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All statements contained in this Annual Repart on Form 10-K that are not histerical facis are forward-looking statements
within the meaning of the federal securities laws that relate to future events or our future financial performance. In some
cases, you can identify forward-looking statements by terminology such as “may,” “will,” “should,” “expect,” “plon,*
“anticipate,” “believe;” “estimate,” “predict,” “interd,"” “potential,” or “continue" or the negative of these terms or other
comparable terminology. Such statements are only predictions. Risks ond uncertainties and the occurrence of other events
could cause actual results to differ materially from these predictions. The risks and uncertainties discussed below under
Jtem 1A. Risk Factors and elsewhere in this report should be considered carefully in evaluating our business. Although we
believe that the expectations reflected in the forward-looking statements are reasonable, we cannot guarantee future results,
levels of activity, performance, or achievements. Moreover, we assume no responsibility for the accuracy and completeness
Q of these statements. We are under no duty to update any of the forward-looking statements afier the date of this report or to
adjust these statements 10 reflect actual results.

N\ -

PART1
Explanatory Note
In this Form 10-K, Embarcadero Technologics, Inc. is restating its consolidated balance sheet as of December 31, 2005 and
the related consolidated statements of operations, stockholders® equity and cash flows for each of the years ended
December 31, 2005 and 2004 and for each quarter of 2005 and the first two quarters of 2006. The Company’s decision to
restate is the result of an independent review of the Company’s historical stock option practices and related accounting that
was conducted by a Special Committee of the Board of Directors (the “Special Committee™).

The Special Committee undertook a comprehensive analysis of the Company's historical stock option practices, including all
option grants from the Company”s initial public offering in April 2000 to August 2006, option vesting practices and option
exercises. The Special Committee concluded that about half of the grants under review, or two thirds of the number of shares
covered under option grants, were misdated and mispriced from the time of the initial public offering until- March 2005. The
Special Committee also concluded that certain options that were granted to consultants for services had different vesting
schedules than were originally used to calculate the fair value of these options. In addition, the Special Committee found that
one option was reported to have been exercised on a date that pre-dated the actual exercise date, gmng the optionee
prefercntial tax treatment.

The Specna] Committee found instances in which incorrect measurement dates were used to account for certain option grants.
In addition, the Company found that it did not appropriately account for certain other aspects of stock compensation, but this
did not result in a material adjustment to our historical consolidated financial statements. The total cumulative adjustment to
stock compensation expense through December 31, 2005 resulting from these findings is $14.6 million. In addition to the
stock-based compensation expense adjustment, the Company also elected to restate prior year results from fiscal year 2003 to
2005 for its sales tax Liability from sales in various states where the Company had established sales tax nexus. The total
cumulative adjustment to sales tax expense through December 31, 2005 is $0.7 million. Accordingly, this Form 10-K
includes restatements of the following previously filed financial statements aud data (amd related disclosures): (1) our
consolidated financial statements as of and for the fiscal years ended December 31, 2005 and 2004; (2) our selected

" consolidated financial data as of December 31, 2005 and for the fiscal years ended December 31, 2005, 2004, 2003 and 2002;
and (3) our unaudited quarterly financial data for all quarters of fiscal 2005 and the first and second quarter of fiscal 2006.
See Note 3, “Restatement of Consolidated Financial Statements,” and Note 18 “Unaudited Quarterly Results of Operations,”
to the consolidated financial statements included in this Form 10-K for a detailed discussion of the effect of the restatements.

Previously filed annual reports on Form 10-K and quarterly reports on Form 10-Q for the periods affected by the restatements
have not been amended and, as such, should not be relied upon. On December 18, 2006, we issued a press release announcing
that, although we bad not yet concluded which specific periods would require restatement, the Andit Commntec of our Board
had concluded that our previously issued financial statements should no longer be relied upon.

Stock Opﬁo- Review

ovT

. “ vesu'gption PengyA part expanded scope, the Audit Committee’s ors determined that there were potential
one of the grants to outside directors, including directors who currently serve on the Board and/or the Audit
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T Committee. As a result, on December 8, 2006, the Board decided to form an independent Special Committee of the Board to] ou'r

review the Company’s options practices.
3
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" During the Investigation Period, the Company made 1,086 individual stock option grants on 119 different dates, representing
more than 6.5 million shares of common stock. After reviewing the evidence, the Special Committee concluded that for about
half of these grants, the record grant date was not the date of determination as defined by the Compeany’s stock option plans
and applicable accounting rules. Under Accounting Principles Board Opinion No. 25 (“APB No. 25”) and other applicable
accounting rules, for options granted before 2006, when the exercise price is less than the fair market value on the
measurement date, the Company must recognize a compensation expense over the options® vesting period in an amount equal
to the difference in the two prices multiplied by the number of options granted. For those grants where the record date was
not the date of determination, the Special Cornmittee sought to identify recommended measurement dates by ascertaining
when the following were established: (1) the identity of the specific grantee, (2) the number of shares to be granted to each
graniee, and (3) the exercise price that would apply to such option grant. In almost every instance where there was a
between the record grant date and the date of determination, the stock price on the record grant date was lower
than-the | price on the date of determination.

