrad¢tuimprove operating margins. In
addition, certain planned price decreases werfégteduring the three months ended March 31, 268X®nnection with the design win
achieved in the fourth quarter of fiscal year 200& our largest customer.

Gross profit as a percentage of net revenueseéstafi by customer and product mix, component nateosts, pricing and the
volume of orders as well as by the mix of produanofactured internally compared to product manufact by a contract manufacturer,
which carries higher manufacturing costs. Therddtbe variability with regard to our gross profgmentage in future periods as it will be
highly dependent on how much of our revenue isvedrfrom our high volume, lower gross margin bussneWe may also continue to seek
higher volume revenue opportunities which have gsfit percentages that are lower than histoteat|s.
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Operating Expenses

The following table presents operating expensemgduhe periods indicated, in thousands and as@ptage of net revenues, and
provides the changes in thousands and percentages:

Three months endedMarch 31,

2010 2009
% of Net % of Net Increase (Decrease
Dollars Revenues Dollars Revenues Dollars Percentage
Operating expense
Research and developm: $ 1,58¢ 2% $ 1,65: 4.4% $ (69) (4.2%
Selling and marketin 2,06( 3.7% 2,02¢ 5.4% 36 1.8%
General and administrati 2,19¢ 4.(% 2,27¢ 6.1% (76) (3.9%
Amortization of intangible ass 38¢ 0.7% 43¢ 1.2% (50) (11.9%
Total operating expens $ 6,232 11.2%$ 6,391 17.1%$ (159 (2.5%

Research and Development

Research and development expenses consist prinoasblaries and related expenses for personnelgenkin research and
development, material costs for prototype anduasis, fees paid to consultants and outside sepiiceiders, and other expenses related to
the design, development, testing and enhancemeéatg application platform solutions. We expenB@four research and development
costs as they are incurred. The following tablamarizes the most significant components of re$eanct development expense for the
periods indicated, in thousands and as a percenfagtal research and development expense, andd@othe changes in thousands and

percentages:

Three months ended March 31,

2010 2009
% of % of
Expense Expense Increase (Decrease)
Dollars Category Dollars Category Dollars Percentage
Research and developme
Compensation and related exper $ 1,227 775%$ 1,03t 62.6% $ 19z 18.6%
Stocl-based compensatic 43 2.7% 58 3.5% (15) (25.9%
Prototype 18¢ 11.9% 244 14.£% (56) (23.0%
Consulting and professional servic 72 4.5% 197 11.€% (22%) (63.5%
Other 54 3.4% 11¢ 7.2% (65) (54.6%
Total research and developm: $ 1,584 10(% $ 1,652 10(% $ (69 (4.2%

Research and development expenses decreasedlmabenonths ended March 31, 2010, as comparéztintee months ended
March 31, 2009, primarily due to decreases in piyp® and consulting and professional services.s&lwests often tend to fluctuate based on
the status of our development projects which apgratess at any given time. Although our applaraplatform development strategy
emphasizes the utilization of standard componeinelogies, which utilize off-thehelf components, some of our designs require mizéz
platforms which require additional prototype andisulting and professional services. As such, weeixthat prototype and consulting and
professional services costs will continue to beade and could fluctuate depending on the timind magnitude of our development

projects.

These decreases in prototype and consulting arffdgsional services were partially offset by anéase in compensation and rela
expenses. Compensation and related expensessadrpamarily due to an increase in headcount f8@mt March 31, 2009 to 40 at
March 31, 2010 and an increase in variable compiensavhich was directly related to the result®pérations.
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Selling and Marketing

Selling and marketing expenses consist primarilgadéries and commissions for personnel engagsal@s and marketing, and costs
associated with our marketing programs, which idelaosts associated with our attendance at tramessipublic relations, product literature
costs, web site enhancements, and travel. Thewimlh table summarizes the most significant comptsef selling and marketing expense
for the periods indicated, in thousands and age@epéage of total selling and marketing expensd,maovides the changes in thousands and
percentages:

Three months endedMarch 31,

2010 2009
% of % of
Expense Expense Increase (Decrease
Dollars Category Dollars Category Dollars Percentage
Selling and marketing
Compensation and related exper $ 1,567 76.(% $ 1,57(C 77.€%$ (3) (0.2%
Stocl-based compensatic 92 4.5% 77 3.8% 15 19.5%
Marketing program 15C 7.2% 11€ 5.7% 34 29.2%
Travel 70 3.4% 76 3.&% (6) (7.9%
Other 181 8.8% 18t 9.1% (4) (2.2%
Total selling and marketin $ 2,06( 10C% $ 2,02¢ 10C% $ 36 1.8%

Selling and marketing expenses increased in tlee ttmonths ended March 31, 2010, as compared tardge months ended
March 31, 2010, primarily due to increased markgprogram costs. The increase in marketing prognaas primarily attributed to
increased expenses associated with industry ttamessduring the three months ended March 31, 2®iStorically, we have attended a
major trade show during the third quarter of oscéil year; however, that trade show occurred duhiaghree months ended March 31, 2010
instead of the third quarter of fiscal year 20@bmpensation and related expenses decreased fyiagsd result of a decrease in headcount
from 43 at March 31, 2009 to 38 at March 31, 2Qidtially offset by an increase in variable compagio® which was directly related to the
results of operations.

General and Administrative

General and administrative expenses consist piliynafrsalaries and other related costs for exeeufimance, information
technology and human resources personnel; congultid professional services, which include legadpanting, audit and tax fees; and
director and officer insurance. The following ®lsLimmarizes the most significant components oéiggrand administrative expense for the
periods indicated, in thousands and as a percenfagtal general and administrative expense, andiges the changes in thousands and
percentages:

Three months ended March 31,

2010 2009
% of % of
Expense Expense Increase (Decrease)
Dollars Category Dollars Category Dollars Percentage
General and administrativ

Compensation and related exper $ 1,30z 59.2% % 1,09¢ 418.2% % 207 18.9%
Stocl-based compensatic 10¢ 4.¢% 16€ 7.2% (58) (34.9%
Consulting and professional

services 49C 22.%% 66C 29.(% (170 (25.%
Director and officer insuranc 38 1.7% 56 2.5% (18) (32.)%
Other 26C 11.£% 297 13.(% (37) (12.5%
Total general and administrati ~ $ 2,19¢ 10C% $ 2,27¢ 10C% $ (76) (3.9%

General and administrative expenses decreased thithe months ended March 31, 2010, as compatbeé three months ended
March 31, 2009, primarily due to decreases in chimguand professional services and stock-basedensation, partially offset by an
increase in compensation and related expenses.pé&uwation and
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related expenses increased primarily due to aeaser in variable compensation, which was direeligted to the results of operations. The
decrease in consulting and professional servicespnearily attributed to a decrease in legal antside service expenses incurred during
three months ended March 31, 2010 as comparec tilvtbe months ended March 31, 2009. The decheaseck-based compensation was
primarily due to the fact that certain stock optigranted in prior periods reached the end of tresting periods during the three months
ended March 31, 2010.

Amortization of Intangible Asset

Amortization of the intangible asset decreased3®;,#00 in the three months ended March 31, 2016ompared to the three mon
ended March 31, 2009. Amortization expense folintengible asset decreases annually over itofifer years, to reflect the fact that the
estimated economic benefit expected to be recdiead the intangible asset declines over time.

I nterest and Other Income (Expense), net

Interest and other income (expense), net, tota2@,300) of expense for the three months ended iMait¢ 2010, compared to
$(47,000) of expense for the three months endeaiat, 2009. This change was primarily due toifpreurrency exchange losses of
$13,000 recorded during the three months endediM2ikc2010 as compared to foreign currency exchiogges of $83,000 recorded during
the three months ended March 31, 2009. Thesedoskse primarily to value-added tax (“VAT") refdsireceivable. The refundable VAT
amounts, which we pay on products and serviceshpged from our contract manufacturer located ilahe are denominated in Euros. The
decrease in the foreign currency exchange lossredwuring the three months ended March 31, 2049 partially offset by a decrease of
$48,000 in interest income, primarily attributatddower interest rates on the cash balances heldduring the three months ended
March 31, 2010 as compared to the three monthsdeMdech 31, 2009.

Provision for Income Taxes

The provision for income taxes for the three momthded March 31, 2010 was $9,000, based upon tioregsd effective tax rate f
fiscal year 2010. There was no provision for inedxes during the three months ended March 319.28%though we have significant net
operating loss carryforwards which can be usedfsebtaxable income, we are still subject to fedlaiternative minimum tax. In addition,
we will be subject to state taxes in various judidns where we do not have net operating loss/fawards or where states have suspended
the use of net operating loss carryforwards toedffaxable income.

Six months ended March 31, 2010 compared to the smonths ended March 31, 2009

The following table summarizes financial data foe periods indicated, in thousands and as a pagewf net revenues, and
provides the changes in thousands and percentages:

Six Months ended March 31,

2010 2009
% of Net % of Net Increase (Decrease
Dollars Revenues Dollars Revenues Dollars Percentage
Net revenue: $ 99,08: 100.% $ 74,69¢ 100.% $ 24,38¢ 32.6%
Gross profit 12,55¢ 12.71% 11,37¢ 15.2% 1,182 10.4%
Operating expenst 12,08: 12.2% 12,52¢ 16.7% (441) (3.5%
Income (Loss) from operatiol 47F 0.5% (1,149 (1.5% 1,62: —
Net income (loss $ 434 0.4%$ (1,13¢) 1.5%$%$ 1,57( —

Net Revenues

The increase in net revenues during the six mastded March 31, 2010 as compared to the six mamitied March 31, 2009 was
primarily the result of increased sales volumeaime of our larger customers, in particular a designachieved in the fourth quarter of fisi
year 2009 with our largest customer, combined Vaitter overall sales volumes in the six months eridadch 31, 2009 due to the glot
economic downturn. The
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increase in revenues was partially offset by aebs® in net revenues related to our transition dway some of our non-strategic,
transactional revenues to projects that are moliaenwith our business model.

