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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, DC 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 September 25, 2010

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: 001-34674

Calix, Inc.

(Exact Name of Registrant as Specified in Its Charter)
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Delaware 68-0438710
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification No.)

1035 N. McDowell Blvd., Petaluma, CA 94954
(Address of Principal Executive Offices)(Zip Code)
(707) 766-3000

(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) 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 has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes: © No: ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller reporting
company. See definition of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer ~ Accelerated Filer

Non-accelerated filer x (Do not check if a smaller reporting Company) Smaller Reporting Company
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes: © No: x

As of October 14, 2010, 37,372,663 shares of the Registrant s common stock, par value $0.025, were outstanding.
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
CALIX, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)
Assets

Current assets:

Cash and cash equivalents
Marketable securities

Restricted cash

Accounts receivable, net
Inventory

Deferred cost of goods sold
Prepaids and other current assets

Total current assets
Property and equipment, net
Goodwill

Intangible assets, net

Other assets

Total assets

Liabilities, convertible redeemable preferred stock and stockholders deficit
Current liabilities:

Accounts payable

Accrued liabilities

Preferred stock warrant liabilities

Current portion of loans payable

Deferred revenue

Total current liabilities

Loan payable

Long-term portion of deferred revenue
Other long-term liabilities

Total liabilities

Commitments and contingencies
Convertible preferred stock, $0.025 par value, issuable in series: no shares and 38,760 shares authorized
at September 25, 2010 and December 31, 2009; no shares and 22,492 shares issued and outstanding at

Table of Contents

September 25,

$

$

2010
(unaudited)

35,141
74,102

32,881
24,920
10,427

3,044

180,515
11,524
65,576

2,060
2,391

262,066

8,785
25,966

18,662

53,413

9,876
992

64,281

December 31,
2009

$ 31,821
36,228

629

46,992
18,556
16,468

4,018

154,712
11,293
65,576

6,695
2,840

$ 241,116

$ 14,635
28,629

195

3,333

29,921

76,713
16,667
6,556
910

100,846

479,628
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September 25, 2010 and December 31, 2009

Stockholders equity (deficit):

Preferred stock, $0.025 par value; 5,000 shares authorized; no shares issued and outstanding as of
September 25, 2010 and December 31, 2009

Common stock, $0.025 par value; 100,000 shares authorized; 37,341 and 4,087 shares issued and
outstanding as of September 25, 2010 and December 31, 2009

Additional paid-in capital

Other comprehensive income (loss)

Accumulated deficit

Total stockholders equity (deficit)
Total liabilities, convertible preferred stock and stockholders equity (deficit) $

See notes to condensed consolidated financial statements.
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607,669

80
(410,897)

197,785

262,066

$

102
52,739

a7

(392,182)

(339,358)

241,116
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CALIX, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

(Unaudited)
Three Months Ended
September 25,  September 26,
2010 2009

Revenue $ 75,492 $ 59,600
Cost of revenue:
Products and services'" 45,168 37,117
Amortization of existing technologies 1,360 1,360
Total cost of revenue 46,528 38,477
Gross profit 28,964 21,123
Operating expenses:
Research and developmentm 14,299 11,977
Sales and marketing"” 10,408 8,494
General and administrative'" 7,344 3,728
Acquisition-related costs 2,137
Amortization of intangible assets 185 185
Total operating expenses 34,373 24,384
Loss from operations (5,409) (3,261)
Other income (expense):
Interest income 120 38
Interest expense 45) (1,404)
Change in fair value of preferred stock warrants (23)
Other income 4 9
Loss before provision (benefit) for income taxes (5,330) (4,641)
Provision (benefit) for income taxes 21 217)
Net loss (5,351) (4,424)
Preferred stock dividends 2,389
Net loss attributable to common stockholders $ (5,351) $ (6,813)
Net loss per common share:
Basic and diluted $ (0.14) $ (1.69)
Weighted average number of shares used to compute net loss per share:
Basic and diluted 37,341 4,031
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Nine Months Ended
September 25, September 26,
2010 2009
$ 195,348 $ 144,588
117,194 93,584
4,080 4,080
121,274 97,664
74,074 46,924
39,232 33,187
29,014 23,691
19,515 11,629
2,137
555 555
90,453 69,062
(16,379) (22,138)
297 144
(1,138) (3,426)
(173) 72
13 113
(17,380) (25,235)
435 51
(17,815) (25,286)
900 3,041
$ (18,715) $ (28,327)
$ (0.70) $ (7.03)
26,751 4,029
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(1)  Includes stock-based compensation as follows:

Three Months Ended Nine Months Ended
September 25,  September 26, September 25, September 26,
2010 2009 2010 2009
Cost of revenue $ 528 $ 169 $ 1,152 $ 516
Research and development 1,758 621 4,014 1,969
Sales and marketing 1,353 410 3,034 1,287
General and administrative 3,855 1,040 9,282 2918

$ 7,494 $ 2,240 $ 17,482 $ 6,690

See notes to condensed consolidated financial statements.
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CALIX, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
(Unaudited)
Nine Months Ended
September 25, September 26,
2010 2009

Operating activities
Net cash provided by (used in) operating activities $ 8,377 $ (6,346)
Investing activities
Acquisition of property and equipment (3,923) (3,486)
Purchase of marketable securities (74,577) (6,295)
Sales and maturities of marketable securities 36,060
Net cash used in investing activities (42,440) 9,781)
Financing activities
Proceeds from initial public offering of common stock, net of issuance costs 57,311
Proceeds from loans 20,000
Principal payments on loans (20,000) (21,000)
Proceeds from issuance of Series J preferred stock 49,537
Proceeds from exercise of stock options and warrants and other 72 10
Repurchase of common and preferred stock (12)
Net cash provided by financing activities 37,383 48,535
Net increase in cash and cash equivalents 3,320 32,408
Cash and cash equivalents at beginning of period 31,821 23,214
Cash and cash equivalents at end of period $ 35,141 $ 55,622

See notes to condensed consolidated financial statements.
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CALIX, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
1. Company and Basis of Presentation
Company

Calix, Inc. (the Company ), which was incorporated in Delaware in August 1999, is a leading provider in North America of broadband
communications access systems and software for copper- and fiber-based network architectures that enable communications service providers to
connect to their residential and business subscribers.

Basis of Presentation

The accompanying unaudited condensed consolidated financial statements, including the accounts of Calix, Inc. and its wholly owned
subsidiaries, have been prepared in accordance with the requirements of the U.S. Securities and Exchange Commission (  SEC ) for interim
reporting. As permitted under those rules, certain footnotes or other financial information that are normally required by U.S. generally accepted
accounting principles ( GAAP ) can be condensed or omitted. In the opinion of management, the financial statements include all normal and
recurring adjustments that are considered necessary for the fair presentation of the Company s financial position and operating results. All
significant intercompany balances and transactions have been eliminated in consolidation. The condensed consolidated balance sheet at
December 31, 2009 has been derived from the audited financial statements at that date.

The results of the Company s operations can vary during each quarter of the year. Therefore, the results and trends in these interim financial

statements may not be the same as those for the full year or any future periods. The information included in this quarterly report on Form 10-Q

should be read in conjunction with the audited financial statements for the year ended December 31, 2009, included in the Company s Prospectus

filed pursuant to Rule 424(b) under the Securities Act of 1933, as amended (the Securities Act ) with the SEC on March 24, 2010 (the
Prospectus ).

The Company operates on a 4-4-5 fiscal calendar which divides the year into four quarters with each quarter having 13 weeks which are grouped
into two 4-week months and one 5-week month. The Company s fiscal year ends on December 31. The preparation of financial statements in
conformity with GAAP for interim financial reporting requires management to make estimates and assumptions that affect the amounts reported
in the condensed consolidated financial statements and accompanying notes. Actual results could differ from those estimates.