Also, on several occasions during the Investigation Period, the Compnny modified or canceled and subseqnently regranted
options at Jower prices. Under APB No. 25 and related accounting literature, modifying the exercise price of options may
result in a variable award, which requues the Company to penodlcnlly remeasure the intrinsic value of the award and adjust
compensation expense for changes in the mtnnslc valoe until exercise, forfeiture or expiration.

To determine the cotrect measurement dates for these options under applicable accounting princnples, we followed the
guidance in APB No. 25, which deems the “measurement date” as the first date on which all of the following are known:

(1) the individual employee who is entitled to receive the option grant; (2) the number of options that an individual employee
is entitled to receive; and (3) the option’s exercise price. In addition, the “measurement date™ cannot be earlier than the date
on which the grant is approved. In instances where we determined we could not rely on the original. grant date for an option,
we determined corrected measurement dates based on our ability to establish or confirm, in our reasonable judgment, whether
through other docuinentation, consistent or established Company practice or processes, or credible circumstantial
information, that all requirements for the proper granting of the option had been satisfied under applicable accounting
principles. .

The Company has determined that the total camulative pre-tax stock compensation expense through December 31, 2005
resulting fram the errors described above was $14.6 million. In this Form 10-K, we recorded pre-tax stock compensation
expense of $0.2 million and $0.3 million for the years ended December 31, 2005 and 2004, respectively, and $14.1 million
prior to fiscal 2004. There was no impact on revenues or net cash provided by operating activities during any of these periods
as a resalt of this additional stock compensation expense.

Sales Tax Liability Accrual

. In August 2006, the Company identified states where the Company has established sales tax nexus and bad not registeredto
file sales tax in those states. The sales tax nexus rules dictate that the hiring of sales employees in the state would result in
sales tax nexus even if there were no physical office in thet state and the cmployee worked from his/her home office.

In some states, the Company filed for amnesty under the Streamline Sales Tax Project (“SSTP”) which relieved the Company

+ from past due sales tax liability but committed the Company to report and file in all of the states in the SSTP. For the non-
SSTP states, with the assistance of an outside consultant, the Company filed voluntary disclosure agreements to get current
with past due amounts and to start to collect and remit sales taxes in states where the Company has established sales tax
nexus. The cumulative pre-tax expense through December 31, 2005 resulting from the failure to register and file sales tax in
various states was $0.7 million. In this Form 10-K, we recorded.sales tax expense of $0.3 million, $0.3 million, and $0.1
million for the years ended December.31, 2005, 2004, and 2003 respectively. There was no immpact on revenues or net cash
provided by operating activities during any these periods as a result of this sales tax expense.

Tax Impact ol‘ Restatement

Our deferred tax asset was previously reported as $2.9 million; however the restatement resulled ina total increase to our
gross deferred tax assets of approximately $2.4 million as of December 31, 2005. As a result, there is a tax benefit of
approximately $0.3 million for 2000, $1.6 million for 2001, $1.5 million for 2002, $1.3 million for 2003, $0.2 million for
2004, and $0.2 million for 2005 relating to the additional stock compensation expense recorded by us. Additionally, there is
no material impact on our consolidated financial statements arising from the impact of Section-409A of the Internal Revenue
Codé (the “Code™) or the limitations on deduction of executive stock compensation expense in Section 162(m) of the Code.
See “Impact of Section 409A” in “Management’s Discussion and Analysis of Financial Condition and Results of
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‘Opemtions,"’ Item 7 of this Form 10-K, for a discussion of the potential prospective impact of Section 409A on the
" Company’s future results of operations. )
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Additional Information

The address of our internet website is www.embarcadero.com. We make available, free of charge through our website, our
Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, Section 16 filings, and other
periodic SEC reports, along with amendments to all of those reports, as soon as reasonably practicable after we file the
reports with the SEC.

Item 1A. Risk Factors

In addjtion-to other information in this report, the following factors should be considered carefuily in evahating the
Company. The risks and uncestainties described below are not the only ones we face. Additional risks and uncertainties that
we are unaware of or currently deem immaterial may also become important factars that may hann our business..

We may not be able fo complete the éroposed merger with qffiliates of Thoma Cressey Bravo, Inc. on the terms previously
announced or other acceptable terms. ’

On April 5, 2007, we signed a merger agreement to be acquired by affiliates of Thoroa Cressey Bravo, Inc. for a cash
purchase price of $720 per share. Although we currently expect the transaction will close during the second quarter of 2007,

we may not be eble to complete the proposed merger as a result of various factors, including:

«  failure.to obtain stockholder approval;

» the occurrence of any event, change or other circumstances that could-give rise to the termination of the merger
agreancot;

= failure to satisfy the'closing conditions of the merger before July 16, 2007 or at all; or

» failure of the mergér to close for any other reason.