Gross Profit

Gross profit increased in the six months ended WM& 2010 as compared to the six months endediV&rc2009, primarily due 1
increased sales volumes to our largest customer.

Gross profit as a percentage of net revenues damtdar the six months ended March 31, 2010, agpeaoed to the six months ended
March 31, 2009. The decrease from the prior yearpvanarily due to changes in customer and proohixt which were impacted by a high
volume design win achieved in the fourth quartefisifal year 2009 with our largest customer, whiels gross margins that are lower than
historical levels. The first shipments of prodradated to some of this business occurred (andelaged revenues were recognized) during
three months ended December 31, 2009 and contiouadnp up in the three months ended March 31, 20%¥8 have pursued such
opportunities in order to increase revenues anerégge those revenues over our existing infrastractuimprove operating margins. In
addition, certain planned price decreases toolceffering the six months ended March 31, 2010 imeation with the design win achievel
the fourth quarter of fiscal year 2009 with ouglest customer.

Operating Expenses

The following table presents operating expensemduhe periods indicated, in thousands and as@eptage of net revenues, and
provides the changes in thousands and percentages:

Six months endecMarch 31 ,

2010 2009
% of Net % of Net Increase (Decrease
Dollars Revenues Dollars Revenues Dollars Percentage
Operating expense
Research and developm:e $ 3,261 3.3%9% 3,09t 41%$ 17z 5.6%
Selling and marketin 3,81¢ 3.2% 4,201 5.€% (389 (9.2)%
General and administrati\ 4,22( 4.3% 4,35( 5.8% (130 (3.0%
Amortization of intangible ass 77¢ 0.8% 87¢ 1.2% (100) (11.9%
Total operating expens $ 12,08: 12.2%$ 12,52¢ 16.7% $ (44]) (3.5)%

Research and Development

The following table summarizes the most significeminponents of research and development expendeef@eriods indicated, in
thousands and as a percentage of total researatteartbpment expense, and provides the changbsiisdnds and percentages:

Six months endecMarch 31 ,

2010 2009
% of % of
Expense Expense Increase (Decrease
Dollars Category Dollars Category Dollars Percentage
Research and developme
Compensation and related exper $ 2,24: 68.6% $ 2,00t 64.6% $ 237 11.€%
Stocl-based compensatic 89 2.7% 142 4.€% (53 (37.9%
Prototype 514 15.7% 384 12.4% 13C 33.9%
Consulting and professional servic 214 6.€% 28¢ 9.2% (75) (26.0%
Other 20¢ 6.4% 27¢ 8.9% (67) (24.9H%
Total research and developm: $  326i 100%$  3,09¢ 10C% $ 172 5.6%

18




Table of Contents

Research and development expenses increasedsixtmonths ended March 31, 2010, as compared tsith@onths ended
March 31, 2009 , primarily due to an increase impensation and related expenses and prototype sgpeiCompensation and related
expenses increased primarily due to an increakeadcount from 37 at March 31, 2009 to 40 at M&%Lh2010 and an increase in variable
compensation, which was directly related to theltef operations. Because our prototype anduwting and professional services expetr
are project driven, the timing of these expendiuwran vary.

Selling and Marketing

The following table summarizes the most significaminponents of selling and marketing expense fptriods indicated, in
thousands and as a percentage of total sellingreamileting expense, and provides the changes iséimuis and percentages:

Six months endedMarch 31,

2010 2009
% of % of
Expense Expense Increase (Decrease
Dollars Category Dollars Category Dollars Percentage
Selling and marketing
Compensation and related exper $ 2,87¢ 75.5%% 3,13¢ 74.€%$ (257) (8.2%
Stoclk-based compensatic 16¢ 4.4% 13¢ 3.2% 31 22.5%
Marketing program 204 5.2% 287 6.6% (83 (28.9%
Travel 16¢ 4.4% 18t 4.4% (16) (8.6)%
Other 39¢ 10.4% 45€ 10.€% (58) (12.7%
Total selling and marketin $ 3,81¢ 10C% $ 4,201 10C% $ (389 (9.%

Selling and marketing expenses decreased in thaaiths ended March 31, 2010, as compared toxhaaiths ended March 31,
2009, primarily due to decreases in compensatioir@lated expenses and marketing programs. Theaksein compensation and related
expenses was primarily attributed to a decreabeaucount from 43 at March 31, 2009 to 38 at M&1h2010. The decrease in marketing
programs was primarily attributed to a decreagmanket research, public relations, and advertisitated expenses incurred during the six
months ended March 31, 2010 as compared to thraaiths ended March 31, 2009, in an effort to marnggeating expenses.

General and Administrative

The following table summarizes the most significeminponents of general and administrative expemsthé periods indicated, in
thousands and as a percentage of total generadmuhistrative expense, and provides the changdmirsands and percentages:

Six months endecMarch 31,

2010 2009
% of % of
Expense Expense Increase (Decrease
Dollars Category Dollars Category Dollars Percentage
General and administrativ
Compensation and related exper $ 2,381 56.4% $ 2,15¢ 49.6% $ 22¢ 10.2%
Stoclk-based compensatic 25¢ 6.1% 32t 7.5% (66) (20.9%
Consulting and professional servic 93C 22.1% 1,12¢ 25.9% (195) (17.9%
Director and officer insuranc 76 1.8% 111 2.5% (35) (31.5%
Other 574 13.€% 631 14.5% (57) (9.0%
Total general and administrati $ 4,22 10C% $ 4,35( 10C% $ (130) (3.0%

General and administrative expenses decreaseé sixtmonths ended March 31, 2010, as compardtktsix months ended
March 31, 2009, primarily due to decreases in clhinguand professional services and stock-
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based compensation expenses, partially offset byaaase in compensation and related expenses dddrease in consulting and
professional services was primarily attributed ttearease in legal and outside service expenseséucduring the six months ended
March 31, 2010 as compared to the six months ehtddh 31, 2009. The decrease in stbelsed compensation was primarily due to the
that certain stock options granted in prior pericetched the end of their vesting periods durirgsiki months ended March 31, 2010.
Compensation and related expenses increased dyirdad to an increase in variable compensationclvhias directly related to the result:
operations.

Amortization of Intangible Asset

Amortization of the intangible asset decreased 03000 in the six months ended March 31, 201@pagpared to the six months
ended March 31, 2009. Amortization expense folintengible asset decreases annually over it®fifer years, to reflect the fact that the
estimated economic benefit expected to be recdiead the intangible asset declines over time.

Interest and Other Income (Expense), net

Interest and other income (expense), net, decra¢ask@,000) of expense for the six months endedcMa1, 2010, as compared to
$12,000 of income for the six months ended March2B09. The change was primarily due to a decreb$86,000 in interest income,
primarily attributable to lower interest rates & tash balances held by us during the six momitisceMarch 31, 2010 as compared to the
six months ended March 31, 2009. The decreas#eresst income was partially offset by foreign eaay exchange losses of $18,000
recorded during the six months ended March 31, 284@ompared to foreign currency exchange logs8800000 recorded during the six
months ended March 31, 2009. These gains andsloskge primarily to VAT refunds receivable. Theéundable VAT amounts, which we
pay on products and services purchased from ourazirmanufacturer located in Ireland, are denotathan Euros.

Provision for Income Taxes
The provision for income taxes for the six monthdel March 31, 2010 was $33,000, based upon aurastof effective tax rate
for fiscal year 2010. There was no provision faxdme taxes during the six months ended March @19.2 Although we have significant net
operating loss carryforwards which can be usedfsebtaxable income, we are still subject to fedlaiternative minimum tax. In addition,
we will be subject to state taxes in various judidns where we do not have net operating loss/fawards or where states have suspended
the use of net operating loss carryforwards toedffaxable income.
Liquidity and Capital Resources

The following table summarizes cash flow activitigsthousands, for the periods indicated:

Six months endec

March 31,
2010 2009
Net income (loss $ 434 % (2,136)
Non-cash adjustments to net income (Ic 1,79t 2,04¢
Changes in working capit (10,256 8,10¢
Net cash (used in) provided by operating activi (8,027%) 9,01¢
Net cash provided by (used in) investing activi 3,221 (549
Net cash used in financing activiti (95) (149)
Net (decrease) increase in cash and cash equis (4,907) 8,33:
Beginning cash and cash equivale 21,03¢ 10,00:
Ending cash and cash equivale $ 16,13¢ $ 18,33t
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Operating Activities

Cash used in operating activities of $8.0 milliamidg the six months ended March 31, 2010 was piiynéne result of net cash us
in changes in working capital, partially offset syt income and the impact of non-cash adjustmentetincome. The changes in working
capital were partially the result of an increasadnounts receivable, which was primarily relatetligher net revenues in the three months
ended March 31, 2010 compared to the three momithsdeSeptember 30, 2009. The changes in workipitatavere also partially the result
of an increase in inventories, which was primadilie to increased purchasing to meet expected fatigt®mer demand, in particular as a
result of the ramping up of new business relatingur fiscal year 2009 design wins.

