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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended: June 30, 2006

OR

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 0-28082
L3
KVH Industries, Inc.
9
(Exact name of registrant as specified in its charter)
Delaware 05-0420589

(State or other jurisdiction of (IRS Employer
incorporation or organization) Identification Number)

50 Enterprise Center, Middletown, RI 02842

(Address of principal executive offices)
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(401) 847-3327

(Registrant s telephone number, including area code)

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

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer © Accelerated filer x Non-accelerated filer ~
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes © No x

Indicate the number of shares outstanding of each of the issuer s classes of common stock as of the latest practicable date.

Date Class Outstanding shares
August 1, 2006 Common Stock, par value $0.01 per share 14,814,959
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PART I. FINANCIAL INFORMATION
ITEM 1. Financial Statements
KVH INDUSTRIES, INC. AND SUBSIDIARY
CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share amounts, unaudited)

Current assets:

Cash and cash equivalents

Marketable securities

Accounts receivable, net of allowance for doubtful accounts of $572 in 2006 and $626 in 2005
Costs and estimated earnings in excess of billings on uncompleted contracts

Inventories

Prepaid expenses and other assets

Deferred income taxes

Total current assets

Property and equipment, net
Other non-current assets
Deferred income taxes

Total assets

Current liabilities:

Accounts payable

Accrued compensation and employee-related expenses
Accrued other

Accrued professional services

Accrued product warranty costs

Current portion of long-term debt

Total current liabilities

Long-term debt excluding current portion
Deferred revenue

Total liabilities

Stockholders equity:

Preferred stock, $0.01 par value. Authorized 1,000,000 shares; none issued

Common stock, $0.01 par value. Authorized 20,000,000 shares; issued and outstanding 14,799,109 as of
June 30, 2006 and 14,638,100 as of December 31, 2005

Additional paid-in capital

Accumulated deficit

Accumulated other comprehensive loss

Table of Contents

June 30,
2006

$ 16,041
37,915
11,395

281
7,435
525
166

73,758

9,627
91
3,334

$ 86,810

$ 3,401
2,539
1,164

648
569
119

8,440

2,221
252

10,913

148
87,458
(11,565)

(144)

December 31,
2005

$ 14,160
35,930
12,283

235
6,564
793
205

70,170

8,663
163
3,334

$ 82,330

$ 3,480
2,977

1,004

371

611

115

8,558

2,282
128

10,968

146
85,890
(14,505)

(169)
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Total stockholders equity 75,897 71,362
Total liabilities and stockholders equity $ 86,810 $ 82,330

See accompanying Notes to Condensed Consolidated Financial Statements.
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ITEM 1. Financial Statements (continued)
KVH INDUSTRIES, INC. AND SUBSIDIARY
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share amounts, unaudited)

Three months ended Six months ended
June 30, June 30,
2006 2005 2006 2005
Net sales $21,968 $18,807 $42,257 $36,700
Cost of sales 13,373 11,029 24,842 21,812
Gross profit 8,595 7,778 17,415 14,888
Operating expenses:
Sales and marketing 3,428 3,347 7,273 6,970
Research and development 1,973 1,978 4,142 3,876
General and administrative 1,790 1,493 3,685 2,766
Income from operations 1,404 960 2,315 1,276
Other income (expense):
Interest income, net of interest expense 515 294 968 530
Other expense “4) (226) (25) (320)
Income before income tax expense 1,915 1,028 3,258 1,486
Income tax expense 229 76 318 233
Net income $ 1,686 $ 952 $ 2940 $ 1,253
Per share information:
Net income per share
Basic $ 011 $ 007 $ 020 $ 0.09
Diluted $ 011 $ 006 $ 020 $ 0.09
Number of shares used in per share calculation:
Basic 14,773 14,549 14,729 14,535
Diluted 14,893 14,658 14,860 14,662

See accompanying Notes to Condensed Consolidated Financial Statements.
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ITEM 1. Financial Statements (continued)

KVH INDUSTRIES, INC. AND SUBSIDIARY

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands, unaudited)

Cash flows from operating activities:
Net income

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

Depreciation and amortization

Deferred income tax

Compensation expense related to options and employee stock purchase plan
Decrease in provision for doubtful accounts, net

Gain on disposal of equipment

Changes in operating assets and liabilities:

Accounts receivable

Costs and estimated earnings in excess of billings on uncompleted contracts
Inventories

Prepaid expenses and other assets

Accounts payable

Accrued expenses

Deferred revenue

Net cash provided by operating activities

Cash flows from investing activities:
Purchase of marketable securities
Maturities and sales of marketable securities
Capital expenditures

Proceeds from sale of equipment

Other long-term assets

Net cash (used in) provided by investing activities

Cash flows from financing activities:
Repayments of long term debt
Stock option and stock benefit plan transactions

Net cash provided by financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

See accompanying Notes to Condensed Consolidated Financial Statements.
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Six months ended

June 30,
2006 2005
$ 2940 $ 1,253
1,013 1,022
39 233
466
(3) (33)
(23) 22)
891 (748)
46) (265)
(871) (770)
268 (326)
(79) 1,282
44) 312
124 93
4,675 2,031
(15,761) (18,002)
13,800 19,495
(1,918) (855)
27 22
9 48)
(3,843) 612
(56) (53)
1,105 302
1,049 249
1,881 2,892
14,160 10,289
$ 16,041 $ 13,181
7
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ITEM 1. Financial Statements (continued)
KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(1) Description of Business
KVH Industries, Inc. (KVH) develops, manufactures and markets mobile communications products for the land mobile and marine markets, and
navigation, guidance and stabilization products for both defense and commercial markets.

KVH s mobile communications products enable customers to receive live digital television, telephone and Internet services in their automobiles,
recreational vehicles and marine vessels while in motion via satellite and wireless services. KVH sells its mobile communications products
through an extensive international network of retailers, distributors and dealers.

KVH s defense products include tactical navigation systems that provide uninterrupted access to navigation and pointing information in a
spectrum of military vehicles, including tactical trucks (HMMW Vs) and light armored vehicles. KVH also offers precision fiber optic
gyro-based systems that enable platform stabilization and munitions guidance. KVH s defense products are sold directly to United States (U.S.)
and allied governments and government contractors, as well as through an international network of authorized independent sales representatives.
In addition, KVH s defense products have numerous commercial applications such as train location control and track geometry measurement
systems, industrial robotics, and optical stabilization.

(2) Basis of Presentation

The accompanying condensed consolidated financial statements of KVH Industries, Inc. and its wholly owned subsidiary, KVH Europe A/S
(collectively, KVH or the Company), have been prepared pursuant to the rules and regulations of the United States Securities and Exchange
Commission regarding interim financial reporting. All intercompany accounts and transactions have been eliminated in consolidation. The
condensed consolidated financial statements have not been audited by our independent registered public accounting firm, but include all
adjustments (consisting of only normal recurring adjustments) which are, in the opinion of management, necessary for a fair presentation of the
financial condition, results of operations, and cash flows for the periods presented. These condensed consolidated financial statements do not
include all disclosures associated with annual financial statements and accordingly should be read in conjunction with the Company s
consolidated financial statements and related notes included in the Company s Annual Report on Form 10-K filed on March 16, 2006 with the
Securities and Exchange Commission. The results for the three and six month periods ended June 30, 2006 are not necessarily indicative of
operating results for the remainder of the year.