In December 2006, we and affiliates of Thoma Cressey Bravo mutually terminated a previous merger agreement because we OUT
concluded that we could not proceed with a stockholder vote while the Special Comumittee’s review was pending and owr

financial statements could not be relied upon. If we are not able to complete the proposed merger, our stock price would be

adversely affected and our business and operating results could be harmed. In addition, we believe that the amount of costs,

fees, experises and charges related to the merger could cause actual results to differ materially from forward-looking

statements contained uader “Itcm 7. Management®s Discussion and Analysis of F'mancml Condition and Results of

Operations” and elsewhere in this report.

Whether or not the proposed merger is completed, the announcement of the merger may cause disruption in our business.

" Whether or not the proposed merger is completed, the announcement of the merger could be disruptive to our business and
.operations. Our customus. suppliers, distributors, employees and other business partuers may adversely change or terminate

their relationship with us in response to the announcement of the merger. In addition, management’s attention could be
diverted from our sales plan and business plan by the proposed merger. :

Our quarterly operating results may fluctuate in ﬁmlre Pperlods, and, as a result, our stock price may fluctuate or decline,

Our operating results have fluctuated from quarter to quarter. We believe that quarter-to-quarter comparisons of our histosical
results of operations are not indicative of our future performance. Our revenues and operating results may continue to vary

* significantly from quaster to quarter due to a number of factors, including the factors discussed below. Seasonal variations in

orders for our products also contribute to fluctuations in our quarterly operating results. These fluctuations are likely to cause
corresponding volatility in our stock price, particularly if our operating resuits vary from analysts® expectations.

We have expérienced declining license revenne in recent periods and license revenue in future periods may fluctuote

substantially.

Our business depends in large part on our ability to generate license revenues from new and existing customers. In recent
periods, our Jicense revenue has declined. License revenue decreased to $6.9 million in the fourth quarter of 2006 compared
to $7.8 million in the fourth quarter of 2005 and decreased to $26.6 million for the twelve months ended December 31, 2006
compared to $27.5 million for the twelve months ended December 31, 2005, License revenue for the first quarter of 2007
decreased even more significantly to $4.8 million compared to $6.6 million in the first quarter of 2006. We expect that
license revenuc in future periods, including the rest of fiscal 2007, will fluctuate substantially from quarter to quarter and
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may continue to decline..

Our license revenues in any quarter are substantially dependent on orders booked and delivered in that quarter. Our revenues
in a given quarter could be adversely affected if we are unable to complete one or more Jarge license agreements, or if the
contract terms were to prevent us from recognizing revetitie duriig that tuarter. Variations in the size and timing of our
customer orders could expose us to substantial revenue fluctuations and higher operating costs. Further, we have often.
booked a Jarge amount of our sales in the last

-
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month, weeks or days of each quarter and delays in the closing of sales near the end of a quarter could cause quarterly
revenue to fall short of amJClp!!lcd levels. These factors may cause significant periodic variation in our license revenues. In
addition, we incur or commit to operating expenses based on anticipated revenue levels, and generally do not know whether

" revenues in any quarter will meet expectations until the end of that quarter.

Historically, we have not placed significant reliance on large sales transactions in any given quarter, with a substantiat
volume of our revenues being driven from smaller transactions. However, if we encounter difficulty and cannot generate a
sufficient number of large customer orders, or if customers delay or cancel such orders in a particular quarter, our revenues
and operating results may be adversely affected. .

The matters relating to the review by a Special Conunittee of the Board of our historical stock option grant practices and
the restatement of our consolidaied financial statements have required us to incur substantial expenses, have resulted in
litigation, and may result in additional lifigation and future government enforcement actions.

In November 2006, the Company announced that the Audit Cormmittee of the Company’s Board of Directors, with the
assistance of independent legal counsel, was conducting a review of our, stock option grant practices covering the time from
the Company smmnlpublnoﬁ'ennngOOOthroughAnguStZOOG In December 2006, the Company’s Board of Directors
formed 2 Special Committee to continue this review, As described in the Explanatory Note immediately preceding Item 1,
and in Note 3 “Restatement of Consolidated Financial Statements” in Notes to Consolidated Financial Statements in this
Armual Report on Form 10-K, the Special Committee reached a conclusion that incorrect measurement dates and exercise

. prices were used for financial accounting purposes for stock option grants in certain prior periods. As a result, the Company

has recorded additional non-cash stock-based compensation expense, and related tax effects, related to certain stock option
grants, and the Company has restated certain prevxously ﬁled financial statemems included in this Annual Report on Form
10-K.