Cash provided by operating activities of $9.0 railliduring the six months ended March 31, 2009 wiasapily the result of net cash
provided by changes in working capital and the iotjpd non-cash adjustments to net loss, partidfised by the net loss for the period. The
change in accounts receivable was related to ¢afecof payments from customers. The changeviaritories was related to the depletiol
inventories on hand and lower purchases duringithmonths ended March 31, 2009, which was relaigde downward trend in revenues
and efforts undertaken by management to contr@ntory quantities on hand. Changes in workingtaaduring the six months ended
March 31, 2009 also included the receipt of $1.Bioni of income tax refunds related to taxes paidMiiance Systems in prior years.

I nvesting Activities

Cash provided by investing activities during thersionths ended March 31, 2010 was primarily theltes the receipt of the $3.6
million in refundable acquisition consideration,ielhwas a return of cash we originally paid in cection with our acquisition of Alliance
Systems (see Note 3 in the notes to the condemsemlidated financial statements for details reigarthe acquisition). This increase in ¢
was partially offset by the use of $408,000 of clastpurchases of property and equipment.

Cash used in investing activities during the sixithe ended March 31, 2009 consisted of the us&44,$00 of cash for purchases
of property and equipment.

Financing Activities

Cash used in financing activities during the sixwthg ended March 31, 2010 consisted primarily af/3000 used to repurchase
shares of our common stock and $38,000 used téesyassociated with our bank line of credit, piytioffset by the receipt of $130,000 as
the result of employee stock option exercises K&ate 10 in the notes to the condensed consolidatadcial statements for details regarding
the line of credit). Cash used in financing aciiatduring the six months ended March 31, 2009istets primarily of $218,000 used to
repurchase shares of our common stock, partialbebby the receipt of $89,000 as the result ofpases under the Employee Stock Purc
Plan.

On June 12, 2008, our Board of Directors authorthedepurchase of up to $5 million of our commtotk through a share
repurchase program. As authorized by the progshares may be purchased in the open market orghnauvately negotiated transactions,
in a manner consistent with applicable securit@gsland regulations. This stock repurchase progi@es not obligate us to acquire any
specific number of shares, does not have an eigirdate, and may be terminated at any time byBmard of Directors. All repurchases are
expected to be funded from our current cash bataoc&om cash generated from operations. ToifatE repurchases of shares under this
program, we have established Rule 10b5-1 planadetto comply with the requirements of Rule 10tdnd Rule 10b-18 under the
Securities Exchange Act of 1934. A Rule 10b5-hparmits the repurchase of shares by a compatimyes when it otherwise might be
prevented from doing so under insider trading lawbsecause of company blackout periods, providatttie plan is adopted when the
company is not aware of material non-public infotioa Pursuant to the plan, a broker designatedshlyas the authority to repurchase
shares, in accordance with the terms of the plahpwt further direction from us. The amount aimiing of specific repurchases are subject
to the terms of the plan and market conditionsri@uthe three months ended March 31, 2010, wendidepurchase any shares of our
common stock. During the six months ended March2810, we repurchased 158,200 shares of our consiook at an average cost of $1
per share. From the inception of the share re@seiprogram through March 31, 2010, we had repsechd, 581,546 shares of our common
stock at an average cost of $0.84 per share. thmoaxpiration of the first 10b5-1 plan on NovemBgR008, we suspended repurchases of
our common stock. We resumed the stock repurghraggam on March 16, 2009 under a new
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10b5-1 plan, as authorized by the Board of Dirextdks of March 31, 2010, the maximum dollar vahat may yet be used for purchases
under the program was $2,820,000.

Our future liquidity and capital requirements vapend upon numerous factors, including:
» the timing and size of orders from our customers;
» the timeliness of receipts of payments from outauers;
e the timing and size of our purchases of inventories
e our ability to enter into partnerships with OEMsldBVs;
» the level of success of our customers in sellirgeayns that include our application platform solusip
» the costs and timing of product engineering effartd the success of these efforts; and
*  market developments.

We believe that our available cash resources asiu that we expect to generate from sales of ouwdymts and services will be
sufficient to meet our operating and capital regmients through at least the next twelve months.

In the event that our available cash resourcesta&ilicon Valley Bank line of credit are not saint, or if an event of default
occurs, such as failure to achieve certain findrgaenants, that limits our ability to borrow undiee line of credit, we may need to raise
additional funds. We may in the future seek teeaidditional funds through borrowings, public ovgte equity financings or from other
sources. On April 28, 2010, we filed a shelf riagiion statement on Form S-3 (the “shelf regigirastatement”), pursuant to which we may
sell, from time to time, any combination of sedestunder the prospectus included in the shelbtemion statement, for an aggregate offe
price of up to $40,000,000. Under the shelf regigin statement, we may offer, from time to tirmemmon stock, preferred stock, debt
securities, depository shares, purchase contiatshase units, warrants, or any combination oftheve offerings.

There can be no assurance that additional finaneithdpe available at all or, if available, will ben terms acceptable to us.
Additional equity financings could result in dilati to our shareholders. If additional financingé®ded and is not available on acceptable
terms, we may need to reduce our operating expemgkscale back our operations.

Contractual Obligations and Commitments

During the six months ended March 31, 2010, theeeevmo material changes to our contractual obbigatand commitments as
disclosed in our Annual Report on Form 10-K for ylear ended September 30, 2009.

Off-Balance Sheet Arrangements

We have not created, and are not party to, anyidgaerpose or off-balance sheet entities for thgppse of raising capital, incurring
debt or operating parts of our business that areamsolidated into our financial statements. V@eehnot entered into any transactions with
unconsolidated entities whereby the Company hasrdiriated retained interests, derivative instrumentother contingent arrangements that
expose the Company to material continuing riskatingent liabilities, or any other obligation undevariable interest in an unconsolidated
entity that provides financing, liquidity, markésk or credit risk support to the Company.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Stashsi&oard (“FASB”) issued authoritative guidance ebhdefines fair value,
establishes a framework for measuring fair valuadoordance with generally accepted accountingiplies, and expands disclosures about
fair value measurements. This guidance was effedtivfiscal years beginning after November 15,20®wever, the FASB delayed the
effective date to fiscal years beginning
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after November 15, 2008 for nonfinancial assetsreordinancial liabilities, except those items remiagd or disclosed at fair value on an
annual or more frequent basis. We adopted thisaguigl as it applies to our financial assets afitias which are recognized or disclosec
fair value on a recurring basis (at least annuadlg)of October 1, 2008. We adopted this guidaaed,applies to our nonfinancial assets and
liabilities, as of October 1, 2009. The adoptidthis guidance did not have an impact on our fai@nposition, results of operations, or cash
flows.

In December 2007, the FASB issued authoritativel@uie related to business combinations. This gaaestablishes principles and
requirements for how the acquirer recognizes anaisomres in its financial statements the identifi@ssets acquired, the liabilities assumed,
and any noncontrolling interest in the acquireepgmizes and measures the goodwill acquired ifbtistness combination or a gain from a
bargain purchase and determines what informatialisilose to enable users of the financial statésnerevaluate the nature and financial
effects of the business combination. This guidas@ifective for business combinations on a prospedasis for which the acquisition date
is on or after the beginning of our first annugoring period beginning on or after December TH& We adopted this guidance on
October 1, 2009 and the adoption did not have &mahimpact on our financial position, resultsoplerations, or cash flows.

In April 2008, the FASB issued authoritative guidamused to determine the useful life of intangéseets. This guidance amends
factors that should be considered in developingwet or extension assumptions used to determinagéil life of a recognized intangible
asset. This change is intended to improve the stargly between the useful life of a recognizedhigitale asset and the period of expected
cash flows used to measure the fair value of tketa¥he requirement for determining useful livasstrbe applied prospectively to intangible
assets acquired after the effective date and swodiure requirements must be applied prospectteedyl intangible assets recognized as of,
and subsequent to, the effective date. This guilameffective as of the beginning of our fiscahythat begins after December 15, 2008. We
adopted this guidance on October 1, 2009 and tbptiah did not have a material impact on our finahgosition, results of operations, or
cash flows.

In October 2009, the FASB issued authoritative goat for multiple-deliverable revenue arrangememiltich amends previously
issued guidance to require an entity to use itsdstnate of selling price when vendor-specifigeshive evidence or acceptable third party
evidence of selling price does not exist for anydpicts or services included in a multiple elemeraragement. The arrangement consider:
should be allocated among the products and serbissd upon their relative selling prices, thusiglating the use of the residual method of
allocation. This standard also requires expandeditgtive and quantitative disclosures regardimggicant judgments made and changes in
applying this guidance. This standard is effectisea prospective basis for revenue arrangementseghinto or materially modified in fiscal
years beginning on or after June 15, 2010. Earbptdn and retrospective application are also peechi We adopted this authoritati
guidance as of January 1, 2010 and the adoptionatitiave a material impact on our financial positiresults of operations, or cash flows,
and does not change the units of accounting foreenue transactions.