(3) Significant Estimates and Assumptions

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities as of the date of the financial statements and the reported amounts of revenues and expenses during the reporting periods. Significant
estimates and assumptions by management affect the Company s revenue recognition, valuation of accounts receivable, valuation of inventory,
deferred tax assets and certain accrued expenses.

Although the Company regularly assesses these estimates, actual results could differ materially from these estimates. Changes in estimates are
recorded in the period in which they become known. The Company bases its estimates on historical experience and various other assumptions
that it believes to be reasonable under the circumstances. Actual results could differ from management s estimates.
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KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(4) Stock-Based Compensation

In December 2004, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No. 123(R),
Share-Based Payment, which is a revision of SFAS No. 123, Accounting for Stock-Based Compensation. SFAS No. 123(R) supersedes APB

Opinion No. 25, Accounting for Stock Issued to Employees, and amends SFAS No. 95, Statement of Cash Flows. SFAS No. 123(R) addresses

the accounting for share-based payment transactions in which an enterprise receives employee services in exchange for (a) equity instruments of

the enterprise, or (b) liability instruments that are based on the fair value of the enterprise s equity instruments or that may be settled by the

issuance of such equity instruments. SFAS No. 123(R) requires an entity to recognize the grant-date fair-value of stock options and other

equity-based compensation issued to employees in the statement of operations.

On May 24, 2006, at the Company s 2006 Annual Meeting of Stockholders, the stockholders of the Company approved the 2006 Stock Incentive
Plan. The 2006 Stock Incentive Plan authorizes the Company to issue up to 1,000,000 shares of its common stock pursuant to stock options,
restricted stock awards and other stock-based awards. The Board of Directors of the Company had approved the adoption of the 2006 Stock
Incentive Plan on February 22, 2006, subject to shareholder approval. The Company currently has options outstanding under the 2003 Incentive
and Non-Qualified Stock Option Plan, and the 1996 Incentive and Non-Qualified Stock Option Plan. Under the plans, non-qualified stock
options or incentive stock options may be granted to the Company s or its subsidiaries employees, officers, directors, advisers, or consultants as
defined. Options are granted with an exercise price equal to the fair market value of the common stock on the date of grant and generally vest in
equal annual amounts over four to five years beginning on the first anniversary of the date of the grant. No options are exercisable for periods of
more than 10 years after date of grant. All plans were approved by the Company s shareholders, pursuant to which 3,915,000 shares of the
Company s common stock were reserved for issuance. As of June 30, 2006, 2,712,100 options to purchase shares of common stock had been
issued or expired and 1,202,900 were available for future grants. The Compensation Committee of the Board of Directors administers the plans,
approves the individuals to whom options will be granted and determines the number of shares and exercise price of each option. Outstanding
options under the plans at June 30, 2006 expire from July 2006 through February 2011. None of the Company s outstanding options includes
performance-based or market-based vesting conditions.

On May 24, 2006, at the Company s 2006 Annual Meeting of Stockholders, the stockholders of the Company also approved an amendment to the
Company s Amended and Restated Employee Stock Purchase Plan (ESPP) increasing the number of shares reserved for issuance by 50,000 to a
total of 450,000. The Board of Directors of the Company had approved the amendment on February 22, 2006, subject to shareholder approval.
Under the ESPP, the Company is authorized to issue up to 450,000 shares of common stock, of which 78,114 shares remain available as of

June 30, 2006. The ESPP allows eligible employees the right to purchase common stock, via payroll deductions, on a semi-annual basis at 85%

of the market price of the common stock at the end of each purchase period. During the six months ended June 30, 2006, 10,083 shares were
purchased under the plan.

As permitted by SFAS No. 123, the Company historically accounted for share-based payments to employees using APB Opinion No. 25 s
intrinsic value method and recognized no compensation expense for employee stock options or shares purchased under its ESPP. Effective as of
January 1, 2006, the Company adopted the provisions of SFAS No. 123(R) under the modified prospective transition method outlined in the
statement. A modified prospective transition method is one in which compensation expense is recognized beginning with the effective date
(a) based on the requirements of SFAS No. 123(R) for all share-based payments granted after the effective date and (b) based on the
requirements of SFAS No. 123 for all awards granted to employees prior to the effective date of SFAS No. 123(R) that remain unvested on the
date of adoption.

As a result of the adoption of SFAS No. 123(R), the Company s income before income tax expense was reduced by $233 and $466 for the three
and six months ended June 30, 2006, respectively. The stock-based compensation expense included $27 and $48 recorded in cost of sales, $59

and $131 recorded in research and development, $33 and $75 recorded in sales and marketing, $114 and $212 recorded in general and
administrative expense for the three and six months ended June 30, 2006, respectively. In accordance with the modified prospective transition
method provided under SFAS No. 123(R), results for prior periods have not been restated. SFAS No. 123(R) requires forfeitures to be estimated

at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates. Historically, as permitted

under SFAS No. 123, the Company s policy was to record forfeitures as incurred. As a result of its adoption of SFAS No. 123(R) the Company
has applied an estimated forfeiture rate of 10% for option grants awarded subsequent to January 1, 2006. Such forfeiture rate will be periodically
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KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(4) Stock-Based Compensation (Continued)
The following table illustrates the effect on net income and net income per share as if the fair value based method had been applied during the
three and six months ended June 30, 2005:

Three months Six months
ended June 30, ended June 30,
2005 2005
Net income as reported $ 952 $ 1,253
Stock-based employee compensation determined under the fair value based method, net of
any applicable related tax effects (460) (897)
Pro forma net income $ 492 $ 356
Net income per common share  basic
As reported $ 0.07 $ 0.09
Pro forma $ 0.03 $ 0.02
Net income per common share diluted
As reported $ 0.06 $ 0.09
Pro forma $ 0.03 $ 0.02

The Company has estimated the fair value of each option grant on the date of grant using the Black-Scholes option-pricing model. The volatility
assumption is based on the historical daily price data of the Company s common stock over a period equivalent to the weighted average expected
life of the Company s options. Management evaluated whether there were factors during that period which were unusual and which would distort
the volatility figure if used to estimate future volatility and concluded that there were no such factors. In determining the expected life of the
option grants, the Company has observed the actual terms of prior grants with similar characteristics, the actual vesting schedule of the grant,

and assessed the expected risk tolerance of different optionee groups. The risk-free interest rate is based on the actual U.S. Treasury zero coupon
rates for bonds matching the expected term of the option as of the option grant date. The risk-free interest rate was 3.89% for all options granted
for the three months ended June 30, 2005, with an expected volatility of 58.2% and life of 4.37 years, with no dividend yield.