This review of our bistorical stock Option grant practices has requn-edus to incur substannal expenses for legal accounting, —_l

tax and other professional services, has diverted our management’s atteation from our business, and could in the future
adversely affect our business, financial condition, results of operations and cash flows. 3

Our historical stock option grant practices and the restatement of our prior financial stateracats have exposed us to grmter
risks associated with litigation and regulatory proceedings. Several derivative complaints have been filed penammg to
allegations relating to stock option grants. The conduct and resolution of these matters will be time ccmsnmmg, expensive and
distract management from the conduct of our busmess

In November 2006, we voluntarily contacted the SEC régarding the stock option review. Shortly thereafier, the SEC
requested that the Company produce certain documents relating to the Company’s stock option practices. In December 2006,
the Company responded to the SEC’s document production request. In March 2007, special independent counsel to the
Special Committee met with the enforcement staff of the SEC and provided them with a report of the Special Committee’s
review and findings. There can be no assurance that the SEC will not commence an enforcement action against the Company,
or commence proceedings against our directors and officers as individuals, which, in each case, could further divert cur
management’s attention from our business, and could in the future adversely affect our business, financial condition, results
of operations and cash flows.

The finding of the Specml Committee’s review are more fully desaribed in the Explanatory Note immediately preceding
Item 1, and in-Note 3 “Restatement of Consolidated Fmancnl Statements™ in Notes to Consolidated Financial Statements in

-this Annual Report on Form 10-K.

Our common stock may be delisted from the NA.SDA’Q Global Select Ma}kd, which may reduce the price of our common

stock and levels of liguidity available to our stockholders and cause confusion among investors.

On November 13, 2006, we submitted to the SEC a Notification of Late Filing pursuant to Rule 12b-25 of the Securities
Exchange Act of 1934 in respect of our Quarterly Report on Form 10-Q for the quarter ended September 30, 2006 (the “Third
Quarter 10-0”). On November 15, 2006, we received a Staff Determination Letter from NASDAQ), stating that we were not
in compliance with NASDAQ Marketplace Rule 4310(c)X14), because we had not filed the Third Quarter 10-Q in a timely
manner. The Siaff Determination Letter indicated that our securities would be delisted from NASDAQ unless we timely
requested a hearing before a NASDAQ Listing Qualifications Panel (the “Panel’). We timely requested such a hearing, and
on January 18, 2007, we appeared before the Panel to appeal the Stafl’s determination and present a plan to cure-our filing

-deficiencies and regain compliance. On February 9, 2007, the Panel notified us that the Panel bad determined to continue the

ouT
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se requircinents were that we
becial Committee’s review of stock option
Ta an other delinquent periodic reports, and any
EGired TESTITEnTIeINS 01 01 Oclore pn 8 l'l ,nnd('ni)eomplythhallother equirements for continued listing on
NASDAQ. On March 1, 200‘7 we prowded NASDAQ with certain information regarding the results of the Special
Committee’ snv:cw,asrcquwted On March 16, 2007, we submitted to the SEC an additional Notification of Late Filing

pursuant to

ovT
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Rule 12b-25 of the Securities Exchange Act of 1934 in tespect of this Annnal Report on Form 10-K. On March 21, 2007, we

received an additional Staff Determination Letter from NASDAQ stating that we were not in compliance with NASDAQ
Marketplace: Rule 4310(c)(14) because we had not filed this Annual chon on Form 10-K in a timely manner. The additional
Staff Determination Letter indicated that we were required to present our views with respect to the additional deficiency to
the Pane} in writing no later than March 28, 2007. On March 28, 2007, we responded to the Panel in writing regarding the'
addmonaldeﬁclencymdourplantocmeomﬂlmgdeﬁclenmbyApril 18, 2007. On April 12, 2007, we requested a further
extension of the April 18 deadline for filing the Third Quarter 10-Q and this Annual Report on Form 10-K. On April 18,

2007, the Pane] granted an extension of the deadline to May 10, 2007. On May 8, 2007, we informed NASDAQ that we
would not be able to meet this deadline for filing the Third Quarter 10-Q and this Annual Report on Form 10-K. On May 10,
2007, the NASDAQ Listing and Hearing Review Council (the “Listing Council™) called for review and determined to stay
the April 18 decision of the Panel pending further action by the Listing Council. On May 11, 2007, we submitted to the SEC
a Notification of Late Filing pursuant to Rule 12b-25 of the Securities Exchange Act of 1934 in respect of our Quarterly
Report on Form 10-Q for the quarter ended March 31, 2007 (the “First Quarter 10-Q”). On May 14, 2007, we received an
additional Staff Detexmination Letter from NASDAQ stating that we are not in compliance with NASDAQ Marketplace Rule
4310(c){14) because we have not filed the First Quarter 10-Q in 2 tincly manner. The additional Staff Determination Letter

_ indicated that we were required to make a snbmission with respect to the additional deficiency to the Listing Council in

writing no later thaw May 21, 2007. O May 21, 2007, we responded to the Listing Council in writing regarding the
edditional deficiency and our plam to cure our filing deficiencies. The Listing Council has also requested that we submit any
additional information that we wish the Listing Council consider regarding the continued listing of our securities on
NASDAQ by Junc 29, 2007. We intend to timely provide such additional information to the Listing Council. The Listing
Comncil has indicated that, following receipt of additional information fram us and from the Panel, it will review the written
record and make a determination regarding the continued listing of our securities on NASDAQ.