Reclassifications

The Company has made certain reclassifications to prior period amounts in order to conform to the current period s presentation.
2. Significant Accounting Policies

Applicable Accounting Guidance

Any reference in these notes to applicable accounting guidance ( guidance ) is meant to refer to the authoritative nongovernmental U.S. generally
accepted accounting principles as found in the Financial Accounting Standards Board ( FASB ) Accounting Standards Codification ( ASC ).

Revenue Recognition

In October 2009, the FASB amended the accounting standards for revenue recognition to remove tangible products containing software
components and non-software components that function together to deliver the product s essential functionality from the scope of
industry-specific software revenue recognition guidance. In October 2009, the FASB also amended the accounting standards for multiple
deliverable revenue arrangements to:
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(i) provide updated guidance on whether multiple deliverables exist, how the deliverables in an arrangement should be separated, and
how the consideration should be allocated;

(ii) require an entity to allocate revenue in an arrangement using best estimate of selling prices ( BSP ) of deliverables if a vendor does not
have vendor-specific objective evidence of selling price ( VSOE ) or third-party evidence of selling price ( TPE ); and

(iii) eliminate the use of the residual method and require an entity to allocate revenue using the relative selling price method.
The Company elected to early adopt this accounting guidance at the beginning of its first quarter of fiscal 2010 on a prospective basis for
applicable transactions originating or materially modified after December 31, 2009. This guidance does not change the units of
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accounting for the Company s revenue transactions. The Company s products and services qualify as separate units of accounting. Products are
typically considered delivered upon shipment and are deemed to be non-contingent deliverables. The Company provides certain services at
stated prices over a specified period of time and must meet specified performance conditions. As such, the Company has determined that its
individual services are contingent deliverables. In addition, the Company provides specified packages of items considered a package
arrangement which it also considers a contingent deliverable, and therefore the Company does not bill its customers until it has fully delivered
the package. For multiple-element arrangements that include products and packages or services, the Company first excludes the contingent
revenue items and then allocates the remaining consideration to the non-contingent product deliverables on the basis of their relative selling
price, which is currently BSP. To the extent that the stated contractual prices fall within the Company s calculated range for BSP, it will allocate
the consideration using the stated contractual prices. However, if the stated contractual price for any product deliverable is outside the range, the
contractual prices will be adjusted using the midpoint price within its range in order to allocate arrangement consideration using the relative
selling price method. Since the individual products and services meet the criteria for separate units of accounting, the Company will recognize
revenue upon delivery of each product and/or services. Post-sales software support revenue and extended warranty services revenue is deferred
and recognized ratably over the period during which the services are to be performed. Installation and training service arrangements are
recognized upon delivery or completion of performance. These service arrangements are typically short term in nature and are largely completed
shortly after delivery of the product. Revenue from package arrangements are recognized upon full delivery of the package. In instances where
substantive acceptance provisions are specified in the customer agreement, revenue is deferred until all acceptance criteria have been met. The
Company s arrangements generally do not include any provisions for cancellation, termination, or refunds that would significantly impact
recognized revenue.

The Company derives revenue primarily from the sales of its hardware products and related software. Shipping charges billed to customers are
included in revenue and the related shipping costs are included in cost of revenue. In certain cases, the Company s products are sold along with
services, which include installation, training, post-sales software support and/or extended warranty services. Post-sales software support consists
of the Company s management software, including rights, on a when-and-if available basis, to receive unspecified software product upgrades to
either embedded software or the Company s management software, maintenance releases and patches released during the term of the support
period and product support, which includes telephone and Internet access to technical support personnel. Extended warranty services include the
right to warranty coverage beyond the standard warranty period. From time to time, the Company offers customers sales incentives, which
include volume rebates and discounts. These amounts are accrued on a quarterly basis and recorded net of revenue.

Payment terms to customers generally range from net 30 to net 90 days. The Company assesses the ability to collect from its customers based
primarily on the creditworthiness and past payment history of the customer. Revenue arrangements that provide payment terms that extend
beyond the Company s customary payment terms are considered extended payment terms. Occasionally, the Company offers extended payment
terms in a revenue arrangement. Through the date of this filing, the Company has not experienced any significant accounts receivable write-offs
related to revenue arrangements with extended payment terms. Customer arrangements with extended payment terms may also include
substantive acceptance criteria within the arrangement which, in accordance with the Company s revenue recognition policy, would cause the
revenue in the arrangement to be deferred until all the acceptance criteria have been met. Extended payment terms may also indicate that the
customer is relying on a future event as a prerequisite for the payment, such as installation, a new software release or financing, which would
indicate that the fees associated with the arrangement are not fixed or determinable. Due to the unusual nature and uncertainty associated with
granting extended payment terms in customer arrangements, the Company defers revenue under these arrangements and recognizes the revenue
upon payment from the customer, assuming all other revenue recognition criteria have been met.

The Company enters into arrangements with certain of its customers who receive government supported loans and grants from the U.S.
Department of Agriculture s Rural Utility Service ( RUS ) to finance capital spending. Under the terms of an RUS equipment contract that
includes installation services, the customer does not take possession and control and title does not pass until formal acceptance is obtained from
the customer. Under this type of arrangement, the Company does not recognize revenue until it has received formal acceptance from the
customer. For RUS arrangements that do not involve installation services, the Company recognizes revenue in accordance with the revenue
recognition policy described above.

For transactions entered into prior to the first quarter of fiscal 2010, the Company primarily recognized revenue based on software revenue
recognition guidance prescribed in ASC Topic 985. As the Company is unable to establish VSOE for the Company s products or installation
services, the entire fee from arrangements involving multiple product deliverables were deferred and recognized upon delivery of all products.
Revenue from products that were sold in combination with installation services was deferred and recognized upon delivery of all products and
completion of the installation. In most circumstances when the Company was not able to determine VSOE for all of the deliverables of the
arrangement, but was able to obtain VSOE for any undelivered elements, revenue was allocated using the residual method. Under the residual
method, the fair value of the undelivered elements was deferred and the remaining portion of the arrangement fee was allocated to the delivered
items and recognized as revenue, and no revenue was recognized until all elements without VSOE had been delivered. If VSOE of any
undelivered items did not exist, revenue from the entire arrangement was initially deferred and recognized at the earlier of: (i) delivery of those
elements for which VSOE did not exist
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or (ii) when VSOE was established. Deferred revenue consisted of arrangements that had been partially delivered, contracts with the RUS that
include installation services, special customer arrangements and ratably recognized services.

Contrary to its product and installation service sales, the Company has been able to establish VSOE for its training, post-sales software support
and extended warranty services. Training courses are based on a daily rate per person and will vary according to the type of training class
offered. Post-sales software support is offered for a one year term and the price is based on the number of customer subscriber lines. Extended
warranty pricing is based on the type of product and is sold in one or five year durations. In substantially all of the arrangements with multiple
deliverables pertaining to arrangements with these services, the Company has used and intends to continue using VSOE to determine the selling
price for each deliverable. Consistent with its methodology under previous accounting guidance, the Company determines VSOE based on its
normal pricing practices for these specific services when sold separately.

In most instances, the Company is not able to establish VSOE for all deliverables in an arrangement with multiple elements. This may be due to
the Company infrequently selling each element separately, not pricing products within a narrow range, or only having a limited sales history.
When VSOE cannot be established, the Company attempts to establish selling price of each element based on TPE. TPE is determined based on
competitor prices for similar deliverables when sold separately. Generally, the Company s marketing strategy differs from that of its peers and its
offerings contain a significant level of customization and differentiation such that the comparable pricing of products with similar functionality
cannot be obtained. Furthermore, the Company is unable to reliably determine what similar competitor products selling prices are on a
stand-alone basis. Therefore, the Company is typically not able to determine TPE.

When the Company is unable to establish selling price using VSOE or TPE, the Company uses BSP. The objective of BSP is to determine the
price at which the Company would transact a sale if the product or service were sold on a stand-alone basis. BSP is primarily used for all
products and installation services where the Company has historically not been able to establish VSOE of selling price.