The Company did not grant any options for the three months ended June 30, 2006. The fair value of stock options granted for the six months
ended June 30, 2006, was estimated on the date of grant using the Black-Scholes option-pricing model with the following weighted average
assumptions:

Six months ended

June 30,
2006 2005
Risk-free interest rate 4.39% 3.96%
Expected volatility 54.1% 59.4%
Expected life (in years) 4.42 4.36

Table of Contents 12
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KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(4) Stock-Based Compensation (Continued)
Aggregated information regarding the Company s stock option plans as of June 30, 2006, is summarized below:

Weighted Average
Remaining
Weighted Average Contractual Life Aggregate Intrinsic
Number of Options Exercise Price (in Years) Value
Outstanding at December 31, 2005 1,426,616 $ 10.32
Granted 207,500 10.54
Exercised (151,276) 6.67
Expired or canceled (20,051) 10.48
Outstanding at June 30, 2006 1,462,789 $ 10.73 2.84 $ 2,685
Exercisable at June 30, 2006 848,377 $ 11.31 2.01 $ 1,613

The total aggregate intrinsic value of options exercised during the three months ended June 30, 2006 and 2005 was $604 and $102, respectively.
The total aggregate intrinsic value of options exercised during the six months ended June 30, 2006 and 2005 was $1,032 and $496, respectively.
The fair value and weighted average fair value per share for all options granted during the three months ended June 30, 2005 was $5.23 per
share. The weighted average fair value per share for all options granted during the six months ended June 30, 2006 and 2005 was $5.11 and
$5.17, respectively. As of June 30, 2005, the number of options exercisable was 589,480, and the weighted average exercise price of those
options was $9.43 per share. As of June 30, 2006, there was $2,273 of total unrecognized compensation expense related to share-based
compensation arrangements, which is expected to be recognized over a weighted-average period of 3.04 years.

The following table summarizes information about employee stock options as of June 30, 2006:

Outstanding Exercisable

Average Weighted Weighted

Number Remaining Average Number Average
Range of Exercise Prices Outstanding Life (in Years) Exercise Price Exercisable Exercise Price
$4.01 6.00 16,800 0.06 $ 5.88 16,800 $ 5.88
6.01 9.00 355,589 1.54 7.21 276,592 7.04
9.01 13.50 847,050 3.56 10.60 311,635 11.23
13.51 20.02 243,350 2.44 16.65 243,350 16.65
1,462,789 2.84 $ 10.73 848,377 $ 11.31
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(5) Net Income Per Common Share

Basic net income per share is calculated based on the weighted average number of common shares outstanding during the period. Diluted net
income per share incorporates the dilutive effect of common stock equivalent options, warrants and other convertible securities, if any, as
determined with the treasury stock accounting method. For the three and six months ended June 30, 2006, options to purchase 312,975 and
472,975 shares of common stock, respectively, have been excluded from the calculation of diluted net income per share, as inclusion would be
anti-dilutive. For the three and six months ended June 30, 2005, options to purchase 720,850 and 707,850 shares of common stock, respectively,
have been excluded from the calculation of diluted net income per share, as inclusion would be anti-dilutive.

A reconciliation of the basic and diluted weighted average common shares outstanding is as follows:

Three months ended Six months ended
June 30, June 30,
2006 2005 2006 2005
Weighted average common shares outstanding  basic 14,773,318 14,548,770 14,729,168 14,534,583
Incremental common shares issuable - stock options 119,824 109,147 130,563 127,527
Weighted average common shares outstanding  diluted 14,893,142 14,657,917 14,859,731 14,662,110
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KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(6) Inventories
Inventories are stated at the lower of cost or market using the first-in first-out costing method. Inventories as of June 30, 2006 and December 31,
2005 include the costs of material, labor, and factory overhead. Components of inventories consist of the following:

June 30, December 31,

2006 2005
Raw materials $ 4,609 $ 3,673
Work in process 718 484
Finished goods 2,108 2,407
$ 7,435 $ 6,564

(7) Comprehensive Income

Comprehensive income includes net income and other comprehensive income. Other comprehensive income includes certain changes in equity
that are excluded from net income. Specifically, the effects of unrealized gains or losses on available-for-sale marketable securities are
separately included in accumulated other comprehensive income within stockholders equity. The Company s comprehensive income for the
periods presented is as follows:

Three months ended Six months ended
June 30, June 30,
2006 2005 2006 2005
Net income $ 1,68 $ 952 $2940 $1,253
Unrealized gain (loss) on available-for-sale securities 23 (70) 25 (60)
Total comprehensive income $ 1,709 $ 882 $2965 $1,193

(8) Product Warranty

KVH s products carry limited warranties that range from one to two years and vary by product. The warranty period begins on the date of retail
purchase by the original purchaser. KVH accrues estimated product warranty costs at the time of sale and any additional amounts are recorded
when such costs are probable and can be reasonably estimated. Factors that affect the Company s warranty liability include the number of units
sold, historical and anticipated rates of warranty repairs and the cost per repair. As of June 30, 2006 and December 31, 2005, the Company had
accrued product warranty costs of approximately $569 and $611, respectively.
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(9) Segment Reporting

Under common operational management, KVH designs, develops, manufactures and markets its navigation, guidance and stabilization and
mobile communication sensor products for use in a wide variety of applications. Products are generally sold directly to third-party consumer
electronic dealers and retailers, consumer manufacturers, government contractors or directly to U.S. and other foreign government agencies.
Primarily, sales originating in North America consist of sales within the United States and Canada and, to a lesser extent, Mexico, Asia/Pacific
and some Latin and South American countries. North American sales also include all defense-related product sales throughout the world. Sales
originating from KVH s Denmark subsidiary principally consist of sales into Western European countries, including the United Kingdom,
France, Italy, and Spain, as well as a growing number of sales into Russia and certain Middle Eastern countries.

KVH operates in two geographic segments, exclusively in the mobile communications, navigation and guidance equipment industry, which it
considers to be a single business activity. KVH has two primary product categories: mobile communication and navigation, guidance and
stabilization. Mobile communication sales and services include automotive, marine and land mobile communication equipment, such as
satellite-based telephone, television and broadband Internet connectivity services. Defense sales and services include sales of commercial marine
and defense-related navigation, guidance and stabilization equipment based upon digital compass and fiber optic sensor technology.

10
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Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(9) Segment Reporting (continued)
Defense services also include development contract revenue.