There can be no assurance that the Listing Council will determine to continue the listing of our securities on NASDAQ or
that we will be able to satisfy any conditions to continued listing set forth by the Listing Council. In the event that we are
unable to satisfy any such conditions, or if the Listing Council so détermines following its review, our securities will be
delisted from NASDAQ. In addition, if we are unable to become current in our SEC filings, our securities could be delisted
froms NASDAQ. If our common stock is delisted, it may become more difficult for our stockbolders to sell our stock in the
public market end the price of our commeon stock may be adversely affected because of the anticipated decreased liquidity.
Delisting from NASDAQ could also result in other negative implications including the potential loss of confidence by
customers, suppliers and employees, the loss of investor interest, an increase in investor confusion, and fewer business
devclopment opportunities, any of which could matevially adversely affect our financial condition and results-of operations.

Clains and lifigation based on the Special Committee’s review may requlire that we incur substantial additional expenses
and expend significant additional management time.

PARTIES AehEE

On February 9, 2007, a complaint was filed in the United States District Court for the Northern District of California
captioned Muray v. Wong et al,, C07-00872 SBA. The complaint, which names the Company as a nominal defendant,

. -relates to the Companry’s historical stock option grant practices and seeks to bring derivative claims on behalf of the

Company against its directors and certain current and former executive officers. The complaint asserts claims under federal
and state law including breaches of fiduciary duties, unjust enrichment, statutory violations and other violations of law. The
Comparly is evaluating the lawsuit and iotends to respond appropriately. We cannot estimate the ultimate outcome of this
case at this preliminary stage.

On February 26, 2007, a complaint was filed in the Superior Court of the State of California, County of San Francisco,

captioned Loeb v. Wong et al., CGC-07-460779. The complaint, which was amended on April 10, 2007, names the Company
as a nominal defendant, relates to the Company’s historical stock option grant practices and seeks to bring derivative claims
on behalf of the Company against its directors and certain current and former executive officers and agents. The amended
complaint also seeks to bring direct claims against the Company and the other named defendants. The complaint asserts
claims under state law including breaches of fiduciary duties, abuse of control, gross mismanagement, waste of corporate
assets, unjust enrichment and violations of the California Corporations Code. The amended complaint also asserts direct
putative class claims relating to the proposed merger with affiliates of Thoma Cressey Bravo, Inc. The Company s -
evaluating the Jawsuit and intends to respond appropriately. We cannot estimate the ultimate outcome of this case as this
preliminary stage. )

On March 9, 2007, a complaint was filed in the United States District Court for the Northem District of California captioned
Redwing v. Weng et al., C07-01401. The complaint, which names the Company as a nominal defendant, relates to the

W




PIRIES AGRE

Case3:08-cv-04238-EMC Document225-1

Filed08/02/10 Page13 of 40

.. Company’s historical stock option grant practices and secks to bring derivative claims on behalf of the Company against its
directors and certain current and former executive officers. The complaint asserts claims under federal and state law
including breaches of fiduciary dutics, unjust enrichment, statutory violations and other violations of law. The Company is
evaluatiog the lawsuit and intends to respond appropriately. We cannot estimate the ultimate outcome of this case at this

preliminary stage.

We may be named as a defendant in additional securitics litigation or derivative lawsuits by current or former stockholders
based on the restated financial statements. Further, we may be sobject to claims relsting to adverse tax consequences with
respect to stock options covered by the restatement. Defending against potential claims would likely require significant
attention and resources of management and could result in significant legal expenses.

——

11
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- Moreover, we cannot assure you that we will not be subject to regulatory actions by government agencies. Any such
proceeding would divert the resources of management, could result in significant expenses and could cause owr customers,

cmployees and investors to losc confidence i our company. ____1

We have identified a risaterial weakness in our internal control over financial reporting.as of December 31, 2006 that, If
not remediated effectively, conld result in material misstntements in our financial statements for future periods.