In October 2009, the FASB issued authoritative gna# for certain revenue arrangements that incdotterare elements. Under this
guidance, tangible products containing softwarenelgs that function together to deliver the produessential functionality are no longer
within the scope of software revenue guidance.tiéstthat sell joint hardware and software prodtltés meet this scope exception will be
required to follow the guidance for multiple-deligble revenue arrangements. This standard is effech a prospective basis for revenue
arrangements entered into or materially modifiefiscal years beginning on or after June 15, 2&H0ly adoption and retrospective
application are also permitted. We adopted thib@itative guidance as of January 1, 2010 and dloption did not have a material impact on
our financial position, results of operations, asle flows.

In January 2010, the FASB issued authoritative gnuie requiring additional disclosure related tovValue measurements that are
made on a recurring and non-recurring basis. ghidance updates the guidance previously issuabeblfASB related to fair value
measurement disclosures. Under this guidanceiesnivill be required to provide disclosures famnsfers in and out of Level 1 and Level 2
fair value inputs. In addition, entities will bequired to provide disclosures for activity withie Level 3 fair value input tier, including
purchases, sales, issuances, and settlements dhueingporting period. This guidance is effecfimeinterim and annual reporting periods
beginning after December 15, 2009, except for el 3 disclosure requirements, which will be dffexfor fiscal years beginning after
December 15, 2010. We adopted the guidance alies to Level 1 and Level 2 fair value input®B3anuary 1, 2010 and the adoption did
not have a material impact on our financial positi@sults of operations, or cash flows. We doaxgiect the adoption of this guidance as it
relates to Level 3 inputs to have a material impacour financial position, results of operatiomscash flows.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We engage in certain transactions which are deratetinin currencies other than the U.S. dollar (pritly the Euro). These
transactions may subject us to exchange rate as&don fluctuations in currency exchange rateghagtcur between the time such a
transaction is recognized in our financial statetsi@nd the time that the transaction is settledvéi@r, based on the historical magnitudes
and timing of such transactions, we do not belieeare subject to material exchange rate risk. Wial engage in any foreign currency
hedging transactions. We are exposed to marketelaked to changes in interest rates. In the pashave invested excess cash balances in
cash equivalents and short-term investments, and ifvere to do so in the future, we believe thatdfiect, if any, of reasonably possible
near-term changes in interest rates on our findposition, results of operations and cash flowsiltaot be material. In addition, we believe
that a hypothetical 10% increase or decrease @ndat rates would not have a material adversetaffeour financial condition.

ITEM 4. CONTROLS AN D PROCEDURES

Our management, with the participation of our Clgécutive Officer and Chief Financial Officer, &vated the effectiveness of our
disclosure controls and procedures (as definediiedRl3a-15(e) and 15d-15(e) under the Securitiebdhge Act) as of March 31, 2010.
Based on this evaluation, our Chief Executive @ffiand Chief Financial Officer concluded that, &March 31, 2010, our disclosure conti
and procedures (1) were designed to effectivelymctate and communicate information to the Companyanagement, as appropriate, to
allow timely decisions regarding required discl@sand (2) were effective, in that they provide osable assurance that information required
to be disclosed by the Company in the reportsittigés or submits under the Securities Exchangeigrecorded, processed, summarizec
reported within the time periods specified in tlee&ities and Exchange Commission’s rules and forms

During the three months ended March 31, 2010 hamge in our internal control over financial repagt(as defined in Rules 13a-15
() and 15d-15(f) under the Exchange Act) occutreat has materially affected, or is reasonablylyike materially affect, our internal control
over financial reporting.

PART II—OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
Initial Public Offering Lawsuit

On or about December 3, 2001, a putative claseratdivsuit was filed in the United States Dist@aurt for the Southern District of
New York against us, Lawrence A. Genovesi (our far@hairman and Chief Executive Officer), DouglaB@ant (our Chief Financie
Officer), and several underwriters of our initiallgtic offering. The suit allegesjter alia, that the defendants violated the federal seesriti
laws by issuing and selling securities pursuamutoinitial public offering in July 2000 (“IPO”) whout disclosing to investors that the
underwriter defendants had solicited and receivegssive and undisclosed commissions from cenaiesitors. The suit seeks damages and
certification of a plaintiff class consisting of persons who acquired shares of our common stetkden July 13, 2000 and December 6,
2000.

In October 2002, Lawrence A. Genovesi and DouglaBrgant were dismissed from this case withoutyatigje. On December 5,
2006, the United States Court of Appeals for theofd Circuit overturned the District Court’s cddition of a plaintiff class. On April 6,
2007, the Second Circuit denied plaintiffs’ petitimr rehearing, but clarified that the plaintiffeay seek to certify a more limited class in the
District Court. On September 27, 2007, plaintiffed a motion for class certification in certairsdgated “focus cases” in the District Court.
That motion has since been withdrawn. On NovemBeRQ07, the issuer defendants in certain desigrifeus cases” filed a motion to
dismiss the second consolidated amended classactioplaints that were filed in those cases. Oncia6, 2008, the District Court issued
an Opinion and Order denying, in large part, théioms to dismiss the amended complaints in theu$otases.” On April 2, 2009, the
plaintiffs filed a motion for preliminary approvaf a new proposed settlement between plaintifes,uhderwriter defendants, the issuer
defendants and the insurers for the issuer defésid@n June 10, 2009, the District Court issuedgnion preliminarily approving the
proposed settlement, and scheduling a settlemenefs hearing for September 10, 2009. On Octop20@0, the District Court issued an
opinion granting plaintiffs’ motion for final appval of the settlement, approval of the plan ofrilisttion of the settlement fund, and
certification of the settlement classes. An
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Order and Final Judgment was filed on Decembe2309. Various notices of appeal of the Districu@@ October 5, 2009 order have now
been filed. We are unable to predict the outcomtisfsuit and as a result, no amounts have beanext as of March 31, 2010.

Customer Claim

On January 20, 2009, a lawsuit was filed in thetéthBStates District Court for the Eastern DistofcTexas against us and several
other co-defendants. The suit, filed by Cordsenittggring GmbH (“Cordsen”), a former customer ofidtlice Systems, alleges breach of
contract and other claims with regard to certaodpcts that Cordsen purchased from Alliance Sys{@mar to our acquisition of Alliance
Systems) and which Cordsen alleges did not medegged specifications. (See Note 3 in the natékd consolidated financial statements
details regarding the acquisition.) Cordsen alldbatby virtue of our acquisition of Alliance Sgsts in October 2007, we became the
assignee of Alliance Systems’ agreement with CardseApril 2010, a settlement was reached withdSen, whereby the former Alliance
Systems shareholders have agreed to pay a settlefrfsf00,000 and our insurer has agreed to pajtesent of $300,000 to Cordsen.
Payment of the settlement is due on May 12, 2010.

ITEM 1A. RISK FACTORS

The risks and uncertainties described below ar¢hobnly ones we are faced with. Additional risksl uncertainties not presently
known to us, or that are currently deemed immaditariay also impair our business operations. If ahthe following risks actually occur, @
financial condition and operating results couldeerially adversely affected. Subsequent to tee&ipus disclosure of risk factors in Item
1A of Part | of our most recent Annual Report omd.0-K for the fiscal year ended September 3092€tere have been no significant
changes in our risk factors.

Risks of dependence on one strategic customer.

We derive a significant portion of our revenues fron sales of application platform solutions directlyfo EMC and our revenues may
decline significantly if this customer reduces, catels or delays purchases of our products, terminasgets relationship with us or
exercises certain of its contractual rights.

For the three months ended March 31, 2010 and 22085 directly to EMC, our largest customer, anted for 44% and 38%, of
our total net revenues, respectively. For thexsixths ended March 31, 2010 and 2009, sales direcBEMC accounted for 42% and 36%
our total net revenues, respectively. These sakegrimarily attributable to a limited number ebgucts pursuant to non-exclusive contracts.
We anticipate that our future operating result$ edhtinue to depend heavily on sales to, and elationship with, this customer.
Accordingly, the success of our business will depémlarge part, on this customer’s willingnessémtinue to utilize our application
platform solutions in its existing and future prothi In the fourth quarter of fiscal year 2009, wwen new business to provide additional
products to this customer. As this business rampsva expect our revenues from this customer teease during the remainder of fiscal year
2010. However, gross margins associated with thésoener have decreased and may continue to decrkesto the nature of the new
business that we have begun providing to this costo

Our financial success is dependent upon the fuguceess of the products we sell to this customettaa continued growth of this
customer, whose industry has a history of rapidnietogical change, short product lifecycles, coigsdion and pricing and margin pressures.
As we have experienced in recent periods, advandeasrd drive storage capacity could also resulbwrer sales volumes to this customer. A
significant reduction in sales to this customersignificant pricing and additional margin pressuegerted on us by this customer, would |
a material adverse effect on our results of opanatiln addition, if this customer delays or casgrlrchases of our products, our operating
results would be harmed and we may be unable toraiedy predict revenues, profitability and casiw.

Under the terms of our non-exclusive contracts tistomer has the right to enter into agreemeititstiaird parties for similar
products, is not obligated to purchase any miningquiantity of products from us and may choose to ptaphasing from us at any time, with
or without cause. In addition, this customer mayniaate the agreements in the event that we attégstsign our rights under the
agreements to another party without this custonm@its approval. Furthermore, in the event thatdséault on certain portions of the
agreement, this customer has the right to manufactrtain products in exchange for a mutually @gloée royalty fee. If any of
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these events were to occur, or if this customeewedelay or discontinue purchases of our prodag result of dissatisfaction or otherwise,
our revenues and operating results would be m#yeaidversely affected, our reputation in the indysnight suffer, and we may be unable to
accurately predict revenues, profitability and césWs.