The Company determines BSP for a product or service by considering multiple factors including, but not limited to, geographies, market
conditions, competitive landscape, internal costs, gross margin objectives, characteristics of targeted customers and pricing practices. The
determination of BSP is made through consultation with and formal approval by the Company s management, taking into consideration the
go-to-market strategy.

The Company regularly reviews VSOE, TPE and BSP and maintains internal controls over the establishment and updates of these estimates.
There were no material impacts during the three and nine months ended September 25, 2010 nor does the Company expect a material impact in
the near term from changes in VSOE, TPE or BSP.

Revenue as reported and the Company s estimate of the pro forma revenue that would have been reported during the three and nine months ended
September 25, 2010, if the transactions entered into or materially modified after December 31, 2009 were subject to previous accounting
guidance, are shown in the following table (in thousands):

Three Months Ended September 25, 2010 Nine Months Ended September 25, 2010
Pro Forma Basis Pro Forma Basis
as if the as if the
Previous Previous
Accounting Accounting
Guidance Were Guidance Were
As Reported in Effect As Reported in Effect
Revenue $ 75492 $ 62,683 $ 195,348 $ 170,719

The new accounting standards for revenue recognition if applied in the same manner to the year ended December 31, 2009 would have resulted
in additional revenues of $10.3 million for that fiscal year. Agreements entered into prior to January 1, 2010 which previously had been
accounted for under ASC Topic 985-605 but were materially modified subsequent to January 1, 2010 and are now accounted for under ASC
Topic 605-25 resulted in recognized revenue of $13.0 million for the three and nine months ended September 25, 2010. In terms of the timing
and pattern of revenue recognition, the new accounting guidance for revenue recognition may have a significant effect on revenue in periods
after the initial adoption as the Company continues to market its products in multiple element arrangements.

Cost of Revenue

Cost of revenue consists primarily of finished goods inventory purchased from the Company s contract manufacturers, payroll and related
expenses associated with managing the contract manufacturers relationships, depreciation of manufacturing test equipment, warranty costs,
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excess and obsolete inventory costs, shipping charges and amortization of certain intangible assets.
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Stock-Based Compensation

Effective January 1, 2006, the Company adopted the applicable accounting guidance in ASC Topic 718 for share-based payment transactions.
Under the fair value recognition provisions of this guidance, stock-based awards, including stock options, are recorded at fair value as of the
grant date and recognized to expense over the employee s requisite service period (generally the vesting period), which the Company has elected
to amortize on a straight-line basis. The Company adopted this guidance using the modified prospective transition method. Under that transition
method, compensation expense recognized beginning in 2006 includes: compensation expense for all share-based payments granted prior to, but
not yet vested as of December 31, 2005, based on the grant-date fair value estimated in accordance with the original provisions of the guidance,
and compensation expense for all share-based payments granted after December 31, 2005, based on the grant-date fair value estimated in
accordance with the provisions of this guidance. Such amounts have been reduced by the Company s estimated forfeitures on all unvested
awards.

Cash, Cash Equivalents, and Marketable Securities

The Company has invested its excess cash primarily in money market funds and highly liquid debt instruments. The Company considers all
investments with maturities of three months or less when purchased to be cash equivalents. Marketable securities represent highly liquid debt
instruments with maturities greater than 90 days at date of purchase. Cash, cash equivalents and marketable securities are stated at amounts that
approximate fair value based on quoted market prices.

The Company s investments have been classified and accounted for as available-for-sale. Such investments are recorded at fair value and
unrealized holding gains and losses are reported as a separate component of comprehensive loss in the statements of convertible preferred stock
and stockholders deficit until realized. Should the Company determine that any unrealized losses on the investments are other-than-temporary,
the amount of that impairment to be recognized in earnings will depend on whether the Company intends to sell the security or more likely than
not will be required to sell the security before recovery of its amortized cost basis less any current period credit loss. The Company, to date, has
not determined that any of the unrealized losses on its investments are considered to be other-than-temporary. Realized gains and losses, which
have been immaterial to date, are determined on the specific identification method and are reflected in results of operations.

Restricted Cash

Restricted cash consisted of certificates of deposit totaling $0.6 million as of December 31, 2009. These certificates of deposit were purchased to
back performance bonds for the Company s RUS-funded customer contracts. As of September 25, 2010, such certificates of deposit were no
longer required to back performance bonds for the Company s RUS-funded customer contracts and therefore there are no restricted cash balances
at September 25, 2010.

Deferred Cost of Goods Sold

When the Company s products have been delivered, but the product revenue associated with the arrangement has been deferred as a result of not
meeting the criteria for immediate revenue recognition, the Company also defers the related inventory costs for the delivered items until all
criteria are met for revenue recognition.

Warranty

The Company offers limited warranties for its hardware products for a period of one or five years, depending on the product type. The Company
recognizes estimated costs related to warranty activities as a component of cost of revenue upon product shipment. The estimates are based on
historical product failure rates and historical costs incurred in correcting product failures. The recorded amount is adjusted from time to time for
specifically identified warranty exposure. Actual warranty expenses are charged against the Company s estimated warranty liability when
incurred. Factors that affect the Company s warranty liability include the number of installed units and historical and anticipated rates of
warranty claims and cost per claim.

Preferred Stock Warrants

Prior to the Company s initial public offering, warrants to purchase the Company s convertible preferred stock were classified as liabilities on the
Company s balance sheet. On March 26, 2010, the Company completed its initial public offering, at which time the liability was reclassified as a
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component of stockholders equity. The Company re-measured the fair value of these warrants at each balance sheet date and any changes in fair
value were recognized as a component of other income (expense) in the Company s statements of operations.

The Company estimated the fair value of these warrants using the Black-Scholes option valuation model, which included the estimated fair
market value of the underlying preferred stock at the valuation measurement date, the remaining contractual term of the warrant, risk-free
interest rates, and expected dividends on and expected volatility of the price of the underlying preferred stock. In the Company s initial public
offering, the remaining outstanding preferred stock warrants were automatically converted into warrants to purchase common stock. The
Company recorded expense of $0.2 million during the nine months ended September 25, 2010 to reflect
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changes in the estimated fair value of the remaining outstanding warrants and the Company recorded income of $0.01 million during the three
and nine months ended September 26, 2009. The Company recorded no expense related to preferred stock warrants in the three months ended
September 25, 2010. Such preferred stock warrants were converted to common stock warrants on March 26, 2010 in connection with the
Company s initial public offering and will no longer require revaluation in future periods.

Foreign Currency Translation

Assets and liabilities of the Company s wholly owned foreign subsidiaries are translated from their respective functional currencies at exchange
rates in effect at the balance sheet date, and revenues and expenses are translated at average exchanges rates prevailing during the day. Any
material resulting translation adjustments are reflected as a separate component of stockholders equity. Realized foreign currency transaction
gains and losses were not material during the three or nine months ended September 25, 2010 and September 26, 2009.

Recent Accounting Pronouncements

In April 2010, the FASB issued ASU No. 2010-12, Income Taxes (ASC Topic 740): Accounting for Certain Tax Effects of the 2010 Health Care

Reform Acts. This ASU updates the FASB Accounting Standards CodiﬁcazionTM for the SEC Staff Announcement, Accounting for the Health
Care and Education Reconciliation Act of 2010 and the Patient Protection and Affordable Care Act. This announcement provides guidance on
the accounting effect, if any, that arises from the different signing dates between the Health Care and Education Reconciliation Act of 2010, a
reconciliation bill that amends the Patient Protection and Affordable Care Act (collectively the Acts ). Recently, questions have arisen about
whether and how the different signing dates will affect the accounting for these two Acts for that limited number of registrants with a period end
that falls between the two signing dates. The Company does not believe this will impact its financial statements at this time.