The following table summarizes information regarding the Company s operations by geographic segment:

Three months ended June 30, 2006

Mobile communication sales to the United States and Canada
Mobile communication sales to Europe

Mobile communication sales to other geographic areas
Defense sales to the United States and Canada

Defense sales to Europe

Defense sales to other geographic areas

Intercompany sales

Subtotal
Eliminations

Net sales

Segment net income
Depreciation and amortization
Total assets

Three months ended June 30, 2005

Mobile communication sales to the United States and Canada
Mobile communication sales to Europe

Mobile communication sales to other geographic areas
Defense sales to the United States and Canada

Defense sales to Europe

Defense sales to other geographic areas

Intercompany sales

Subtotal
Eliminations

Net sales

Segment net income
Depreciation and amortization
Total assets

Table of Contents

Sales Originating From

North America

$ 11,856
129

175
4,763
256

185
2,753

20,117
(2,753)

$ 17,364

$ 1,197
$ 523
$ 82,459

$ 10,401

3,528
1,336

151
2,162

17,578
(2,162)

$ 15416

$ 777
$ 451
$ 75,808

Europe

$
3,106
1,498

54

4,658

(54)

$ 4,604

$ 489
$ 10
$4,351

2,764
627

3,391

$3,391

$ 175
$ 8
$3,263

Total

$11,856
3,235
1,673
4,763
256

185
2,807

24,775
(2,807)

$21,968

$ 1,686
$ 533
$ 86,810

$ 10,401
2,764
627
3,528
1,336
151
2,162

20,969
(2,162)

$ 18,807

$ 952
$ 459
$79,071
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Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(9) Segment Reporting (continued)

Six months ended June 30, 2006

Mobile communication sales to the United States and Canada
Mobile communication sales to Europe

Mobile communication sales to other geographic areas
Defense sales to the United States and Canada

Defense sales to Europe

Defense sales to other geographic areas

Intercompany sales

Subtotal
Eliminations

Net sales

Segment net income
Depreciation and amortization
Total assets

Six months ended June 30, 2005

Mobile communication sales to the United States and Canada
Mobile communication sales to Europe

Mobile communication sales to other geographic areas
Defense sales to the United States and Canada

Defense sales to Europe

Defense sales to other geographic areas

Intercompany sales

Subtotal
Eliminations

Net sales

Segment net income
Depreciation and amortization
Total assets

(10) Legal Matters

Sales Originating From

North America

$22,610
232

381
9,247
698
1,168
4,656

38,992
(4,656)

$34,336

$ 2,280
$ 993
$ 82,459

$21,529

6,813
1,781

209
4,102

34,434
(4,102)

$30,332

$ 710
$ 1,003
$ 75,808

Europe

$
6,098
1,823

56

7,977

(56)

$7,921

$ 660
$ 20
$4,351

5,528
840

6,368

$ 6,368

$ 543
$ 19
$3,263

Total

$22,610
6,330
2,204
9,247
698
1,168
4,712

46,969
4,712)

$42,257

$ 2,940
$ 1,013
$ 86,810

$21,529
5,528
840
6,813
1,781
209
4,102

40,802
(4,102)

$ 36,700
$ 1,253

$ 1,022
$79,071

KVH is a defendant in a class action lawsuit in the U.S. District Court for the District of Rhode Island in which KVH and certain of its officers
are named as defendants. The suit asserts claims under Sections 10(b) and 20(a) of the Securities Exchange Act of 1934 and Rule 10b-5 under
that statute, as well as claims under Sections 11, 12(a)(2) and 15 of the Securities Act of 1933, on behalf of purchasers of our securities in the
period October 1, 2003 to July 2, 2004 and seeks certain legal remedies, including compensatory damages. The Teamsters Affiliates Pension
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Plan has been appointed lead plaintiff. This matter consolidates into one action eight separate complaints filed between July 24, 2004 and
September 15, 2004. On January 14, 2005, the defendants filed a motion to dismiss the consolidated complaint for failure to state a claim upon
which relief can be granted. The court denied this motion in part and granted it in part. On October 14, 2005, the defendants answered the
consolidated complaint and denied liability and all allegations of wrongdoing. Subsequently, on December 13, 2005, plaintiffs filed a motion for
class certification. A hearing on that motion is currently scheduled for mid-September 2006.

On August 16, 2004, Hamid Mehrvar filed a shareholder s derivative action in the Rhode Island State Superior Court for Newport County against
KVH and certain of its officers and directors. The amended complaint asserts state law claims on KVH s behalf arising between October 1, 2003
and the present in connection with the allegations set forth in

12
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KVH INDUSTRIES, INC. AND SUBSIDIARY
Notes to Condensed Consolidated Financial Statements

(Unaudited, all amounts in thousands except share and per share amounts)

(10) Legal Matters (continued)

the class action consolidated complaint in the U.S. District Court described above. On October 7, 2005, the court dismissed Mehrvar s amended
complaint without prejudice. By letter dated October 14, 2005, Mehrvar delivered a demand that KVH commence litigation for the same acts
alleged in his complaint against the directors and senior officers who served during the period October 1, 2003 to the present. On March 1, 2006,
Mehrvar filed a shareholder s derivative action in the Rhode Island State Superior Court for Providence County against KVH and certain of its
officers and directors. The complaint asserts state law claims on KVH s behalf arising between October 1, 2003 and the present in connection
with the allegations set forth in the class action consolidated complaint in the U.S. District Court described above and seeks certain legal and
equitable remedies, including restitution from KVH s directors and officers and corporate governance changes. On June 30, 2006, defendants
moved to dismiss the complaint on the basis that plaintiff s complaint failed to adequately allege that demand was wrongfully refused.

On June 20, 2005, Yemin Ji filed a shareholder s derivative action in the U.S. District Court for the District of Rhode Island against KVH and
certain of its officers and directors, asserting certain federal and state law claims on KVH s behalf arising between October 1, 2003 and the
present in connection with the same allegations set forth in the class action and Mehrvar complaints described above and seeks certain legal and
equitable remedies, including restitution from KVH s directors and officers and corporate governance changes. On August 23, 2005, KVH
moved the Court to abstain from exercising jurisdiction and dismiss the action as duplicative of the Mehrvar case. The Court denied this motion.
On January 5, 2006, defendants moved to dismiss the complaint on the same grounds on which the Rhode Island state court dismissed the
derivative complaint in Mehrvar that was filed on August 16, 2004. The motion is pending.

In May 2005, Electronic Controlled Systems, Inc., d/b/a King Controls, filed a patent infringement suit against KVH in the U.S. District Court
for the District of Minnesota. The three asserted patents relate generally to controlling a satellite dish to acquire a satellite signal. The complaint
alleges that KVH willfully infringes the patents and seeks injunctive relief, enhanced damages and attorneys fees. KVH has denied the
allegations and asserted counterclaims, including claims for false advertising. This litigation is in the discovery phase. In January 2006,
Electronic Controlled Systems, Inc., d/b/a/ King Controls, filed a second patent infringement suit against KVH in the U.S. District Court for the
District of Minnesota. The second suit concerns one of the same three patents asserted in the original suit filed in May 2005, alleges that KVH
willfully infringes the patent and seeks both preliminary and permanent injunctive relief, enhanced damages and attorneys fees. KVH has denied
the allegations and asserted counterclaims. The court denied plaintiff s motion for a preliminary injunction after a hearing on May 30, 2006.

Additionally, in the ordinary course of business, KVH is a party to inquiries, legal proceedings and claims including, from time to time,
disagreements with vendors and customers.