Risks related to business strategy.
Our future success is dependent upon our ability tgenerate significant revenues from application plform development relationships

We believe we must diversify our revenues and an@mponent of our business strategy is to forplieation platform design
relationships with new OEMs and ISVs. Under thiatsigy, we work with our customers to design ariegton platform branded with their
name. The customers then perform all of the seHimdj marketing efforts related to sales of theanded appliance.

There are multiple risks associated with this sggtincluding:

» the expenditure of significant product design angieeering costs, which if not recovered througpligation platform sales could
negatively affect our operating results;

e asignificant reliance on our customers’ applicatoftware products, which could be technologicaifgrior to competitive
products and result in limitations on our applicatplatform sales, causing our revenues and opgregsults to suffer;

» our customers will most likely continue selling ithgoftware products as separate products in afdit selling them in the form of
an application platform, which will require us tifextively communicate the benefits of deliveritgir software in the form of an
application platform;

e our reliance on our customers to perform all ofgaking and marketing efforts associated withHartsales of the application
platform solution we develop with them;

e continued consolidation within the data storagéwnek security, carrier communications and entasgr@ommunications industries
that results in existing customers being acquinedther companies;

* our ability to leverage strategic relationshipsktain new sales leads;
* our ability to provide our customers with high qtyaapplication platform solutions at competitiveges; and

» there is no guarantee that design wins will reisudtctual orders or sales. A “design win” occurewla new customer or a separate
division within an existing customer notifies usithve have been selected to integrate the custerapplication. There can be del
of several months or more between the design winwdren a customer initiates actual orders. Thegdesin may never result in
actual orders or sales. Further, if the custonm@eas change, we may commit significant resourcetesign wins that do not result
in actual orders.

Additionally, our future success will depend on ability to establish relationships with new cusesmwhile expanding sales of
application platform solutions within our existiogstomer base. If these customers are unsuccassfigdir marketing and sales efforts, or if
we are unable to expand our sales to existing mestoand develop relationships with new custonmensrevenues and operating results
could suffer.

We have begun to pursue (and in some cases wenNwjdarger opportunities which we expect to haveae significant impact on
our net revenues. We expect that these opportaniiile have gross margins as a percentage of reasewhich are lower than historical leve
but we believe that such opportunities can be byed over our existing infrastructure without reigg us to incur significant additional
operating costs. However, if we cannot meet custalamand utilizing our existing infrastructure, may need to increase our infrastructure
and associated operating costs, which would negjgtimmpact our operating results. Also, our
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revenue growth may be lower than expected if wauaseiccessful in winning large opportunities, whiatuld lead us to pursue smaller
opportunities in order to grow revenues.

We may not be able to effectively commercialize owapplication platform solutions or may be at a comptitive disadvantage if we
cannot license or integrate third-party applicatiors that are essential for the functionality of certa platforms.

We believe our success will depend on our abititiidense or integrate certain applications fromdtparties that would be
incorporated in certain of our application platfospiutions. Because we do not currently know wéhainty which of these prospective
technologies will be desired in the marketplace ey incorrectly invest in development or priowtiaur efforts to integrate these
technologies in our application platforms. Additidlg, even if we correctly focus our efforts, thean be no assurance that we will select the
preferred provider of these technologies, the thady provider will be committed to the relatiofsland integration of their technology, or
that they will license their technology to us with@btaining significant certification or trainingshich could be costly and time consuming. If
we are unable to successfully integrate the cothét-party technologies in a timely manner, opplécation platform solutions may be
inferior to other competitive products in the magkace, which may adversely affect the resultsuwfaperations and our ability to grow our
business. We believe that our services are a keypettive differentiation point and an importangémlent of the total solution we offer. If our
current and prospective customers do not find ¢neices we offer to be of value to them or theil esers, they may decide to perform these
services in-house or we may lose their businessmupetitors. If this were to occur, our revenues a@perating results would be adversely
impacted.

Our business could be harmed if we fail to adequalgintegrate new technologies into our applicatiomplatform solutions or if we
invest in technologies that do not result in the dared effects on our current and/or future productofferings.

As part of our strategy, we review opportunitiesntworporate products and technologies that coaldeuired in order to add new
customers, retain existing customers, expand thadbin of product offerings or enhance our techriaphbilities. Investing in new
technologies presents numerous risks, including:

» we may experience difficulties integrating new taealogies into our current or future products;

» our new products may be delayed because selectetenbnologies themselves are delayed or have deded/or performance
limitations;

e we may incorporate technologies that do not resuhie desired improvements to our current andituré application platform
products;

e we may incorporate new technologies that either naybe desired by our customers or may not be atiblp with our customers’
existing technology;

* new technologies are unproven and could contagmiatefects, which could result in high produciuie rates; and

« we could find that the new products and/or techgiel® that we choose to incorporate into our praslact technologically inferior
those utilized by our competitors.

If we are unable to adequately integrate new teldgies into our application platform products owi invest in technologies that
not result in the desired effects on our curredf@nfuture product offerings, our business cowdchiarmed and operating results could suffer.
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Risks related to the application platform markets.

If application platforms are not increasingly adoped as a solution to meet a significant portion of@npanies’ software application
needs, the market for application platform solutiors may not grow, which could negatively impact our@venues.

We expect that all of our future revenues will cdineen sales of application platform solutions aathted services. As a result, we
are substantially dependent on the growing useplication platforms to meet businesses’ softwam@iaation needs. Our revenues may not
grow and the market price of our common stock calgidine if the application platform market does gimw as rapidly as we expect.

Our expectations for the growth of the applicatieiform market may not be fulfilled if customei@tinue to use general-purpose
servers or proprietary platforms. The role of oroducts could, for example, be limited if generalpse servers out-perform application
platforms, provide more capabilities and/or flekipithan application platforms or are offered dbaer cost. This could force us to lower the
prices of our application platform solutions or ktbresult in fewer sales of these products, whicluld negatively impact our revenues and
decrease our gross profits.

To an extent, the application platform market é&ntting towards virtual application platforms ands/gms and cloud computing. A
virtual application platform is a software solutji@momprised of one or more virtual machines thatiskaged, maintained, updated, and
managed as a unit. Cloud computing is a web-baseckpt, whereby vendors provide customers wittrtaali (i.e. web-based) network
appliance infrastructure, reducing the customesg&adito purchase appliance hardware. While we cilyrprovide virtual application
platforms, our revenues and operating results neaydgatively impacted if current and prospectiv@@mers move toward using virtual or
cloud-based platforms provided by other vendors.

The products that we sell are subject to rapid teamological change and our sales will suffer if theggroducts are rendered obsolete by
new technologies.

The markets we serve are characterized by rapiuhtdagical change, frequent new product introduttiand enhancements,
potentially short product lifecycles, changes istomer demands and evolving industry standardhdmpplication platform market, we
attempt to mitigate these risks by utilizing stanidabased hardware platforms and by maintainingdaguate knowledge base of available
technologies. However, the application platfornutiohs that we sell could be rendered obsoletedflipcts based on new technologies are
introduced or new industry standards emerge andrev@ot able to incorporate these technologicahgbs into our products. In addition, we
depend on third parties for the base hardware pépplication platforms and we are at risk if thtésged parties do not integrate new
technologies. Releasing new products and serviegsgiurely may result in quality problems, and gelaay result in loss of customer
confidence and market share. We may be unablesigrdeew products and services or achieve and miaintarket acceptance of them once
they have come to market. Furthermore, when wesd@mse new or enhanced products and services, wbenaable to manage the
transition from the older products and servicesinimize disruption in customer ordering pattemngid excessive inventories of older
products and deliver enough new products and ss\@ meet customer demand.

To remain competitive in the application platformanket, we must successfully identify new produgtanunities and partners and
develop and bring new products to market in a tinagid cost-effective manner. Our failure to selketappropriate partners and keep pace
with rapid industry, technology or market changesld have a material adverse effect on our busjmesslts of operations or financial
condition.

Risks related to financial results.

We have a history of losses and may continue to eeqence losses in the future, which could cause thearket price of our common
stock to decline.

In the past, we have incurred significant net lessed could incur net losses in the future. At Mg, 2010 and September 30,
2009, our accumulated deficit was $140 million &id1 million, respectively. If we are successfuhimning large opportunities in future
periods but cannot meet our customer requiremeititing our existing infrastructure and producticapabilities, we may need to increase
our infrastructure. This would increase operatingemses and negatively impact our operating reshlé®, our revenue growth may be lov
than
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expected if we are unsuccessful in winning largeoofunities, which would lead us to pursue smallgportunities in order to grow revenues.
As a result, we will need to generate significavanues to achieve and sustain profitability. Ifdeenot achieve and sustain profitability, the
market price for our common stock may decline. E¥eve achieve sustained profitability there camloeguarantee that our stock price will
increase.

We may not be able to borrow funds under our credifacility or secure future financing if there is amaterial adverse change in our
business.