Our management is rmponsible for establishing and maintaining adequate internal control over financial reporting for our
Company, as defined in Rule 13a-15(f) under the Securities Exchange Act of 1934. Our management assessed the,
cffectiveness of our internal control over financial reporting as of December 31, 2006 and identified one material weakness,
which was a failure to maintain an effectivé control environment that resulted in incorrect accounting for and disclosure of
our stock-based oompmsautm expease relating to ophons granted priar to March 2005. This lack of an effective control
cuvironment also resulted in the restatement of certain of our consolidated financial statements. Company management began
efforts in the second quarter of 2005 and continuing throughout 2006 to improve controls relating to our option grant
pactlm and, as a result, management believes that the likelihood that a material emror in our financial statements could have

during fiscal 2006 and not bave been detected as of December 31, 2006 was remote. However, managememhas
concluded-that the improved controls were not effective to detect and correct for deficlencies for options granted in periods
prior to March 2005. Because of this material weakness, our management concluded, as of December 31, 2006, that our
internal control over financial reporting was not effective. This material weakness is farther described in “Itern 9A. Controls
and Procedures” in this Annual Report on Form 10-K.

A material weakness is defined by the Public Company Accounting Oversight Board (United States) as a significant
deficiency, or combination of significant-deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be prevented or detected. A significant deficiency is a

. control deficiency, or combination of contrel deficijencits, that results in more than a reroote likelihood that a misstatement of
the financial statements that is more than inconsequential will not be prevented or detected. A contro} deficiency exists when
.the design or operation of a control does not atlow management or employees, in the normal course of performing their

" assigned fimctions, to preveat or detect missiatements on a timely basis.

We have implemented remedial measures designed to address this material weakness. If these remedial initiatives are
insufficient to the identified material weakness, or if additional material weaknesses or significant deficiencies in our
internal cantrol are discavered in the future, we may fail to meet our future reporting obligations on a timely basis, our
financial statements may contain material misstatements, we could be required to restate our prior period financial results, |
our operating results may be harmed, we may be subject to class action litigation, and our common stock may be delisted

from The NASDAQ Global Select Market. Any failure to address the identified material weakness or any additional material .

weaknesses or significant deficiencies in our internal controls could also adversely affect the results of the periodic
management evaluations regarding the effectiveness of our internal control over financial repottmg that are required to be
inchuded in our Annual Reports on Form 10-K_ Internal control deficiencies could also cause investors to fose confidence in
our reported financial information. We can give no assurance that the measnres we have taken to date or any future measures
will remediate the material weakness identified or that any additional material weaknesses or additional restatements of
. financial results will not arise in the future due to a failure to implement and maintain adequate internal control over financial
reporting or circumvention of these controls. In addition, even if we are successful in strengthening our controls and
procedures, those controls and procedures may not be adequate to prevent or identify irregularities, or-errors or facilitate the
fair presentation of our financial staternents or SEC reports.

We have experienced clmnga in our senior management team that could affect our business and operations.

We have experienced significant changes in our senior management team, including the resignation of Stephen R. Wong, our

- former Chainnan, Chief Executive Officer and President in January 2007. In October 2006 we hired Scott B. Schoonover as
our Vice President, Worldwide Sales, following the resigaation of Robert Lamvik, our former Vice President, Worldwide
Fieki Operations. Because of these significant changes, our management team may not be able to work together effectively to
successfully develop and implement our business strategies and financial operations. In addition, management will need to
devote ngmﬁm attention and resources to preserve and strengthen relationships with employees, customers and the
mvestor community. As annommced in January 2007, the Board of Directors formed a Management Oversight Committee
following M. Wong s resignation, to assist the Company’s management team on business and operational matters until the

~ proposed merger is completed. If our management team, with assistance from this Management Oversight Committee, is
unable to achieve these goals, our ability to grow our business and successfully meet operational challenges could be

impaired. If the proposed merger with affiliates of Thoma Cressey Bravo, Inc. is not completed, we will need to recommence

ovT
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our search for a new Chief Executive Oﬂic'er, our Senior Vioe President of Operations, Raj Sabhlok, will either resign or be
terminated, and there would likely be other changes in our senior management team that conld adversely affect our business
and operations. ) :
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We have recently implemented clmngé: in our sales force that may affect our revenues in future periods.

We have recently restructored and made other adjustments to our sales force in response to management changes, product
changes; performance issues and other internal considerations. Additionally, we currently are secking to fill the open position
of vice prmdem of EMEA Sales. We have also recently increased headcourt in our telesales groups, These changes 1o our
sales force require a transition phase prior to full productivity. This could have a temporary negative effect on our license
revenues.

If we do not generate new business from our existing customers and add new customers from our new or existing
products, we will not be able to sustain or Increase our revenyues.

Our license arrangements generally do not provide for substantial ongoing license or maintenance payments. Therefore, onr
foture revenue growth depends on our success in expanding our relationships with existing customers and sttracting new
customers. Further, the expiration or termination of OEM agrecments could adversely affect our channcl sales. Our ability to
expand our relationships with existing customers and attract new customers will depend on a variety of factors, including the
performance, quality, breadth, and depth of our current and future products and maintenance. Our failure to expand
relationships with existing customers or to add new customers would reduce our future license and maintenance revenues. In
addition, if our existing customers do not renew their support contmcts our future maintenance revenues will be adversely

affected.