(11) Recent Accounting Pronouncements

In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes , which is an interpretation of FASB
Statement No. 109 and is effective for fiscal years beginning after December 15, 2006 with earlier adoption encouraged. This interpretation was
issued to clarify the accounting for uncertainty in income taxes recognized in the financial statements by prescribing a recognition threshold and
measurement attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return.
The Company is required to adopt the provisions of the interpretation effective January 1, 2007. The Company does not expect that the adoption
of this interpretation will have a material impact on the Company s financial position or results of operations.

(12) Subsequent Event

On July 17, 2006, the Company amended its $15,000,000 Revolving Credit Note (Note) with Bank of America (BOA). The amendment

(i) extends the maturity date of the Note to December 31, 2006; (ii) eliminates the Unused Fee and replaces it with a quarterly commitment fee
of $2,000 that the Company will pay BOA commencing October 1, 2006; (iii) decreases the margin for borrowings by the Company under the
Note based in Euros from 2% to 1.5%; and (iv) adds two additional financial covenants, a Leverage Ratio and a Fixed Charge Ratio, that will
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apply in the event that the Company s consolidated cash and investment balance is below $25 million at any time. The Company may terminate
the Note upon thirty days prior notice.
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ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
Introduction

The statements included in this quarterly report on Form 10-Q, other than statements of historical fact, are forward-looking statements.
Examples of forward-looking statements include statements regarding our future financial results, operating results, business strategies,
projected costs, products, competitive positions and plans, customer preferences, consumer trends, anticipated product development, and
objectives of management for future operations. In some cases, forward-looking statements can be identified by terminology such as may,

will,  should, would, expects, plans, anticipates, believes, estimates, predicts, potential,  continue, or the negative
of these terms or other comparable terminology. Any expectations based on these forward-looking statements are subject to risks and
uncertainties and other important factors, including those discussed in the section entitled Risk Factors in Item 1A of Part Il of this quarterly
report. These and many other factors could affect our future financial and operating results, and could cause actual results to differ materially
from expectations based on forward-looking statements made in this document or elsewhere by us or on our behalf. The following discussion
and analysis should be read in conjunction with our condensed consolidated financial statements and related notes appearing elsewhere in this
report.

Overview

We develop, manufacture and market mobile communications products for the land and marine markets, and navigation, guidance and
stabilization products for both defense and commercial markets. Our mobile communications products enable customers to receive live digital
television, telephone and Internet services in their automobiles, recreational vehicles and marine vessels while in motion via satellites and
wireless services. We sell our mobile communications products through an extensive international network of independent retailers, distributors,
and dealers. Our defense products include tactical navigation systems that provide uninterrupted access to navigation and pointing information in
a spectrum of military vehicles, including tactical trucks (HMMW Vs) and light armored vehicles. We also offer precision fiber optic gyro-based
systems that enable stabilization and munitions guidance. We sell our defense products directly to U.S. and allied governments and government
contractors, as well as through an international network of authorized independent sales representatives.

We generate revenue primarily from the sale of our mobile communications and defense products. The following table provides, for the periods
indicated, our net sales by product line category.

Three months ended Six months ended

June 30, (in thousands) June 30, (in thousands)

2006 2005 2006 2005
Mobile communications $ 16,764 $ 13,792 $ 31,144 $ 27,897
Defense 5,204 5,015 11,113 8,803
Net sales $ 21,968 $ 18,807 $ 42257 $ 36,700

In addition to revenue from product sales, our mobile communications revenue includes fees earned from product repairs, fees from satellite
phone and Internet usage services, and certain DIRECTV account referral fees earned in conjunction with the sale of our products. We provide,
for a fee, third-party satellite phone and Internet airtime to our TracPhone and Internet customers who choose to activate their subscriptions with
us. Under current DIRECTYV programs, we are eligible to receive a one-time, new mobile account activation fee from DIRECTYV for each
customer who activates their DIRECTYV service directly through us. Our defense revenue primarily includes product sales to both military and
commercial markets and, to a lesser extent, engineering services provided under development contracts. To date, revenues earned from product
repairs, satellite phone and Internet usage services, DIRECTV activations and earnings under development contracts have not been a material
portion of our revenue either individually or in the aggregate.

Our defense business is characterized by a small number of customers who place a small number of relatively large dollar value orders. Orders
for our defense products typically range in size from several hundred thousand dollars to over one million dollars. Accordingly, our quarterly net
sales of defense products usually consist of a relatively small number of orders. Each order can have a significant impact on our net sales, and
because our defense products generally have higher direct margins than our mobile communications products, each order can have an impact on
our net income that is disproportionately large relative to the revenue generated by the order.
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We have historically derived a substantial portion of our revenue from sales to customers located outside the United States and Canada. Note 9
of the notes to the condensed consolidated financial statements provides information regarding our sales to specific geographic regions.
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Critical Accounting Policies

The discussion and analysis of our financial condition and results of operations are based upon our condensed consolidated financial statements,
which have been prepared in accordance with accounting principles generally accepted in the United States. The preparation of these financial
statements requires us to make estimates and judgments that affect the reported amounts of assets and liabilities, revenues and expenses, and
related disclosure at the date of our financial statements. Our significant accounting policies are summarized in note 1 of the notes to the
consolidated financial statements in our Annual Report on Form 10-K for the year ended December 31, 2005.

In our Form 10-K for the year ended December 31, 2005, our most critical accounting policies and estimates upon which our consolidated
financial statements were prepared were those relating to revenue recognition, allowances for accounts receivable, inventories, and income
taxes. We did not make any changes to those policies during the quarter. We have reviewed our policies and determined that these remain our
most critical accounting policies for the quarter ended June 30, 2006.

Stock-Based Compensation Expense

Effective as of January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123(R), Share-Based Payment, or SFAS
No. 123(R). SFAS No. 123(R) is a revision of Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based
Compensation, or SFAS No. 123. SFAS 123(R) supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees.

SFAS No. 123(R) requires that we recognize compensation expense in our statement of operations for the grant-date fair value of stock options
and other equity-based compensation issued to employees. Before January 1, 2006, we accounted for share-based payments to employees using
APB Opinion No. 25 s intrinsic value method and recognized no compensation expense for employee stock options or shares purchased under
our 1996 Employee Stock Purchase Plan.

We adopted the provisions of SFAS No. 123(R) under the modified prospective transition method. A modified prospective transition method is
one in which compensation expense is recognized beginning with the effective date (a) based on the requirements of SFAS No. 123(R) for all
share-based payments granted after the effective date and (b) based on the requirements of SFAS No. 123 for all awards granted to employees

prior to the effective date of SFAS No. 123(R) that remain unvested on the effective date. In accordance with the modified prospective transition
method provided under SFAS No. 123(R), results for prior periods have not been restated. As a result, our financial statements for periods

ending before January 1, 2006 are not directly comparable to our financial statements for periods ending after January 1, 2006. Moreover,

because the grant-date fair value method under SFAS No. 123(R) is not the same as the method under SFAS No. 123, our results of operations

for periods ending after January 1, 2006 are not directly comparable to our pro forma disclosures in the notes to our financial statements for

periods ending before January 1, 2006 under SFAS No. 123.