In October 2007, we entered into an agreement Kiltbon Valley Bank to provide for a line of credie view this line of credit as
source of available liquidity to fund fluctuatioimsour working capital requirements. This facil@gntains various conditions, covenants and
representations with which we must be in complianaarder to borrow funds. However, if we wish torkow under this facility in the future,
there can be no assurance that we will be in canpd with these conditions, covenants and repratsems. In addition, this line of credit
facility with Silicon Valley Bank expires on Febmyad, 2012. After that, we may need to secure ripanting to continue funding
fluctuations in our working capital requirementaviever, we may not be able to secure new finanan@inancing on favorable terms, if we
experience an adverse change in our business. ékperience an increase in order activity fromaustomers, our cash balance may dec
due to the need to purchase inventories to filfdlse orders. If this occurs, we may have to dravhés facility, or secure other financing, in
order to maintain our liquidity. As of May 10, 2Q3@e have not borrowed on this line of credit.

If our estimates or judgments relating to our critical accounting policies are based on assumptionsatthchange or prove to be
incorrect, our operating results could fall below &pectations of securities analysts and investorsesulting in a decline in our stock
price.

Our discussion and analysis of financial conditionl results of operations is based on our congetidinancial statements, which
have been prepared in accordance with accountingiples generally accepted in the United State&roérica. The preparation of financial
statements in conformity with generally acceptetbaating principles requires management to makeagts and assumptions that affect
amounts reported in the consolidated financiakstants and accompanying notes. On an ongoing, basisvaluate significant estimates
used in preparing our consolidated financial statets) including those related to:

* revenue recognition;

« collectibility of accounts receivable;
* inventory write-downs;

« stock-based compensation;

» valuation of intangible assets;

« warranty reserves; and

+ realization of deferred tax assets.

We base our estimates on historical experienceandirious other assumptions that we believe teehsonable under the
circumstances, as provided in our discussion aatysis of financial condition and results of opemas, the results of which form the basis
for making judgments about the carrying valuesssiss and liabilities that are not readily appafiem other sources. Actual results
may differ from these and other estimates if osuagptions change or if actual circumstances diffan those in our assumptions, which

could cause our operating results to fall belowetkgectations of securities analysts and investessilting in a decline in our stock price.
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Our quarterly revenues and operating results may ao fluctuate for various reasons, which could causmur operating results to fall
below expectations and thus impact the market pricef our common stock.

Our quarterly revenues and operating results dfiewt to predict and may fluctuate significanfipm quarter to quarter. None of
our customers are obligated to purchase any quanitdur products in the future nor are they olikgbto meet forecasts of their product
needs. Our operating expense levels are basedtinrpaxpectations of future revenues and grostgravhich are partially dependent on ¢
customers’ ability to accurately forecast and comitate their future product needs. If revenuesrosgprofits in a particular quarter do not
meet expectations, operating results could sufidrthe market price of our common stock could aeclFactors affecting quarterly operating
results include:

» the degree to which our customers are successfab#lling application platform solutions to theird customers;

* our customers’ consumption of their existing inwers of our products;

» the variability of orders we receive from customet® have project-based businesses;

» the loss of key suppliers or customers;

e the product mix of our sales;

e the timing of new product introductions by our arsers;

» the availability and/or price of products from sliprs;

*  price competition;

»  costs associated with our introduction of new aggion platform solutions and the market acceptafitkose products; and

«  the mix of product manufactured internally and by contract manufacturer.

If the products and services that we sell become mecommoditized and competition in the data storagenetwork security, carrier
communications and enterprise communications markatcontinues to increase, then our gross profit asgercentage of net revenues
may decrease and our operating results may suffer.

Products and services in the data storage, netsemlirity, carrier communications and enterprisernamications markets may be
subject to further commoditization as these indestcontinue to mature and other businesses inteddditional competing products and
services. Our gross profit as a percentage of reg&for our products may decrease in responseattgels in our product mix, competitive
pricing pressures, or new product introductions thiese markets. If we are unable to offset deesemsour gross profits as a percentage of
revenues by increasing our sales volumes, or byedsing our product costs, operating results veidliie. Changes in the mix of sales of our
products, including the mix of higher margin prottusold in smaller quantities and lower margin picid sold in larger quantities, could
adversely affect our operating results for futuwarnters. To maintain our gross profits, we alsotroastinue to reduce the manufacturing cost
of our application platform solutions. Our effottsproduce higher margin application platform siolug, continue to improve our application
platform solutions and produce new applicationfptat solutions may make it difficult to reduce enanufacturing cost per product. Further,
utilization of a contract manufacturer to produgmogtion of our customer requirements for certgpliation platform solutions may not
allow us to reduce our cost per product. If we taitespond adequately to pricing pressures, tgetitive products with improved
performance or to developments with respect tather factors on which we compete, we could lostauers or orders and may lose new
customer opportunities. If we are unable to oftkstreases in the prices we are able to chargeustorers and/or our gross margin
percentage with increased sales volumes, our asini® suffer.
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An intangible asset represents a significant portio of our assets, and any impairment of the intangile asset would adversely impact
our operating results.

At March 31, 2010, the carrying value of our intdohg asset, which consists of customer relatiorshgsociated with our acquisiti
of Alliance Systems, Inc. (“Alliance Systems”), wegproximately $7.4 million, net of accumulated atization. We will continue to incur
non-cash charges relating to the amortization ofiangible asset over its remaining useful Ifature determinations of significant write-
offs of the intangible asset resulting from an iimpant test or any accelerated amortization ofititengible asset could have a significant
impact on our operating results and affect ourtghib achieve or maintain profitability. Althoughe do not believe that any impairment of
the intangible asset exists at this time, in thenéthat any indicators of possible impairmenttexi® may record charges which could have a
material adverse effect on our results of operati®uch indicators include, but are not limitedat@yorsening in customer attrition rates
compared to historical attrition rates, or lowearthnitially anticipated cash flows associated witistomer relationships.

Risks related to competition.
Competition in the application platform market is significant and if we fail to compete effectively, ar financial results will suffer.

In the application platform market, we face sigrafit competition from a number of different typésampanies. Our competitors
include companies who market general-purpose serserver virtualization software, specific-purpesevers and application platforms as
well as companies that sell custom integrationiseswutilizing hardware produced by other compariéeny of these companies are larger
than we are and have greater financial resourag@siame recognition than we do, as well as sigmficlistribution capabilities and larger,
more established service organizations to suppeit products. Our larger competitors may be ableverage their existing resources,
including their extensive distribution capabiliti@sd service organizations, to provide a widerraffgof products and services and higher
levels of support on a more castective basis than we can. We expect competitidhe application platform market to increase Bigantly
as more companies enter the market and as ouingxezimpetitors continue to improve the performaoictheir current products and to
introduce new products and technologies. Such &se@ competition could adversely affect sales otatrent and future products. In
addition, competing companies may be able to uaklennore extensive promotional activities, adoptevaggressive pricing policies and
offer more attractive terms to their customers tharcan. If our competitors provide lower cost pratd with greater functionality or support
than our application platform solutions, or if soofagheir products are comparable to ours and Heeeal as part of a range of products that is
broader than ours, our application platform sohsicould become undesirable.

Even if the functionality of competing productsiguivalent to ours, we face a risk that a signiftaaumber of customers would el
to pay a premium for similar functionality fromarder vendor rather than purchase products frorMesattempt to differentiate ourselves
from our competition by offering a wide variety sfftware integration, branding, supply-chain manag&, engineering, support, logistics
and fulfillment services. If we are unable to effeely differentiate ourselves from our competitiave may be forced to offer price reducti
to maintain certain customers. As a result, ouenees may not increase and may decline, and oss gnargins may decline. Furthermore,
increased competition could lead to higher selérgenses which would negatively affect our busimessfuture operating results.

Risks related to marketing and sales efforts and customer service.

We need to effectively manage our sales and markeg operations to increase market awareness and salef our products and to
promote our brand recognition. If we fail to do sq our growth will be limited.

Although we currently have a relatively small saesl marketing organization, we must continue toease market awareness and
sales of our products and services and promoteraund in the marketplace. We believe that to compatcessfully we will need OEMs and
ISVs to recognize us as a top-tier provider of &gpion platform solutions and services. If we anable to increase market awareness and
promote ourselves as a leading provider of apptingilatform solutions with our available resouroge may be unable to develop new
customer relationships or expand our product andcgeofferings at existing customers.
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If we are unable to effectively manage our customegervice and support activities, we may not be able retain our existing customers
or attract new customers.

We need to effectively manage our customer suppetations to ensure that we maintain good relshigs with our customers.
We believe that providing a level of high qualitystomer support will be a key differentiator for gquoduct offerings and may require more
technically qualified staff which could be more tpslf we are unable to provide this higher leeékervice we may be unable to successfully
attract and retain customers.

If our customer support organization is unsuccessfmaintaining good customer relationships, we/hase customers to our
competitors and our reputation in the market cdiddlamaged. As a result, we may lose revenuesuartlsiness could suffer. Furthermore,
the costs of providing this service could be highan we expect, which could adversely affect querating results.

Risks related to product manufacturing.

Our dependence on sole source and limited sourceppliers for key application platform components males us susceptible to supply
shortages and potential quality issues that couldrpvent us from shipping customer orders on time, oat all, and could result in lost
sales and customers.