If our products do not szorm as expected, we may lose alstomm, our costs will increase and revenues may be delayed
or lost.

Computer software such as ours often contains undetected arrors and may contain design flaws. Errors may be found in
current versions, new versions, or enhancements of our products after we make commercial shipments. If our software
contains tndetected errors, performs unreliably, or if we otherwise fail to meet our customers® expectations, we may suffer:

«  loss of revenues, market share or customers;

* megative publicity and harm to our reputation;

= diversion of research and development and management resources;
- increased maintenance and warranty costs;

« legal actions by customers against us; and

= increased insurance costs.

Our operating results would be harmed if overall informstion technology spending were to decrease.

The markets into which we sell our products are cyclical and are subject to genera! economic conditions. The information
technology market has genernlly improved since the second balf of 2003. However, economic conditions remain uncertain
and this market may decline in the future. Any renewed slowdown in the database maxket or in general economic conditions

- wouldlikelyresultmawducuonmdanandforwrpmdudsandourresnlmofopmuonswouldbehamed

If we are not able 1o attract and retain qualified personnel, our business will not be abie 3o grow.

Our success depends on the continued service of our executive officers and other key administrative, sales and marketing,
JFesearch and development, and support personnel. None of our exccutive officers or key employees is bound by an
employment agreement for any specific term, and we do not maintain any key person life insurance policies. The Joss of
these officers or personnel would adversely affect our operations.

Given the lengthy financial restatement process, the related SEC and internal investigations and the potential delisting of our 4 UUT
common stock from NASDAQ), it has become more difficult to retain key personnel, including members of our ﬁnance team,
In addition, we have recently experi specially in our sales and marketing and

i ofgan
e cannot continue to fill these posmons and. attract, retain, and motivate other qualified personnel.
Competmon for qualrﬁed employees remains intense and we may not be able to attract, assimilate, or retain highly qualified
personne] in the fiture. There has been in the past and there may also be in the future a shortage of personne] that possess the
technical background necessary to sell, support, and develop our products effectively. It has also become more difficult to
recruit qualified financial personnel since the implementation of the new laws, regulations and standards relating to corporate
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infrastructure are based in large part on expectations about expected future revenues. If we hire personnel and enter into
facilities contracts based on our expectations about future revenues, and then fail to meet those revenue expectanons, we
would likely have lower than expected, carnmgs, wluch would negatively affect our stock price.

International political instabilily may increase our cost of doing business and disrupt our business.

Continued international political instability, evidenced by the threat or occurrence of terrorist attacks, enhanced national
security measures, sustained military action in Afghanistan and Iraq, strained interriational relations with foreign
governments and other intemnational conflicts, may halt or hinder our ability to do business, may increase our costs, and may
adversely affect our stock price. This continued instability may, for example, negatively impact the reliability and cost of
transportation, negatively affect the desire of our employees and customers to travel, adversely affect our ability to obtain
adequm insurance at reasonable rates, or require us 10 take extra security precautions for our domestic and international
jons. In addition, this international political instability has had and may continue to-have negative effects on financial

- markets, including significant price and volume fluctuations in securities markets. I this international political instability
continues or escalates, our business and results of operations could be harmed and the market price of our common stock
could decline. .

We may have future non-recurring charges in the event of goodwlll impairment.

We adopted SFAS No. 142 on January 1, 2002 and, as a’ result, we ceased to amortize goodwill. We now test our goodwxll
:for impainment on an annual basis or in the event of a significant change in our business. We performed our impairment test
as of September 30, 2006 and determined that there had been no impainment to our goodwill. As of December 31, 2006, our
H goodwill balance was $14.3 million. In the future, if we determine that this goodwill has been impaired, we will be required
to take a non-recurring charge to write down this asset, which would adversely affect our eamings and book value.

. g Increased costs associated with corporate governance compliance may significantly impact our results of operations.
. Changing laws, regulations and standards relating to corporate governance, public disclosure and compliance practices,
m inchuding the Sarbanes-Oxley Actof’ 2ooa, new SEC regulations and NASDAQ Global Select Market rules, are creating

uncertainty for compenies such as ours in understanding and complying with these Jaws, regulations and standards. As a
result of this uncertainty and other factors, devoting the necessary resources to comply with evolving corporate governance
and public disclosure standards has resulted in increased general and administrative expenses and a diversion of management
______ time and attention to compliance activities. Our compliance costs in 2006 were lower than in 2005, as we were able to better
. \ contro} our costs in our third yeas of compliance with the requmcnts of the Sarbam -Oxley Act of 20& Howcvu-, these

costs could increase in 2007 or in the future, if the propose : B5Se 3
In on, these developments, as ' w mga i i
lock option grant practices and the resulting mtatements mnymake it more difficukt and more expenswe forusto

obtundnedm-andoﬁcahabxlny' surance, and required to accept reduced coyerz st
ch co 'Moreover, we may not be able to comply with these more stnngem rules and
regulations oo a timely basis” elopments could make it more difficult for us to attract and retain quahﬁed members
of our board of dmectors or qualified exccutive officers.