In January 2010, the FASB issued an update to ASC Topic 820, Fair Value Measurements and Disclosures, related to the disclosures for
transfers in and out of Levels 1 and 2 fair value measurements and the activity in Level 3 fair value measurements. The amendment recommends
a reporting entity should disclose separately the amounts of significant transfers in and out of Level 1 and Level 2 fair value measurements and
describe the reasons for the transfers. Further, in the reconciliation for fair value measurements using significant unobservable inputs (Level 3), a
reporting entity should present separately information about purchases, sales, issuances and settlements (that is, on a gross basis rather than as
one net number). Also, the amendment requires clarification in existing disclosures for disaggregation of fair value measurement disclosures for
each class of assets and liabilities and disclosures about inputs and valuation techniques. The effective date is for interim and annual reporting
periods beginning after December 15, 2009, except for the disclosures about purchases, sales, issuances, and settlements in the roll forward
activity in Level 3 fair value measurements. Those disclosures are effective for fiscal years beginning after December 15, 2010, and for interim
periods within those fiscal years. The Company adopted all the amended provisions of ASC Topic 820 in the first quarter of 2010. There was no
impact from adoption of this amendment to ASC Topic 820 to the Company s financial statements.

3. Cash, Cash Equivalents and Marketable Securities

Cash, cash equivalents and marketable securities consist of the following (in thousands):

September 25, December 31,
2010 2009

Cash and Cash equivalents:
Cash $ 13,807 $ 14,626
Money market funds 21,334 17,195
Total cash and cash equivalents 35,141 31,821
Marketable securities:
Corporate debt securities 36,316 14,669
U.S. government sponsored entity bonds & discount notes 19,049 10,471
Commercial paper 14,536 5,195
U.S. treasury bills 2,500 2,492
Certificates of deposit 1,701 3,401
Total marketable securities 74,102 36,228
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Total cash, cash equivalents and marketable securities

Table of Contents

$

109,243

$

68,049
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The following tables summarize the unrealized gains and losses related to the Company s investments in cash equivalents and marketable

securities designated as available-for-sale as follows (in thousands):

As of September 25, 2010

Corporate debt securities

U.S. government sponsored entity bonds & discount notes
Commercial paper

U.S. treasury bills

Certificates of deposit

Total

Due within one year
Due between one and two years

Total

As of December 31, 2009

Corporate debt securities

U.S. government sponsored entity bonds
Commercial paper

Certificates of deposit

U.S. treasury bills

Total

As of September 25, 2010 and December 31, 2009 gross unrealized gains and losses on the Company s investments were due to changes in

Amortized
Cost

$ 36,246

19,043

14,536

2,499

1,700

$ 74,024

$ 68,304
5,720

$ 74,024

Amortized
Cost

$ 14,677

10,480

5,195

3,401

2,492

$ 36,245

Gross
Unrealized
Gains
$ 76

7

10

$ 85
Gross
Unrealized

Gains

$ 12

$ 12

Gross
Unrealized
Losses
$ (6)

(1)

$ N

$ (6)

(D

$ @)
Gross

Unrealized
Losses

$ (20)

©

$ @9

Aggregate
Fair
Value

$ 36,316
19,049
14,536
2,500
1,701

$ 74,102

$ 68,373
5,729

$ 74,102

Aggregate
Fair
Value
$ 14,669

10,471
5,195
3,401

2,492

$ 36,228

market conditions that caused interest rates to fluctuate. The Company reviews investments held with unrealized losses to determine if the loss is

other-than-temporary. The Company determined that it has the ability and intent to hold these investments for a period of time sufficient for a

recovery of fair market value and does not consider the investments to be other-than-temporarily impaired for all periods presented. In addition,
the Company did not experience any significant realized gains or losses on its investments through September 25, 2010. The Company s money

market funds maintained a net asset value of $1.00 for all periods presented. Net unrealized gains/losses are recorded to other comprehensive

income (loss) in the Company s condensed consolidated balance sheets.
4. Balance Sheet Details

Accounts receivable, net consisted of the following (in thousands):

Accounts receivable
Allowance for doubtful accounts
Product return reserve

Table of Contents

September 25,
2010
$ 34,091
(665)
(545)

December 31,
2009
$ 49,199
(1,008)
(1,199)
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Accounts receivable, net

Property and equipment, net, consisted of the following (in thousands):

Computer equipment and purchased software
Test equipment

Furnitures and fixtures

Leasehold improvements

Total
Accumulated depreciation

Property and equipment, net

Table of Contents

$ 32,881 $ 46,992
September 25, December 31,
2010 2009
$ 22,565 $ 21,647

27,074 24,335

1,615 1,515

2,859 2,808

54,113 50,305
(42,589) (39,012)

$ 11,524 $ 11,293
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Accrued liabilities consisted of the following (in thousands):

September 25, December 31,
2010 2009

Accrued compensation and related benefits $ 9,951 $ 7,922
Accrued warranty 4,232 4213
Accrued professional and consulting fees 3,315 2,978
Accrued customer rebates 3,303 8,958
Accrued excess and obsolete inventory at contract manufacturer 896 1,054
Sales and use tax payable 790 631
Other 3,479 2,873
Total accrued liabilities $ 25,966 $ 28,629

5. Contingencies
Accrued Warranty

The Company provides a warranty for its hardware products. Hardware generally has a five-year warranty from the date of shipment. The
Company accrues for potential warranty claims based on the Company s historical claims experience. The adequacy of the accrual is reviewed on
a periodic basis and adjusted, if necessary, based on additional information as it becomes available.

Activity related to the product warranty is as follows (in thousands):

Three Months Ended Nine Months Ended
September 25, September 26, September 25, September 26,
2010 2009 2010 2009
Balance at beginning of period $ 4,491 $ 2,864 $ 4,213 $ 3,375
Warranty charged to cost of revenue 794 1,239 3,334 3,022
Utilization of warranty (1,053) (1,117) (3,315) (3.,411)
Total accrued warranty $ 4,232 $ 2,986 $ 4,232 $ 2,986

Legal Proceedings

From time to time, the Company is involved in various legal proceedings arising from the normal course of business activities. The Company
not presently a party to any legal proceedings which, if determined adverse to the Company, would individually or in the aggregate have a
material adverse effect on its financial position, results of operations or cash flows.

6. Fair Value Measurements

In accordance with ASC Topic 820 as adopted on January 1, 2008, the Company measures its cash, cash equivalents and marketable securities at
fair value. ASC Topic 820 clarifies that fair value is an exit price, representing the amount that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants. As such, fair value is a market-based measurement that should be
determined based on assumptions that market participants would use in pricing an asset or liability. As a basis for considering such assumptions,
ASC Topic 820 establishes a three-tier value hierarchy, which prioritizes the inputs used in measuring fair value as follows:

Level 1 Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active markets.
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Level 2 Observable inputs other than quoted prices included in Level 1 for similar instruments in active markets, quoted prices for identical or

similar instruments in markets that are not active, and model-driven valuations in which all significant inputs and significant value drivers are
observable in active markets.

Level 3 Unobservable inputs to the valuation derived from fair valuation techniques in which one or more significant inputs or significant value
drivers are unobservable. The fair value hierarchy also requires the Company to maximize the use of observable inputs, when available, and to
minimize the use of unobservable inputs when determining inputs and determining fair value.

10
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As of September 25, 2010 and December 31, 2009, the fair values of certain of the Company s financial assets were determined using the
following inputs (in thousands):

As of September 25, 2010 Level 1 Level 2 Total

Money market funds $21,334 $ $21,334
Marketable securities 74,102 74,102
Total $21,334 $74,102 $ 95,436

As of December 31, 2009

Money market funds $17,195 $ $17,195
Marketable securities 36,228 36,228
Total $17,195 $ 36,228 $ 53,423

The Company s valuation techniques used to measure the fair values of money market funds were derived from quoted market prices as active
markets for these instruments exist. Investments in marketable securities are held by a custodian who obtains investment prices from a
third-party pricing provider that uses standard inputs derived from or corroborated by observable market data, to models which vary by asset
class.

7. Net Loss per Share

Basic net loss per common share is calculated by dividing net loss by the weighted average number of vested common shares outstanding during
the reporting period. Diluted net loss per common share is calculated by giving effect to all potential dilutive common shares, including options,
warrants, common stock subject to repurchase and convertible preferred stock.