We estimate the fair value of each option on the date of grant using the Black-Scholes option-pricing model. This model incorporates
assumptions as to stock price volatility, the expected life of options, a risk-free interest rate and dividend yield. Many of these assumptions are
highly subjective and require the exercise of management judgment. If our actual experience differs significantly from our estimates and we
choose to employ different assumptions in the future, the stock-based compensation expense that we record in future periods may differ
materially from that recorded in the current period.

As a result of the adoption of SFAS No. 123(R), our income before income tax expense for the three and six months ended June 30, 2006 was
reduced by approximately $233,000 and $466,000, respectively. As of June 30, 2006, there was $2.3 million of total unrecognized compensation
expense related to share-based compensation arrangements, which is expected to be recognized over a weighted-average period of
approximately three years. Based on the assumptions and estimates described above, we estimate that we will record stock-based compensation
expense of approximately $0.9 million to $1.0 million for the year ending December 31, 2006.
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Results of Operations

The following table provides, for the periods indicated, certain financial data expressed as a percentage of net sales:

Three months ended Six months ended
June 30, June 30,
2006 2005 2006 2005

Net sales 100.0%  100.0% 100.0% 100.0 %
Cost of sales 60.9 58.6 58.8 59.4
Gross profit 39.1 41.4 41.2 40.6
Operating expenses:
Sales and marketing 15.6 17.8 17.2 19.0
Research and development 9.0 10.5 9.8 10.6
General and administrative 8.1 8.0 8.7 7.5
Total operating expenses 32.7 36.3 35.7 37.1
Income from operations 6.4 5.1 5.5 35
Other income, net 2.3 0.4 2.2 0.6
Income before income tax expense 8.7 5.5 7.7 4.1
Income tax expense (1.0) 0.4) 0.7) 0.7)
Net income 7.7 % 5.1% 7.0% 3.4%
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Three Months Ended June 30, 2006 and 2005
Operating Summary

Net income for the three months ended June 30, 2006 was $1.7 million, or $0.11 per diluted common share, as compared to net income of $1.0
million, or $0.06 per diluted common share, for the three months ended June 30, 2005. The primary factors behind the improvement was our
ability to increase revenue by approximately $3.2 million, or 17%, gross profit by $0.8 million, or 11%, and income from operations by $0.4
million, or 46%. Also contributing to the overall improvement was an increase in other income of $0.4 million. Included within net income for
the three months ended June 30, 2006 was approximately $0.2 million of expense related to our adoption of SFAS No. 123(R). We did not incur
any expense related to SFAS No. 123(R) during the three months ended June 30, 2005.

Net Sales

Net sales for the three months ended June 30, 2006 increased $3.2 million, or 17%, to $22.0 million from $18.8 million for the three months
ended June 30, 2005. The primary reason for the improvement was an increase in sales of our mobile communications products of
approximately $3.0 million, or 22%, to approximately $16.8 million. Specifically, for the three months ended June 30, 2006, sales of our marine
products increased approximately $2.4 million, or 28%, to approximately $11.0 million. This increase was a result of continued demand for our
core marine products, supplemented largely by incremental sales related to our new TracVision M3 satellite TV system that was launched in the
fourth quarter of 2005. Also contributing to the improvement was an increase in sales of our land mobile communications products of
approximately $0.6 million, or 12%, driven largely by an increase in the sale of our products to the recreational vehicle market.

Sales of our defense-related products increased modestly by approximately $0.2 million, or 3%, to approximately $5.2 million. Specifically,
sales of our fiber optic gyro products increased approximately $0.6 million, or 39%, driven primarily by increased sales in support of the U.S.
Navy s MK54 torpedo program and the U.S. Army s remotely operated weapons station program. Also contributing to the improvement was an
increase in contract engineering revenue, repair work and legacy navigation products of approximately $0.8 million. Offsetting the increases in
revenue from sales of fiber optic gyro products and contract engineering was a decrease in military navigation products of approximately $1.2
million, or 45%, driven largely by decreased sales volume related to our TACNAYV product set.

Cost of Sales

Cost of sales consists of direct labor and materials, manufacturing overhead, and engineering costs directly related to customer funded research
and development. For the three months ended June 30, 2006, cost of sales increased by $2.3 million, or 21%, to $13.4 million. The primary
reason for the increase is the increase in overall sales discussed above, however, the percentage increase is more than our overall percentage
increase in sales due to the shift in sales mix toward our relatively lower margin mobile communications products for the three month period
ended June 30, 2006. The increase is also attributed to the introduction of the TracVision R4, RS, and R6 systems in the first quarter of fiscal
2006, which we anticipate to have more improved gross margins in the upcoming quarters.

Gross margin for the three months ended June 30, 2006 decreased to 39% from 41% for the three-month period ended June 30, 2005. The
primary reason for the decrease in gross margin was the overall increase in net sales of our relatively lower margin mobile communications
products during the quarter ended June 30, 2006. Given that we expect third quarter 2006 defense-related revenue to increase and mobile
communications revenue to decrease compared to the three month period ended June 30, 2006, we expect that gross margin percentage in the
third quarter will be approximately equal to or above second quarter levels, but will likely be below the first quarter level for the remainder of
the year.

Operating Expenses

Research and development expense consists of direct labor, materials and other costs that support our internally funded product development
activities. All research and development costs are expensed as incurred. Research and development expense for the three months ended June 30,
2006 was $2.0 million, which was consistent with the expense incurred for the three months ended June 30, 2005. As a percentage of net sales,
research and development expense decreased to 9% in the second quarter of 2006 from 11% in the same period in 2005. The decrease as a
percentage of net sales is primarily the result of the increase in overall sales discussed above, coupled with our ability to maintain spending
levels at the same level as the prior year. Our overall spending in 2006 continues to be focused on
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sustaining our existing product base and advancing new products such as the TracVision R6 system, which is a satellite TV system for the RV
market that we launched during the quarter ended March 31, 2006. We anticipate that for the third quarter of 2006, research and development
expense as a percentage of revenue will be above the second quarter level due primarily to the sequential seasonal reduction in mobile
communications revenue. Over the long term, our intent is to grow research and development spending roughly in line with revenue growth.

Sales and marketing expense consists primarily of sales and marketing salaries and related personnel costs, sales commissions for in-house and
third party representatives, warranty expense, bad debt expense and other costs that support the sales function, such as advertising, literature and
promotional materials. Sales and marketing expense for the three months ended June 30, 2006 increased modestly by $0.1 million, or 2%, to
$3.4 million from $3.3 million for the three months ended June 30, 2005. As a percentage of net sales, sales and marketing expense decreased
during the quarter ended June 30, 2006 to 16% from 18% for the quarter ended June 30, 2005. Sales and marketing expense during the quarter
ended June 30, 2006 reflects our focus on reducing our sales and marketing expense as a percentage of net sales, while continuing to support the
growth of sales of our new and existing product offerings. We anticipate that, for the third quarter of 2006, sales and marketing expense as a
percentage of revenue will be above the second quarter level, due primarily to the sequential seasonal reduction in mobile communications
revenue.