We depend upon single source and limited sourcpligup for our industry standard processors, magiclboards, telephony boards,
certain disk drives, hardware platforms and powspties as well as certain of our chassis and shetdl parts. Additionally, we depend on
limited sources to supply certain other industandard and customized components. We have in gteegperienced, and may in the future
experience, shortages of or difficulties in acqugrcomponents in the quantities and of the quakigded to produce our application platform
solutions. Shortages in supply or quality issuésted to these key components for an extendeduioed cause delays in the production of
our application platform solutions, prevent us freatisfying our contractual obligations and meetingtomer expectations, and result in lost
sales and customers. If we are unable to buy coergsrin the quantities and of the quality that wedhon a timely basis or at acceptable
prices, we will not be able to manufacture andweelour application platform solutions on a timetycost effective basis to our customers,
and our competitive position, reputation, businésancial condition and results of operations doog seriously harmed. If we are able to
secure other sources of supply for such componeuts;osts to purchase such components could ser@#ich would negatively impact ¢
gross margins. A significant portion of our compwtseare purchased from suppliers located in Clidnging the past year, several factorie
China have closed without notice. If a factory whatipplies parts to us closes with little or naaetwe could experience shortages and
difficulties in locating alternative sources of plyp

Tighter management of inventories across global sygy chains may lead to longer lead times for our pichases of certain inventory
components. If we are unable to manage our supphhain and maintain sufficient inventories to meet catomer demand, this could
result in lost sales and customers.

Due largely to the recent economic downturn, weshexperienced tighter management of inventoriessaaour supply chain,
resulting in longer lead times to obtain inventooynponents from our vendors. To a significant degnee plan our purchasing of inventory
components based on forecasts of future demanddtoroustomers. If actual order volumes from owgtomers exceed those forecasts, we
may experience supply depletions or shortagerrescases, this may lead to delays in our deliserigoroducts to our customers due to the
long lead times required to obtain new suppliesastain inventory components. In other cases nisg cause our customers to cancel their
orders with us. These factors could adversely impacrelationships with our customers and coulagseacertain customers to seek other
sources of product supply. Also, we may purchaggetaguantities of certain inventory componenteriber to mitigate the risks described
above. Such inventory may later become excesssmiete, which would result in higher than expeatests to write down inventory to its
realizable value.
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If our application platform solutions fail to perform properly and conform to specifications, our cusbmers may demand refunds,
assert claims for damages or terminate existing rationships with us, and our reputation and operatilg results may suffer materially.

As application platform solutions are complex, tihegy contain errors that can be detected at amt poa product’s lifecycle. If
flaws in design, production, assembly or testingwf products (by us or our suppliers) were to ocse could experience a rate of failure in
our products that could result in substantial nrepaplacement or service costs and potential dartagur reputation. In addition, because
solutions are combined with products from otherdars, should problems occur, it might be diffidoltidentify the source of the problem.
Continued improvement in manufacturing capabiljt@mntrol of material and manufacturing quality andts, and product testing are critical
factors in our future growth. There can be no assue that our efforts to monitor, develop, modifg amplement appropriate test and
manufacturing processes for our products will féant to permit us to avoid a rate of failureanr products that results in substantial
delays in shipment, significant repair or replacehw®sts or potential damage to our reputation,ainwhich could have a material adverse
effect on our business, results of operationsraritial condition.

In the past, we have discovered errors in someioépplication platform solutions and have expeargshdelays in the shipment of
our products during the period required to cortkese errors or we have had to replace defectivdugts that were already shipped. Errors in
our application platform solutions may be foundthie future and any of these errors could be sicgnifi. Significant errors, including those
discussed above, may result in:

» the loss of or delay in market acceptance and sélesr application platform solutions;
» diversion of engineering resources;

* increased manufacturing costs;

» the loss of customers;

e injury to our reputation and other customer relaiproblems; and

e increased maintenance and warranty costs.

Any of these problems could harm our business anad operating results. Product errors or delaygdcbe material, including any
product errors or delays associated with the intctidn of new products or versions of existing pratd. If our application platform solutions
fail to conform to warranted specifications, custwsncould demand a refund for the purchase prideaasert claims for damages.

Moreover, because our application platform soligioray be used in connection with critical compusggtems services, including
providing security to protect valuable informatiove may receive significant liability claims if helo not work properly. While our
agreements with customers typically contain prawvisiintended to limit our exposure to liability iols, these limitations do not preclude all
potential claims. Liability claims could exceed @surance coverage and require us to spend signiftime and money in litigation or to |
significant damages. Any claims for damages, effansuccessful, could seriously damage our remrtand business.

If we do not accurately forecast our application patform materials requirements, our business and opating results could be
adversely affected.

We use rolling forecasts based on anticipated mioohders to determine our application platform poment requirements. Lead
times for materials and components that we order change significantly depending on variables saBpecific supplier requirements,
contract terms and current market demand for tbosgonents. In addition, a variety of factors, inithg the timing of product releases,
potential delays or cancellations of orders, thertg of large orders and the unproven acceptanoewfproducts in the market make it
difficult to predict product orders. As a resultirenaterials requirement forecasts may not be ateulf we overestimate our materials
requirements, we may have excess inventory, whimhicdvincrease costs and negatively impact our pasktion. Our agreements with cert
customers provide us with protections related weimory purchased in accordance with the termbesd agreements; however, these
protections may not be sufficient to prevent certasses as a result of excess or obsolete inyerifave underestimate our materials
requirements, we
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may have inadequate inventory which could interauptmanufacturing and delay delivery of our aplien platform solutions to customers,
resulting in a loss of sales or customers. Anyhese occurrences would negatively impact our basiaad operating results.

Other risksrelated to our business.

Our operating results would suffer if we, our custoners, or other third-party software providers from whom we license technology,
were subject to an infringement claim that resultedn protracted litigation, the award of significant damages against us or the payme
of substantial ongoing royalties.

Substantial litigation regarding intellectual prayeights exists in the technology industry. Weest that application platform
solutions may be subject to thipdsty infringement claims as the number of compegitn the industry segment grows and the functignef
products in different industry segments overlapghknpast we have received claims from third psuttiat our application platform solutions
infringed their intellectual property rights. We dot believe that our application platform solus@mploy technology that infringes the
proprietary rights of any third parties. We areoailet aware of any claims made against any of ostoeners related to their infringement of
the proprietary rights of other parties in relattorproducts that include our application platf@atutions. Other parties may make claims
against us or our customers that, with or withoatimcould:

e be time consuming for us to address;

*  require us to enter into royalty or licensing agneats;

» resultin costly litigation, including potentiahbility for damages;
» divert our management’s attention and resources; an

e cause product shipment delays.

In addition, other parties may make claims agaistcustomers related to products that are incatpdrinto our application
platform solutions. Our business could be advera#gcted if such claims resulted in the inabitifyour customers to continue producing the
infringing product.

If we fail to retain and attract appropriate levels of qualified employees and members of senior managent, we may not be able to
successfully execute our business strategy.

Our success depends in large part on our abilitgtiin and attract highly skilled engineeringesamarketing, customer service and
managerial personnel. If we are unable to attracifficient number of qualified personnel, we may be able to meet key objectives such as
developing, upgrading, or enhancing our productstimely manner, which could negatively impact business and could hinder any future
growth.

If we fail to maintain an effective system of intenal controls, we may not be able to accurately repbour financial results. As a result,
current and potential stockholders could lose confience in our financial reporting, which could havea negative market reaction.

Section 404 of the Sarbanes-Oxley Act of 2002 megubur management to report on, and our indepémegistered public
accounting firm to attest to, the effectivenessufinternal control over financial reporting. \Wave an ongoing program to perform the
system and process evaluation and testing necesseoynply with these requirements. As a resudthave incurred expenses and have
devoted additional management resources to Se¢fiércompliance. Effective internal controls areassary for us to provide reliable
financial reports. If we cannot provide reliabieaincial reports, our business and operating resoltild be harmed.

If either of the sites of our manufacturing operatons were to experience a significant disruption iits operations, it would have a
material adverse effect on our financial conditiorand results of our operations.

Our manufacturing facilities and headquarters areentrated in two locations. If the operationeither facility were disrupted as a
result of a natural disaster, fire, power or otidity outage, work stoppage or other similar eyemr business could be seriously harmed for
a period of at least one quarter as a result efiimptions or delays in our manufacturing, engiimggror post-sales support operations.
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The market price for our common stock may be particlarly volatile, and our stockholders may be unabldo resell their shares at a
profit.

The market price of our common stock has been sutgesignificant fluctuations and may continudlttuate or decline. During
the fiscal year ended September 30, 2009, thenggmice of our common stock ranged from a low@#®29 to a high of $1.32, and during the
six months ended March 31, 2010, from a low of $1da high of $2.19. The market for technologg aricrocap stocks has been extren
volatile and frequently reaches levels that bearetationship to the past or present operatinggperiince of those companies. General
economic conditions, such as recession or inteaéstor currency rate fluctuations in the Unitedt&t or abroad, could negatively affect the
market price of our common stock. In addition, operating results may be below the expectatiorseodirities analysts and investors. If this
were to occur, the market price of our common stoely decrease significantly. In the past, followpegiods of volatility in the market price
of a company’s securities, securities class adtiigation has often been instituted against summganies. Such litigation could result in
substantial cost and a diversion of managemengstin and resources.

Any decline in the market price of our common stockegative market conditions could adverselyaftair ability to raise
additional capital, to complete future acquisitiafi®r investments in other businesses and tocattirad retain qualified technical and sales
and marketing personnel.

If the market price o f our common stock is not quoted on a national exchae, our ability to raise future capital may be hingtred and
the market price of our common stock may be negately impacted.