The following table sets forth the computation of basic and diluted net loss per share for the periods indicated (in thousands, except per share
data):

Three Months Ended Nine Months Ended
September 25, September 26, September 25, September 26,
2010 2009 2010 2009

Numerator:
Net loss applicable to common stockholders $ (5,351) $ (6,813) $ (18,715) $ (28,327)
Denominator:
Weighted-average common shares outstanding 37,341 4,031 26,751 4,029
Basic and diluted net loss per share $ (0.14) $ (1.69) $ (0.70) $ (7.03)

As the Company incurred net losses in the periods presented, the following table displays the Company s other outstanding common stock
equivalents that were excluded from the computation of diluted net loss per share, as the effect of including them would have been anti-dilutive
(in thousands):

Nine Months Ended
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September 25, September 26,

2010 2009
Stock options 775 593
Restricted stock units 5,395 3,428
Common stock warrants 65 11
Convertible preferred stock 9,371 27,979
Convertible preferred stock warrants 58

8. Loans Payable

In August 2009, the Company entered into an amended and restated loan and security agreement, or loan agreement, with Silicon Valley Bank,
which provided for a term loan of $20.0 million and a revolving credit facility of $30.0 million based upon a total of 80% of eligible accounts
receivable. Included in the revolving line are amounts available under letters of credit and cash management services. Nonrefundable loan fees
in connection with this agreement were amortized to interest expense over the term of the loan and security agreement. As of December 31,
2009, $20.0 million was outstanding under the term loan and there were no outstanding borrowings under the revolving credit facility. In
addition, the Company had outstanding letters of credit totaling $2.4 million as of December 31, 2009. The term loan as of December 31, 2009
bore interest at 7.75%, which was set at 6-month LIBOR

11
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(with a floor of 1.25%) plus a 6.50% margin. The loan agreement was secured by all assets of the Company, including intellectual property. On
May 4, 2010, the Company paid in its entirety the outstanding loan payable with Silicon Valley Bank of $20.0 million including outstanding
accrued interest and prepayment penalties of $0.4 million. As of September 25, 2010, there were no outstanding borrowings under the revolving
credit facility. The Company had outstanding letters of credit totaling $2.9 million as of September 25, 2010.

9. Stockholders Equity (Deficit)
Capital Structure

On March 2, 2010, the Company s board of directors approved an amended and restated certificate of incorporation that increased the authorized
common stock to 100 million shares and the authorized preferred stock to 5 million shares effective immediately prior to the completion of the
Company s initial public offering on March 26, 2010.

On March 21, 2010, the Company s board of directors approved an amended and restated certificate of incorporation effecting a 2-for-3 reverse
stock split of its common stock and all convertible preferred stock. The par value and the authorized shares of the common stock and convertible
preferred stock were not adjusted as a result of the reverse stock split. All issued and outstanding common stock, convertible preferred stock,
warrants for common stock, warrants for preferred stock, and per share amounts contained in the financial statements have been retroactively
adjusted to reflect this reverse stock split for all periods presented. The reverse stock split was effected on March 23, 2010.

On March 26, 2010, the Company completed its initial public offering in which 4,166,666 shares of common stock were sold by the Company
and 2,162,266 shares of common stock were sold by existing stockholders at a public offering price of $13.00 per share. Gross proceeds of $54.2
million from the sale of 4,166,666 shares of common stock by the Company were reduced by issuance costs of $4.6 million and underwriters
fees of $3.8 million.

On April 8, 2010, the Company issued and sold 949,339 shares of common stock resulting from the exercise of the underwriters option to
purchase common shares associated with the Company s initial public offering. This sale resulted in gross proceeds of $12.3 million based on an
initial public offering price of $13.00 per share of common stock. Proceeds to the Company were $11.5 million which were net of underwriters
discount and offering expenses payable by the Company of approximately $0.8 million.

Preferred Stock

The board of directors has the authority, without action by its stockholders with the exception of stockholders who hold board positions, to
designate and issue up to 5 million shares of preferred stock in one or more series and to fix the rights, preferences, privileges and restrictions
thereof. These rights, preferences and privileges could include dividend rights, conversion rights, voting rights, terms of redemption, liquidation
preferences, sinking fund terms and the number of shares constituting any series or the designation of such series, any or all of which may be
greater than the rights of common stock. The issuance of the Company s preferred stock could adversely affect the voting power of holders of
common stock and the likelihood that such holders will receive dividend payments and payments upon liquidation. In addition, the issuance of
preferred stock could have the effect of delaying, deferring or preventing a change in control of the Company or other corporate action.
Subsequent to the Company s initial public offering and the conversion of all preferred stock outstanding at that date, the board of directors has
not designated any rights, preference or powers of any preferred stock and no shares of preferred stock have been issued

Adoption of Equity Stock Award Plans

On March 2, 2010, the Company s Board of Directors approved the 2010 Equity Incentive Award Plan and the Employee Stock Purchase Plan. A
total of 5,666,666 shares of common stock were reserved for future issuance under these plans which became effective upon the completion of
the Company s initial public offering of common stock. In addition, shares of common stock previously available for issuance under the
Company s Amended and Restated 2002 Stock Plan became available for issuance under the 2010 Plan effective upon completion of the
Company s initial public offering of common stock.

Stock Based Compensation

Stock-based compensation expense associated with stock options and restricted stock units ( RSUs ) is measured at the grant date, based on the
fair value of the award, and is recognized as expense over the remaining requisite service period. Total stock-based compensation expense of
$7.5 million and $2.2 million was recorded during the three months ended September 25, 2010 and September 26, 2009, respectively, and $17.5
million and $6.7 million was recorded during the nine months ended September 25, 2010 and September 26, 2009, respectively.
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Stock Options

The Company estimates the fair value of stock options in accordance with ASC Topic 718. The fair value of each option grant is estimated at the
grant date using the Black-Scholes option-pricing model with the following weighted-average assumptions:

Three Months Ended Nine Months Ended
September 25, September 26, September 25, September 26,
2010 2009 2010 2009
Expected volatility 60% 60% 51% 64%
Expected life (years) 6.25 6.25 6.25 6.25
Expected dividend yield
Risk free interest rate 1.91% 2.711% 2.60% 2.35%
13
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The Company s computation of expected volatility for the three and nine months ended September 25, 2010 and September 26, 2009 is based on
the Company s peer-group of similar companies. The Company s computation of expected term in the three and nine months ended September 25,
2010 and September 26, 2009 utilizes the simplified method in accordance with SAB 110. The risk-free interest rate for periods within the
contractual life of the option is based on the U.S. Treasury yield curve in effect at the time of grant with maturities equal to the grant s expected
life. In addition, ASC Topic 718 requires the Company to estimate the number of options that are expected to vest. Thus, the Company applies

an estimated forfeiture rate based on actual forfeiture experience. The Company recognizes stock-based compensation expense for the fair

values of these awards on a straight-line basis over the requisite service period of each of these awards.

As of September 25, 2010, unrecognized stock-based compensation expense related to stock options of $1.4 million was expected to be
recognized over a weighted-average period of 3.0 years.

Restricted Stock Units

In September 2009, the Company began to grant RSUs to eligible employees, executives and outside directors. Each RSU represents a right to
receive one share of the Company s common stock (subject to adjustment for certain specified changes in the capital structure of the Company)
upon the completion of a specific period of continued service.

The Company values the RSUs at fair value or the market price of the Company s common stock on the date of grant. The Company recognizes
non-cash compensation expense for the fair values of these RSUs on a straight-line basis over the requisite service period of these awards.

The weighted-average grant date fair value of RSUs granted during the nine months ended September 25, 2010 was $10.84 per share. As of
September 25, 2010, unrecognized stock-based compensation expense related to non-vested RSUs of $29.2 million was expected to be
recognized over a weighted-average period of 2.3 years. Stock-based non-cash compensation expense increased in the second quarter of 2010
compared to prior quarters as the result of employee stock options exchanged for RSUs in the third quarter of 2009 which began amortizing
upon our initial public offering in March 2010 and will amortize through April 2011.