General and administrative expense consists of costs attributable to management, finance and accounting, information technology, human
resources and certain outside professional services. General and administrative expense for the three months ended June 30, 2006 increased $0.3
million, or 20%, to $1.8 million from $1.5 million for the three months ended June 30, 2005. As a percentage of net sales, general and
administrative expense was 8% for both quarters ended June 30, 2006 and 2005, respectively. The primary reasons for the increase in 2006 are
increased legal expenses incurred in connection with pending litigation and stock option expense. We anticipate that, for the third quarter of
2006, general and administrative expense as a percentage of revenue will be above the second quarter level.

Other Income

Other income, net for the three months ended June 30, 2006, increased by $0.4 million to $0.5 million from $0.1 million for the three months
ended June 30, 2005. The primary reason for the increase in 2006 was an increase in interest income, net of approximately $0.2 million and a
$0.2 million decrease in other expenses. The increase in interest income, net is a result of increased cash on hand and improved investment
yields stemming from rising interest rates received on our cash and investments during the three months ended June 30, 2006. The other expense
decrease is the result of a reduction in foreign currency losses on certain subsidiary Euro-denominated sales invoices and supplier payables of
$0.3 million associated with a weakening of the U.S. Dollar relative to the Euro, partially offset by an increase of $0.1 million in losses related to
foreign currency forward exchange contracts.

Income Taxes

Income tax expense for the three months ended June 30, 2006 increased by $0.1 million to $0.2 million from $0.1 million for the three months
ended June 30, 2005. The expense increase is a result of increased pre-tax income at our U.S. operations and foreign subsidiary located in
Denmark. The components of the expense for the quarter ended June 30, 2006 include alternative minimum tax due for our U.S. operation and
$0.2 million of foreign income tax expense based on pre-tax income generated from our subsidiary located in Denmark. We expect that
substantially all of our 2006 pre-tax income generated from our U.S. operations will be offset by both federal and state net operating losses
generated by us in prior years. Accordingly, we expect that any tax liability generated by our U.S. operations in 2006 will be due solely to
alternative minimum tax. Pre-tax income generated by our subsidiary in Denmark will be subject to taxation at the Danish statutory rates as we
have no net operating loss carry-forwards or tax credits available to offset current or future taxable income in that jurisdiction.

Six Months Ended June 30, 2006 and 2005
Operating Summary

Net income for the six months ended June 30, 2006 was $2.9 million, or $0.20 per diluted common share, as compared to net income of $1.3
million, or $0.09 per diluted common share, for the six months ended June 30, 2005. The primary factors behind the improvement were our
ability to increase revenue by approximately $5.6 million, or 15%, gross profit by $2.5 million, or 17%, and income from operations by $1.0
million, or 81%. Also contributing to the overall improvement was an increase in other income of $0.7 million. Included within net income for
the six months ended June 30, 2006 was approximately $0.5 million of expense related to our adoption of SFAS No. 123(R). We did not incur
any expense related to SFAS No. 123(R) during the six months ended June 30, 2005.

Table of Contents 28



Table of Contents

Edgar Filing: KVH INDUSTRIES INC \DE\ - Form 10-Q

17

29



Edgar Filing: KVH INDUSTRIES INC \DE\ - Form 10-Q

Table of Conten
Net Sales

Net sales for the six months ended June 30, 2006 increased $5.6 million, or 15%, to $42.3 million from $36.7 million for the six months ended
June 30, 2005. The primary reasons for the improvement was an increase in sales of our mobile communications products of approximately $3.2
million, or 12%, to approximately $31.1 million, along with an increase in defense-related product sales of approximately $2.3 million, or 26%,
to approximately $11.1 million. Specifically, for the six months ended June 30, 2006, sales of our marine products increased approximately $4.7
million, or 29%, to approximately $20.8 million. This increase was a result of year-over-year unit volume increases throughout most of our
marine products, supplemented largely by incremental sales related to our new TracVision M3 satellite TV system that was launched in the
fourth quarter of 2005. Offsetting the increases in revenue from marine products was a decrease in sales of our land mobile communications
products of approximately $1.4 million, or 12%, to $10.4 million. The decline in land mobile communications products was driven primarily by
a decrease in the sale of our products to the recreational vehicle market. Year to date sales decreases within our recreational vehicle product are
consistent with a general decrease in end-user demand in both the U.S. luxury coach markets as well as the U.S. recreational vehicle accessory
aftermarket.

In our defense-related product category, sales of our fiber optic gyro products increased approximately $1.1 million, or 40%, driven primarily by
increased sales in support of the U.S. Navy s MKS54 torpedo program and the U.S. Army s remotely operated weapons station program. Also
contributing to the improvement was an increase in sales within our TACNAYV navigational system product lines as a result of replenishment
and expansion orders from existing customers.

Cost of Sales

For the six months ended June 30, 2006, cost of sales increased by $3.0 million, or 14%, to $24.8 million from $21.8 million for the six months
ended June 30, 2005. The primary reason for the increase is the increase in overall sales discussed above.

Gross margin for the six months ended June 30, 2006 and 2005 was approximately 41%. The relatively equivalent gross margin percentage is
primarily the result of the consistent product mix of sales between mobile communication and defense products year over year.

Operating Expenses

Total research and development expense for the six months ended June 30, 2006 increased by $0.3 million or 7%, to $4.1 million from $3.9
million for the six months ended June 30, 2005. As a percentage of net sales, year-to-date research and development expense were relatively
consistent at approximately 10% in 2006 and 11% in 2005. The decrease as a percentage of net sales was primarily the result of the increase in
overall sales discussed above, coupled with our ability to maintain spending levels at approximately the same level as the prior year. Our overall
spending in 2006 continues to be focused on sustaining our existing product base and advancing new products such as the TracVision R6
system, which is a satellite TV system for the RV market that we launched during the quarter ended March 31, 2006.

Sales and marketing expense for the six months ended June 30, 2006 increased by $0.3 million, or 4%, to $7.3 million from $7.0 million for the
six months ended June 30, 2005. As a percentage of net sales, year-to-date sales and marketing expense decreased to 17% in 2006 from 19% in
2005. Sales and marketing expense during the six-month period ended June 30, 2006 reflects our continued focus on reducing our sales and
marketing expense as a percentage of net sales, while continuing to support the growth of sales of our new and existing product offerings.

General and administrative expense for the six months ended June 30, 2006 increased by $0.9 million, or 33%, to $3.7 million from $2.8 million
for the six months ended June 30, 2005. As a percentage of net sales, year-to-date general and administrative expense increased to 9% in 2006
from 8% in the same period in 2005. The increase is primarily attributed to increased legal expenses incurred in connection with pending
litigation and stock option expense.