At certain times in the past, the market price wf @mmon stock has been less than $1.00 per dhare.are unable to meet the
stock price listing requirements of NASDAQ, our aoon stock could be de-listed from the NASDAQ Gloldkirket. If our common stock
were delisted from the NASDAQ Global Market, among othieings, this could result in a number of negativelioations, including reduct
liquidity in our common stock as a result of thedmf market efficiencies associated with NASDA@ #re loss of federal preemption of s
securities laws, as well as the potential lossooffidence by suppliers, customers and employeedp#s of institutional investor interest,
fewer business development opportunities and greéfeculty in obtaining financing. As of May 1@2010, we were in compliance with all
applicable requirements for continued listing oa MASDAQ Global Market.

A continued or prolonged downturn in the economy cold have a material adverse effect on our financigberformance and other
aspects of our business.

The current downturn in the economy, and any fursh@vdown in future periods, could adversely dffear business in ways that
we are unable to fully anticipate. Tightened creditrkets may negatively impact operations by affigcsolvency of customers, suppliers and
other business partners, or the ability of our@metrs to obtain credit to finance purchases ofppoducts and services, which in turn could
lead to increased difficulty in collecting accourdgseivable. Tightened credit markets may also tiegg impact our ability to borrow funds,
if needed, either under our line of credit withi@ih Valley Bank or from other sources. In additignvernment responses to the disruptions
in the financial markets may not stabilize the negslor increase liquidity or the availability okdit for us or our customers. A widespread
reduction of global business activity could causst@mers to reduce capital expenditures, put isearicing pressure on our products and
services, and subject us, our suppliers and ouoriess to interest rate risks and tax changescthdt impact our financial strength. These
and other economic factors could have a materizse effect on our financial condition, operatiagults and liquidity.

We have anti-takeover defenses that could delay prevent an acquisition and could adversely affectite market price of our common
stock.

Our Board of Directors has the authority to isspea5,000,000 shares of preferred stock and, withay further vote or action on
the part of the stockholders, to determine theepriights, preferences, privileges and restrictithe preferred stock. This preferred stoc
issued, might have preference over the rightsehtiiders of common stock and could adversely affecmarket price of our common
stock. The issuance of this preferred stock malgenitamore difficult for a third party to acquire or to acquire a majority of our outstanding
voting stock. We currently have no plans to igsteferred stock.
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In addition, provisions of our second amended asthted certificate of incorporation and our secménded and restated by-laws
may deter an unsolicited offer to purchase us.s&lprovisions, coupled with the provisions of theddvare General Corporation Law,
may delay or impede a merger, tender offer or pamtest involving us. For example, our Board akEtors is divided into three classes,
only one of which is elected at each annual meetifigese factors may further delay or prevent aaghaf control of our business.

Class action lawsuits have been filed against ugjroboard of directors, our former chairman and certain of our executive officers and
other lawsuits may be instituted against us from the to time.

In December 2001, a class action lawsuit relatingur initial public offering was filed against umjr chairman, one of our executive
officers and the underwriters of our initial pubdiffering. For more information on lawsuits, s&atft Il, tem 1 — Legal Proceedings.” We
are currently attempting to settle the lawsuitdfilgainst us related to our initial public offering/e are unable to predict the effects on our
financial condition or business of the lawsuit tethto our initial public offering or other lawssiithat may arise from time to time. While we
maintain certain insurance coverage, there carolassurance that claims against us will not réswdtibstantial monetary damages in excess
of such insurance coverage. This class actiondeya any future lawsuits, could cause our diveeind officer insurance premiums to
increase and could affect our ability to obtairedior and officer insurance coverage, which woddatively affect our business. In addition,
we have expended, and may in the future expendifisant resources to defend such claims. Thisschction lawsuit, or other similar
lawsuits that may arise from time to time, coulgatévely impact both our financial condition ane& timarket price of our common stock and
could result in management devoting a substantigign of their time to these lawsuits, which coaltiversely affect the operation of our
business.

ITEM 6. EXHIBITS
(a) Exhibits
The exhibits which are filed with this report or iaih are incorporated by reference are set forthénExhibit Index hereto.
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SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, as amended, the Registrant Hasdused this report to be
signed on its behalf by the undersigned, thereduaty authorized.

NETWORK ENGINES, INC.

Date: May 10, 2010 /sl Gregory A. Shorte

Gregory A. Shortel
President and Chief Executive Offic
(Principal Executive Officer

/s/ Douglas G. Bryar

Douglas G. Bryan
Chief Financial Officer, Treasurer and Secre’
(Principal Financial Officer and Principal AccoumdiOfficer)
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EXHIBIT INDEX
Exhibit No. Exhibit

31.1 Certification of Gregory A. Shortell, the Chief Exaive Officer of the Company, pursuant to Sec862 of the Sarbanes-
Oxley Act of 2002

31.2 Certification of Douglas G. Bryant, the Chief Ficéal Officer of the Company, pursuant to Sectio 80the Sarbane®xley
Act of 2002.

32.1 Certification of Gregory A. Shortell, the Chief Exaive Officer of the Company, pursuant to Sec866 of the Sarbanes-
Oxley Act of 2002

32.2 Certification of Douglas G. Bryant, the Chief Ficéal Officer of the Company, pursuant to Sectiob 80the Sarbane®xley

Act of 2002.
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EXHIBIT 31.1
CERTIFICATION
I, Gregory A. Shortell , certify that:
1. | have reviewed this Quarterly Report on Form 10f@letwork Engines, Inc.;
2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or om#itée a material fact necessary

to make the statements made, in light of the cistances under which such statements were madmislieading with respect to tl
period covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, angdtfie periods presented in this
report;

4, The registrant’s other certifying officer and | aesponsible for establishing and maintaining disete controls and procedures (as

defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registramd have:

a) Designed such disclosure controls and proceduresiused such disclosure controls and procedures tiesigned under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

b) Designed such internal control over financial réipgr, or caused such internal control over finah@aorting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

C) Evaluated the effectiveness of the registsdtsclosure controls and procedures and presentais report our conclusiol
about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehlis report based on
such evaluation; and

d) Disclosed in this report any change in the regigtsanternal control over financial reporting thatcurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finaieeporting; and

5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial
reporting, to the registrant’s auditors and theitac@mmittee of the registrant’s board of direct@spersons performing the
equivalent functions):

a) All significant deficiencies and material weaknesiethe design or operation of internal contratiofimancial reporting
which are reasonably likely to adversely affectrgistrant’s ability to record, process, summasiad report financial
information; and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significémin the
registrant’s internal control over financial repogt

Dated: May 10, 2010 /sl Gregory A. Shorte

Gregory A. Shortell
Chief Executive Officer




EXHIBIT 31.2
CERTIFICATION
I, Douglas G. Bryant, certify that:
1. | have reviewed this Quarterly Report on Form 10f@letwork Engines, Inc.;
2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or om#itée a material fact necessary

to make the statements made, in light of the cistances under which such statements were madmislieading with respect to tl
period covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, angdtfie periods presented in this
report;

4, The registrant’s other certifying officer and | aesponsible for establishing and maintaining disete controls and procedures (as

defined in Exchange Act Rules 13a-15(e) and 15&)1%nd internal control over financial reportirag defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registramd have:

a) Designed such disclosure controls and proceduresiused such disclosure controls and procedures tiesigned under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

b) Designed such internal control over financial réipgr, or caused such internal control over finah@aorting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

C) Evaluated the effectiveness of the registsdtsclosure controls and procedures and presentais report our conclusiol
about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehlis report based on
such evaluation; and

d) Disclosed in this report any change in the regigtsanternal control over financial reporting thatcurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finaieeporting; and

5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiorterhal control over financial
reporting, to the registrant’s auditors and theitac@mmittee of the registrant’s board of direct@spersons performing the
equivalent functions):

a) All significant deficiencies and material weaknesiethe design or operation of internal contratiofimancial reporting
which are reasonably likely to adversely affectrgistrant’s ability to record, process, summasiad report financial
information; and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significémin the
registrant’s internal control over financial repogt

Dated: May 10, 2010 /s/ Douglas G. Bryar

Douglas G. Bryant
Chief Financial Officer




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 on FormQ®f Network Engines, Inc. (the “Company”) for thearterly period ended March 31,
2010 as filed with the Securities and Exchange Cmsion on the date hereof (the “Report”), the usidgred, Gregory A. Shortell, Chief
Executive Officer of the Company, hereby certifipgtsuant to 18 U.S.C. Section 1350, that:

(1) the Report fully complies with the requiremeotsSection 13(a) or 15(d) of the Securities Exg®Act of 1934; and

(2) the information contained in the Report faphesents, in all material respects, the finan@aldition and results of operations of the

Company.

Dated: May 10, 2010 /sl Gregory A. Shorte

Gregory A. Shortell
Chief Executive Officer




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 on FormQ®f Network Engines, Inc. (the “Company”) for thearterly period ended March 31,
2010 as filed with the Securities and Exchange Cwmsion on the date hereof (the “Report”), the usgred, Douglas G. Bryant, Chief
Financial Officer of the Company, hereby certifiparsuant to 18 U.S.C. Section 1350, that:

(1) the Report fully complies with the requiremeotsSection 13(a) or 15(d) of the Securities Exg®Act of 1934; and

(2) the information contained in the Report faphesents, in all material respects, the finan@aldition and results of operations of the

Company.

Dated: May 10, 2010 /s/ Douglas G. Bryar

Douglas G. Bryant
Chief Financial Officer