10. Income Taxes

The Company s provision for income taxes is based on an estimated annual effective tax rate in compliance with ASC Topic 740, Accounting for
Income Taxes and ASC Topic 270, Interim Financial Reporting. Significant components affecting the tax rate include various state and
alternative minimum taxes and the utilization of losses carried forward.

ASC Topic 740, Accounting for Income Taxes provides for the recognition of deferred tax assets if realization of such assets is more likely than
not. The Company has established and continues to maintain a full valuation allowance against the Company s deferred tax assets as the
Company does not believe that realization of those assets is more likely than not.

11. Acquisition

On September 16, 2010, the Company, Occam Networks, Inc., a Delaware corporation ( Occam ), Ocean Sub I, Inc., a Delaware corporation and

a direct, wholly-owned subsidiary of Calix ( Merger Sub One ), and Ocean Sub II, LLC, a Delaware limited liability company and a direct,
wholly-owned subsidiary of Calix ( Merger Sub Two and together with Merger Sub One, the Merger Subs ) entered into an Agreement and Plan
of Merger and Reorganization (the Merger Agreement ). The Merger Agreement provides for the acquisition of Occam by the Company by

means of a series of mergers involving the Merger Subs (the Transaction ). As a result of the Transaction, Occam would become a wholly-owned
subsidiary of the Company. At the effective time of the first merger, each outstanding share of Occam common stock (other than those shares

with respect to which appraisal rights are available, properly exercised and not withdrawn) will be converted into the right to receive (a) $3.8337

per share in cash plus (b) 0.2925 of a validly issued, fully paid and non-assessable share of the Company s common stock.

The Merger Agreement has been approved by the boards of directors of Occam and the Company. The parties expect to complete the
Transaction in the fourth quarter of 2010 or first quarter of 2011, subject to Occam stockholder approval and customary closing conditions,
including receipt of required regulatory clearances. The Company incurred $2.1 million in acquisition related costs during the three and nine
months ended September 25, 2010.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations.
This report includes forward-looking statements within the meaning of Section 27A of the Securities Act and Section 21E of the Securities and
Exchange Act of 1934, as amended. All statements other than statements of historical facts are forward-looking statements for purposes of
these provisions, including any projections of earnings, revenues or other financial items, any statement of the plans and objectives of
management for future operations, any statements concerning proposed new products or licensing, any statements regarding product
development, any statements regarding future economic conditions or performance, and any statement of assumptions underlying any of the
foregoing. In some cases, forward-looking statements can be identified by the use of terminology such as may,  will,  expects, plans,
anticipates,  estimates,  potential, or continue or the negative thereof or other comparable terminology. Although we believe that the
expectations reflected in the forward-looking statements contained herein are reasonable, there can be no assurance that such expectations or
any of the forward-looking statements will prove to be correct, and actual results could differ materially from those projected or assumed in the
forward-looking statements. Our future financial condition and results of operations, as well as any forward-looking statements, are subject to
inherent risks and uncertainties, including but not limited to the Risk Factors set forth under Part I, Item 1A below, and for the reasons
described elsewhere in this report. All forward-looking statements and reasons why results may differ included in this report are made as of the
date hereof, and we assume no obligation to update these forward-looking statements or reasons why actual results might differ.

Overview

We are a leading provider in North America of broadband communications access systems and software for copper- and fiber- based network
architectures that enable communications service providers, or CSPs, to connect to their residential and business subscribers. We develop and
sell carrier-class hardware and software products, which we refer to as our Unified Access Infrastructure portfolio, designed to enhance and
transform CSP access networks to meet the changing demands of subscribers rapidly and cost-effectively. Our Unified Access Infrastructure
portfolio consists of our two core platforms, our C-Series multiservice, multiprotocol access platform, or C-Series platform, and our E-Series
Ethernet service access platforms, or E-Series platforms, along with our complementary P-Series optical network terminals, or ONTs, and our
Calix Management System, or CMS, network management software. We also offer installation, training, post-sales software support and
extended warranty services. To date, service revenue has comprised an insignificant portion of our revenue.

Our revenue has increased to $75.5 million and $195.3 million for the three and nine months ended September 25, 2010, respectively, from
$59.6 million and $144.6 million for the three and nine months ended September 26, 2009, respectively. Continued revenue growth will depend
on our ability to continue to sell our access systems and software to existing customers and to attract new customers, including in particular,
those customers in the large CSP and international markets. Since our inception we have incurred significant losses, and as of September 25,
2010, we had an accumulated deficit of $410.9 million. Our net loss was $5.4 million and $17.8 million for the three and nine months ended
September 25, 2010, respectively. Our net loss was $4.4 million and $25.3 million for the three and nine months ended September 26, 2009,
respectively.

Basis of Presentation
Revenue

We derive our revenue primarily from sales of our hardware products and related software. We generally recognize revenue after products have
been delivered and accepted, and title has been transferred to the customer. In certain cases, our products are sold along with services, which
include installation, training, post-sales software support and/or extended warranty services. To date, service revenue has comprised an
insignificant portion of our revenue, and we have not reported service revenue separately from product revenue in our financial statements. As of
September 25, 2010, our revenue deferrals, related to partially delivered arrangements that were entered into prior to January 1, 2010, and RUS
contracts that include installation services, special customer arrangements and ratably recognized services totaled $28.5 million. Where
substantive acceptance provisions are specified in an arrangement or extended return rights exist, revenue is deferred until all acceptance criteria
have been met or the extended return rights expire. The timing of deferred revenue recognition may cause significant fluctuations in our revenue
and operating results from period to period.

Cost of Revenue

Our cost of revenue is comprised of the following:

Table of Contents 30



Edgar Filing: CALIX, INC - Form 10-Q

Products and services revenue Cost of products revenue includes the inventory costs of our products that have shipped, accrued
warranty costs for our standard warranty program, outbound freight costs to deliver products to our customers, overhead from our
manufacturing operations cost centers, including stock-based compensation, and other manufacturing related costs associated with
manufacturing our products and managing our inventory. We outsource our manufacturing to third-party manufacturers. Inventory
costs are estimated using standard costs which reflect the cost of historical direct labor, direct overhead and materials used to build
our inventory. Cost of services revenue includes direct installation material costs, direct costs from third-party installers, professional

service costs, repair fees charged by our outsourced repair contractors to refurbish product returns under an extended warranty or per
incident repair agreement, and other miscellaneous costs to support our services.
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Amortization of existing technologies These expenses are the result of our acquisition of Optical Solutions, Inc., or OSIL.
Gross Profit

Our gross profit and gross margin have been, and will likely be, impacted by several factors, including new product introduction or upgrades to
existing products, changes in customer mix, changes in the mix of products demanded and sold, shipment volumes, changes in our product costs,
changes in pricing and the extent of customer rebates and incentive programs. We believe our gross margin could increase due to favorable
changes in these factors, for example, increases in sales of newly introduced products such as our E7 Ethernet service access platform, which
was introduced in the fourth quarter of 2009, upgrades to our existing C7, new introductions of our P-Series ONTs and reductions in the impact
of rebate or similar programs. We believe our gross margin could decrease due to unfavorable changes in factors such as increased product costs,
pricing decreases due to competitive pressure and an unfavorable customer or product mix. Changes in these factors could have a material
impact on our future average selling prices and unit costs. Also, the timing of deferred revenue recognition and related deferred costs can have a
material impact on our gross profit and gross margin results. The timing of recognition and the relative size of these arrangements could cause
large fluctuations in our gross profit from period to period.