Other Income

Other income, net for the six months ended June 30, 2006 increased by $0.7 million to $0.9 million from $0.2 million for the six months ended
June 30, 2005. The primary reason for the increase in 2006 was an increase in interest income, net of approximately $0.4 million and a $0.3
million decrease in other expenses. The increase in interest income, net is a result of increased cash on hand and improved investment yields
stemming from rising interest rates received on our cash and investments during the six-month period ended June 30, 2006. The other expense
decrease is the result of a reduction of $0.4 million in foreign currency losses on certain
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subsidiary Euro-denominated sales invoices and supplier payables associated with a weakening of the U.S. Dollar relative to the Euro, partially
offset by an increase of $0.1 million in losses related to foreign currency forward exchange contracts.

Income Taxes

Income tax expense for the six months ended June 30, 2006 increased by $0.1 million to $0.3 million from $0.2 million from the six months
ended June 30, 2005. The expense increase is a result of increased pre-tax income in both our U.S. operations and foreign subsidiary located in
Denmark. We expect that substantially all of our 2006 pre-tax income generated from our U.S. operations will be offset by both federal and state
net operating losses generated by us in prior years. Accordingly, we expect that any tax liability generated by our U.S. operations in 2006 will be
due solely to alternative minimum tax. Pre-tax income generated by our subsidiary in Denmark will be subject to taxation at the Danish statutory
rates as we have no net operating loss carry-forwards or tax credits available to offset current or future taxable income in that jurisdiction.

Liquidity and Capital Resources

We have historically funded our operations primarily from product sales, net proceeds from public and private equity offerings, bank financings
and proceeds received from exercises of stock options. As of June 30, 2006, we had $54.0 million in cash, cash equivalents and marketable
securities, and $65.3 million in working capital.

For the six months ended June 30, 2006, we generated $4.7 million in cash from operations. The primary drivers of the increase in cash
generated from operations was our ability to increase revenue, gross profit, and net income, coupled with modest improvements in managing
working capital.

Net cash used in investing activities was $3.8 million for the six months ended June 30, 2006, and primarily represents the purchase of $1.9
million in manufacturing and other capital equipment, to increase production efficiency, replace obsolete equipment and support new product
offerings. We also reinvested $2.0 million in marketable securities.

Net cash provided by financing activities was $1.0 million for the six months ended June 30, 2006 and primarily resulted from $1.1 million in
proceeds received from the exercise of employee stock options, partially offset by principal payments on outstanding long-term debt obligations.

Currently, we have a revolving loan agreement with a bank that provides for a maximum available credit of $15.0 million that expires on
December 31, 2006. We pay interest on any outstanding amounts at a rate equal to, at our option, LIBOR plus 1.5%, or the greater of either the
Federal Funds Effective Rate plus 0.5% or the bank s prime interest rate. We may terminate the loan agreement prior to its full term without
penalty, provided we give 30 days advance written notice to the bank. As of June 30, 2006, no borrowings were outstanding under the facility.

On January 11, 1999, we entered into a mortgage loan in the amount of $3.0 million. The loan term is 10 years, with a principal amortization of
20 years at a fixed rate of interest of 7.0%. Land, building and improvements secure the mortgage loan. The monthly mortgage payment is
$23,259, including interest and principal. Due to the difference in the term of the loan and amortization of the principal, a balloon payment of
$2.0 million is due on February 1, 2009. Under the mortgage loan we may prepay our outstanding loan balance subject to certain early
termination charges as defined in the mortgage loan agreement.

We believe that the $54.0 million we hold in cash, cash equivalents and marketable securities, together with our other existing working capital,
will be adequate to meet planned operating and capital requirements through the foreseeable future. However, as the need or opportunity arises,
we may seek to raise additional capital through public or private sales of securities or through additional debt financing. There are no assurances
that we will be able to obtain any additional funding or that such funding will be available on terms acceptable to us.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our primary market risk exposure is in the area of foreign currency exchange risk. We are exposed to currency exchange rate fluctuations related
to our subsidiary operations in Denmark. Certain transactions in Denmark are denominated in the Danish Krone or Euro, yet reported in the U.S.
dollar, the functional currency. For foreign currency exposures existing at June 30, 2006, a 10% unfavorable movement in the foreign exchange
rates for our subsidiary location would not expose us to material losses in earnings or cash flows.

From time to time, we purchase foreign currency forward exchange contracts generally having durations of no more than 4 months. These
forward exchange contracts are intended to offset the impact of exchange rate fluctuations on intercompany
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payments due from our foreign subsidiary. Forward exchange contracts are accounted for as cash flow hedges and are recorded on the balance
sheet at fair value until executed. Changes in the fair value are recognized in earnings. For the quarter ended June 30, 2006 we recorded a loss of
approximately $0.1 million related to these contracts. Such loss is reflected within other expense in the June 30, 2006 condensed consolidated
statements of operations. As of June 30, 2006, we had one Euro to U.S. dollar forward currency exchange contract with a negative fair value of
approximately $37,000.

The primary objective of our investment activities is to preserve principal and maintain liquidity, while at the same time maximize income. We
have not entered into any instruments for trading purposes. Some of the securities that we invest in may have market risk. To minimize this risk,
we maintain our portfolio of cash equivalents and short-term investments in a variety of securities, including commercial paper, investment
grade asset-backed corporate securities, money market funds and government, government agency and non-government debt securities. As of
June 30, 2006, a hypothetical 100 basis-point increase in interest rates would result in an approximate $7,000 decrease in the fair value of our
investments that have maturities of greater than one year. Due to the conservative nature of our investments, the relatively short duration of their
maturities, our ability to either convert some or all of our long-term investments to less interest rate-sensitive holdings or hold most securities
until maturity, we believe interest rate risk is mitigated. As of June 30, 2006, approximately 95% of the $37.9 million classified as
available-for-sale marketable securities will mature or reset within one year. We do not invest in any financial instruments denominated in
foreign currencies. Accordingly, interest rate risk is not considered material.

To the extent that we borrow against our variable-rate credit facility, we will be subject to interest rate risk. There were no borrowings
outstanding at June 30, 2006.

ITEM 4. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

Our management has evaluated, under the supervision and with the participation of our president and chief executive officer and chief financial
officer, the effectiveness of our disclosure controls and procedures as of the end of the period covered by this report. Based upon that evaluation,
our president and chief executive officer and chief financial officer concluded that our disclosure controls and procedures were effective to
provide reasonable assurance that we record, process, summarize and report the information we must disclose in reports that we file or submit
under the Securities Exchange Act of 1934, as amended, within the time periods specified in the SEC s rules and forms.

The effectiveness of a system of disclosure controls and procedures is subject to various inherent limitations, including cost limitations,
judgments used in decision making, assumptions about the likelihood of future events, the soundness of internal controls, and the risk of fraud.
Because of these limitations, there can be no assurance that any system of disclosure controls and procedures will be successful in preventing all
errors or fraud or in making all material information known in a timely manner to the appropriate levels of management.

Changes in Internal Control over Financial Reporting

During the three months ended June 30, 2006, there were no changes in our internal control over financ