Operating Expenses

Operating expenses consist primarily of research and development, sales and marketing and general and administrative expenses and are
recognized as incurred. Personnel-related costs, which include stock-based compensation expense, are the most significant component of each of
these expense categories. We expect to continue to hire new employees in order to support our anticipated growth and status as a public
company. In any particular period, the timing of additional hires could materially affect our operating expenses, both in absolute dollars and as a
percentage of revenue. We anticipate that our operating expenses will increase in absolute dollar amounts but will decline as a percentage of
revenue over time.

Research and Development Research and development expenses represent the largest component of our operating expenses and
include personnel costs, consulting services, depreciation on lab equipment, costs of prototypes and overhead allocations. We
expense research and development costs as incurred. Since the costs of software development that we incur after a product has
reached technological feasibility are not material, we have not capitalized any such costs to date. We intend to continue making
significant investments in developing new products and enhancing the functionality of our existing products.

Sales and Marketing Sales and marketing expenses consist of personnel costs, employee sales commissions and marketing
programs. We expect sales and marketing expenses to increase as we hire additional personnel both in North America and
internationally to support our anticipated revenue growth.

General and Administrative  General and administrative expenses consist primarily of personnel costs and costs for facilities related
to our executive, finance, human resource, information technology and legal organizations and fees for professional services.
Professional services consist of outside legal, tax and audit costs. We expect to incur significant additional expenses as a result of
operating as a public company, including costs to comply with the Sarbanes-Oxley Act and the rules and regulations applicable to
companies listed on the New York Stock Exchange.

Acquisition-Related Costs  Acquisition-related costs consist primarily of costs incurred for professional services associated with our
acquisition related activities that are in progress.

Amortization of Acquired Intangible Assets Amortized acquired intangible assets comprise customer contracts and lists and
purchase order backlog obtained in the OSI acquisition.
Other Income (Expense), Net

Other income (expense), net primarily includes interest expense on our outstanding loans and interest income on our cash and investment
balances. In addition, other income (expense), net includes adjustments to record our convertible preferred stock warrants at fair value. These
convertible preferred stock warrants were converted into common stock warrants upon the closing of our initial public offering on March 26,
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2010. Although an adjustment was recorded in the three months ended March 27, 2010, no such adjustment was made in the three months ended

September 25, 2010 and no further adjustments will be made in future periods. Further, on May 4, 2010, we paid in its entirety our outstanding
term loan of $20.0 million including outstanding accrued interest and prepayment penalties of $0.4 million.

Critical Accounting Policies and the Use of Estimates

Our financial statements are prepared in accordance with U.S. generally accepted accounting principles, or GAAP. These accounting principles
require us to make certain estimates and judgments that can affect the reported amounts of assets and liabilities as of the date of the financial
statements, as well as the reported amounts of revenue and expenses during the periods presented. Management bases its estimates, assumptions
and judgments on historical experience and on various other factors that are believed to
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be reasonable under the circumstances. To the extent there are material differences between these estimates and actual results, our financial
statements will be affected. Our management evaluates its estimates, assumptions and judgments on an ongoing basis.
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On January 1, 2010, we early adopted the new accounting standard for multiple deliverable revenue arrangements (ASC Topic 605-25), on a
prospective basis, related to allocating revenue in a multiple deliverable arrangement as described more fully below. Other than the adoption of
ASC Topic 605-25, there have been no significant changes in our significant accounting policies during the nine months ended September 25,
2010 as compared to the significant accounting policies described in our Prospectus filed pursuant to Rule 424(b) under the Securities Act with
the SEC on March 24, 2010.

The items in our condensed consolidated financial statements requiring significant estimates and judgments are as follows:
Revenue Recognition

In October 2009, the Financial Accounting Standards Board, or FASB, amended the accounting standards for revenue recognition to remove
tangible products containing software components and non-software components that function together to deliver the product s essential
functionality from the scope of industry-specific software revenue recognition guidance. In October 2009, the FASB also amended the
accounting standards for multiple deliverable revenue arrangements to:

(1) provide updated guidance on whether multiple deliverables exist, how the deliverables in an arrangement should be separated, and
how the consideration should be allocated;

(i) require an entity to allocate revenue in an arrangement using best estimate of selling prices, or BSP, of deliverables if a vendor does
not have vendor-specific objective evidence of selling price, or VSOE, or third-party evidence of selling price, or TPE; and

(iii) eliminate the use of the residual method and require an entity to allocate revenue using the relative selling price method.
We elected to early adopt this accounting guidance at the beginning of our first quarter of fiscal 2010 on a prospective basis for applicable
transactions originating or materially modified after December 31, 2009. This guidance does not change the units of accounting for our revenue
transactions. Our products and services qualify as separate units of accounting. Products are typically considered delivered upon shipment and
are deemed to be non-contingent deliverables. We provide certain services at stated prices over a specified period of time and must meet
specified performance conditions. As such, we have determined that our individual services are contingent deliverables. In addition, we provide
specified packages of items considered a package arrangement which we also consider a contingent deliverable, and therefore we do not bill our
customers until we have fully delivered the package. For multiple-element arrangements that include products and packages or services, we will
first exclude the contingent revenue items and then allocate the remaining consideration to the non-contingent product deliverables on the basis
of their relative selling price, which is currently BSP. To the extent that the stated contractual prices fall within our calculated range for BSP, we
will allocate the consideration using the stated contractual prices. However, if the stated contractual price for any product deliverable is outside
the range, the contractual prices will be adjusted using the midpoint price within its range in order to allocate arrangement consideration using
the relative selling price method. Since the individual products and services meet the criteria for separate units of accounting, we will recognize
revenue upon delivery of each product and/or services. Post-sales software support revenue and extended warranty services revenue is deferred
and recognized ratably over the period during which the services are to be performed. Installation and training service arrangements are
recognized upon delivery or completion of performance. These service arrangements are typically short term in nature and are largely completed
shortly after delivery of the product. Revenue from package arrangements are recognized upon full delivery of the package. In instances where
substantive acceptance provisions are specified in the customer agreement, revenue is deferred until all acceptance criteria have been met. Our
arrangements generally do not include any provisions for cancellation, termination, or refunds that would significantly impact recognized
revenue.

We derive revenue primarily from the sale of hardware products and related software. Shipping charges billed to customers are included in
revenue and the related shipping costs are included in cost of revenue. In certain cases, our products are sold along with services, which include
installation, training, post-sales software support and/or extended warranty services. Post-sales software support consists of our management
software, including rights, on a when-and-if available basis, to receive unspecified software product upgrades to either embedded software or our
management software, maintenance releases and patches released during the term of the support period and product support, which includes
telephone and Internet access to technical support personnel. Extended warranty services include the right to warranty coverage beyond the
standard warranty period. From time to time, we offer customers sales incentives, which include volume rebates and discounts. These amounts
are accrued on a quarterly basis and recorded net of revenue.
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Payment terms to customers generally range from net 30 to net 90 days. We assess the ability to collect from our customers based primarily on
the creditworthiness and past payment history of the customer. Revenue arrangements that provide payment terms that extend beyond our
customary payment terms are considered extended payment terms. Occasionally, we offer extended payment terms in a revenue arrangement.
Through the date of this filing, we have not experienced any significant accounts receivable write-offs related to revenue arrangements with
extended payment terms. Customer arrangements with extended payment terms may also include substantive acceptance criteria within the
arrangement which, in accordance with our revenue recognition policy, would cause the revenue in the arrangement to be deferred until all the
acceptance criteria have been met. Extended payment terms may also indicate that the customer is relying on a future event as a prerequisite for
the payment, such as installation, a new software release or
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financing, which would indicate that the fees associated with the arrangement are not fixed or determinable. Due to the unusual nature and
uncertainty associated with granting extended payment terms in customer arrangements, we defer revenue under these arrangements and
recognize the revenue upon payment from the customer, assuming all other revenue recognition criteria have been met.

We enter into arrangements with certain of our customers who receive government supported loans and grants from the U.S. Department of
Agriculture s Rural Utility Service, or RUS, to finance capital spending. Under the terms of an RUS equipment contract that includes installation
services, the customer does not take possession and control and title does not pass until formal acceptance is obtained from the customer. Under
this type of arrangement, we do not recognize revenue until we have received formal acceptance from the customer. For RUS arrangements that
do not involve installation services, we recognize revenue in accordance with the revenue recognition policy described above.

For transactions entered into prior to the first quarter of fiscal 2010, we primarily recognized revenue based on software revenue recognition
guidance prescribed in ASC Topic 985. As we are unable to establish VSOE for our products or installation services the entire fee from
arrangements involving multiple product deliverables was deferred and recognized upon delivery of all products. Revenue from products that
were sold in combination with installation services was deferred and recognized upon delivery of all products and completion of the installation.
In most circumstances when we were not able to determine VSOE for all of the deliverables of the arrangement, but were able to obtain VSOE
for any undelivered elements, revenue was allocated using the residual method. Under the residual method, the fair value of the undelivered
elements was deferred and the remaining portion of the arrangement fee was allocated to the delivered items and recognized as revenue, and no
revenue was recognized until all elements without VSOE had been delivered. If VSOE of any undelivered items did not exist, revenue from the
entire arrangement was initially deferred and recognized at the earlier of: (i) delivery of those elements for which VSOE did not exist or

(i1) when VSOE was established. Deferred revenue consisted of arrangements that had been partially delivered, contracts with the RUS that
include installation services, special customer arrangements and ratably recognized services.

Contrary to our product and installation service sales, we have been able to establish VSOE for our training, post-sales software support and
extended warranty services. Training courses are based on a daily rate per person and will vary according to the type of training class offered.
Post-sales software support is offered for a one year term and the price is based on the number of customer subscriber lines. Extended warranty
pricing is based on the type of product and is sold in one or five year durations. In substantially all of the arrangements with multiple
deliverables pertaining to arrangements with these services, we have used and intend to continue using VSOE to allocate the selling price to each
deliverable. Consistent with its methodology under previous accounting guidance, we determine VSOE based on our normal pricing practices
for these specific services when sold separately.

In most instances, we are not able to establish VSOE for all deliverables in an arrangement with multiple elements. This may be due to
infrequently selling each element separately, not pricing products within a narrow range, or only having a limited sales history. When VSOE
cannot be established, we attempt to establish selling price of each element based on TPE. TPE is determined based on competitor prices for
similar deliverables when sold separately. Generally, our marketing strategy differs from that of our peers and our offerings contain a significant
level of customization and differentiation such that the comparable pricing of products with similar functionality cannot be obtained.
Furthermore, we are unable to reliably determine what similar competitor products selling prices are on a stand-alone basis. Therefore, we are
typically not able to determine TPE.

When we are unable to establish selling price using VSOE or TPE, we use BSP. The objective of BSP is to determine the price at which we
would transact a sale if the product or service were sold on a stand-alone basis. BSP is primarily used for all products and installation services
where we historically have not been able to establish VSOE of selling price.

We determine BSP for a product or service by considering multiple factors including, but not limited to, geographies, market conditions,
competitive landscape, internal costs, gross margin objectives, characteristics of targeted customers and pricing practices. The determination of
BSP is made through consultation with and formal approval by management, taking into consideration the go-to-market strategy.

We regularly review VSOE, TPE and BSP and maintain internal controls over the establishment and updates of these estimates. There were no
material impacts during the three and nine months ended September 25, 2010 nor do we expect a material impact in the near term from changes
in VSOE, TPE or BSP.
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Revenue as reported and our estimate of the pro forma revenue that would have been reported during the three and nine months ended
September 25, 2010, if the transactions entered into or materially modified after December 31, 2009 were subject to previous accounting
guidance, are shown in the following table (in thousands):

Three Months Ended September 25, 2010 Nine Months Ended September 25, 2010
Pro Forma Basis Pro Forma Basis
as if the as if the
Previous Previous
Accounting Accounting
Guidance Were Guidance Were
As Reported in Effect As Reported in Effect
Revenue $ 75492 $ 62,683 $ 195,348 $ 170,719

The new accounting standards for revenue recognition if applied in the same manner to the year ended December 31, 2009 would have resulted
in additional revenues of $10.3 million for that fiscal year. Agreements entered into prior to January 1, 2010 which previously had been
accounted for under ASC Topic 985-605 but were materially modified subsequent to January 1, 2010 and are now accounted for under ASC
Topic 605-25 resulted in recognized revenue of $13.0 million for the three and nine months ended September 25, 2010. In terms of the timing
and pattern of revenue recognition, the new accounting guidance for revenue recognition may have a significant effect on revenue in periods
after the initial adoption as we continue to market our products in multiple element arrangements.

Stock-Based Compensation

Effective January 1, 2006, we adopted the applicable accounting guidance under ASC Topic 718 for share-based payment transactions. Under

the fair value recognition provisions of this guidance, stock-based awards, including stock options, are recorded at fair value as of the grant date
and recognized to expense over the employee s requisite service period (generally the vesting period), which we have elected to amortize on a
straight-line basis. We adopted this guidance using the modified prospective transition method. Under that transition method, compensation
expense recognized beginning in 2006 includes compensation expense for all share-based payments granted prior to, but not yet vested as of
December 31, 2005, based on the grant-date fair value estimated in accordance with the original provisions of this guidance, and compensation
expense for all share-based payments granted after December 31, 2005, based on the grant-date fair value estimated in accordance with the
provisions of this guidance. Such amounts have been reduced by our estimated forfeitures on all unvested awards. Under the provisions of this
guidance, we estimate the fair value of stock options using the Black-Scholes option-pricing model. This model requires various highly
judgmental assumptions, including volatility, expected forfeiture rates and expected option life, which have a significant impact on the fair value
estimates. Because we are a newly public company, we derive our expected volatility based on our peer group of publicly-traded companies in

the industry in which we do business. The expected life of an option award is calculated using the simplified method provided in the SEC s Staff
Accounting Bulletin 110, and takes into consideration the grant s contractual life and vesting periods. We apply an estimated forfeiture rate based
on an analysis of our actual forfeitures and will continue to evaluate the adequacy of the forfeiture rate based on actual forfeiture experience,
analysis of employee turnover behavior and other factors. If any of the assumptions used in the Black-Scholes model change significantly,
stock-based compensation expense may differ materially in the future from that recorded in the current period.

The fair values of the common stock underlying stock options granted during 2008 and 2009 were estimated by our board of directors, which
intended all options granted to be exercisable at a price per share not less than the per share fair market value of our common stock underlying
those options on the date of grant. Given the absence of a public trading market in the periods prior to our initial public offering, our board of
directors considered numerous objective and subjective factors to determine the best estimate of the fair market value of our common stock at
each meeting at which stock option grants were approved. These factors included, but were not limited to, the following: contemporaneous
valuations of our common stock, the rights and preferences of our convertible preferred stock relative to our common stock, the lack of
marketability of our common stock, developments in our business, recent issuances of our convertible preferred stock and the likelihood of
achieving a liquidity event, such as an initial public offering, or IPO, or sale of our company, given prevailing market conditions. If we had
made different assumptions and estimates, the amount of our recognized and to be recognized stock-based compensation expense could have
been materially different. We believe that we have used reasonable methodologies, approaches and assumptions in determining the fair value of
our common stock.

During the three and nine months ended September 25, 2010, we recorded stock-based compensation of $7.5 million and $17.5 million,
respectively, and for the three and nine months ended September 26, 2009, we recorded stock-based compensation of $2.2 million and $6.7
million. At September 25, 2010, we had $1.4 million of total unrecognized compensation cost related to unvested stock options, net of estimated
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forfeitures. This cost is expected to be recognized over a weighted average service period of approximately 3.0 years. At September 25, 2010,
we had $29.2 million of total unrecognized compensation cost related to unvested restricted stock units, or RSUs, net of estimated forfeitures.
This cost is expected to be recognized over a weighted average service period of approximately 2.3 years. To the extent that the actual forfeiture
rate is different than what we have anticipated, stock-based compensation related to these awards will be adjusted in future periods. The
i