Additionally, in ﬁscal year 2006, we have incurred $1.4 million of additional legal, accounting and consulting costs in v T
M connection with the Special Committee’s review of our historical stock option grant practices. As a result of the review, our .

results of operations for 2006 were adversely affected. We expect these costs to be significantly higher in fiscal 2007, which

would also have an adverse effect on our results of operations for 2007.

Our proprietaty rights may be inadequately protecsed and infringement claims or independent dewlopmalt af competing
technologies could harm our competitive position.

We rely on copyright and trademark laws, trade secrets, conﬁdenhahty procedures, and contractual provisions to establish
and protect our proprietary rights. We also entér into confidentiality agreements with employees and consultants and attempt
to restrict access to proprietary information on a need-to-know basis. Despite such precautions, unauthorized third partics

" may be able to copy aspects of our products or obtain and use information that we consider as proprietary. Further, the
protection of our proprietary rights may be more difficult in countries like Romania, where we are expanding our
development activities.

We license our software products primarily under shrink-wrap licenses delivered electronically with our software products.




Case3:08-cv-04238-EMC Document225-1 Filed08/02/10 Page19 of 40

Shrink-wrap licenses are not negotiated with or signed by individual licensees and purport to take effect upon installation of
the product or downloading of the product from the Intemet. These measures afford only limited protection. Policiog

unanthorized use of our products is difficult and we are unable 1o determine the extent to which piracy of our software exists.

In addition, the laws of some foreign countries do not piotect our proprietary rights as well as the Jaws of the United States.
‘We may have to eriterinto litigation to enforce our intellectual property rights or to determine the validity and scope of the

proprietary rights of others with respect to our
17
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rights. Lxﬂgatnn is generally very expenswe and can divert the attention of mahagement from daily operations. Aecordmgly,
any

intellectual property litigation could disrupt our operations and han:n our operating results. Further, the cost we may need to
incur in connection with the defense of such lawsuits, if significant, could harm our financial condition.

We are not aware of any case in which we are infringing the proprictary rights of others. However, third parties may bring
infringement claims against us. Any such claim is likely to be time consuming and costly to defend, could cause product
delays and could force us to enter into unfavorable royalty or licensé agreements with third parties. A successful infringement
claim against us could require us to enter into a license or royalty agreement with the claimant or develop altemative
technology. However, we may not be able. to negotiate favorable license or royalty agreements, if any, in commection with
such claims and we may fail to develop altemative technology on a timely basis. Accordingly, a successful product
infringement claim against us conld harm our business and operating results.

We are susceptible to business interruptions that could harm our business.

Our operations are vulnerable to damage or interruption from computer viruses, human esrors, natural dlsastas,
telecommunications failres, intentional acts of vandalism, and other similar eveats. In particular, our corporate headquarters
-are Jocated in San Franeisco, which is known for its seismic activities. Although we have a disaster recovery plan for critical
data and business applications, this does not provide assurance that we would not suffer a business interruption. A significant
business interraption would result to losses or damages to our operation and harm our business. Our business interruption
insurance may hot be adequate to compensate us for losses that might occur, which would result in increased expenses and _
hann our operating results.

Certain persons have sabstantial control over us, which could impede stockholder approval of certain transactions.

Our executive officérs and directors, in the aggregate, beneficially held more than 27% of our outstanding common stock as
of December 31, 2006. Following the January 2007 tesxgnatlon of Stephen R. Wong, our former Chairman, Chief Executive
Officer and Pruldent, our executive officers and directors, in the aggrepate, beneficially held approximately 5% of our
* outstanding common stock as of March 31, 2007. These stockholders, if acting together, and Mr. Wong, if acting individually
or together with other stockholders, can significantly influence all matters requirihg approval by our stockholders, including
the approval of equity compensation plans, the election of directors and the approval of mergers or other business
.combination transactions.

On April 5, 2007, in connection with the execution of the merger agreement relating to the proposed merger with affiliates of
Thoma Cressey Bravo, Inc,, each of Stephen Wong, Raj Sabhlok, our Senior Vice President of Operations, Michael
Shabbazian, our Chief Financial Officer, Wayne Williams, our Chief Technology Officer, and Scott Schoonover, our Vice
President, Wotldwide Sales, executed a voting agreement pursuant to which each has agreed to vote, or cause to be voted or
consented, all of his shares of owr common stock and those acquired after the date of the voting agreements, if any, in favor
of adoption of the merger agreement. These voting agreements only relate to the adoption of the merger agreement and no -

" other matters, and in the cvent that the merger agreement is terminated or our board of directors withdraws or modifies its
approval or recommendation of the proposed merger, the voting agreements will auwmaucally terminate, The voting
agreements cover an aggregate of 4,782,658 shares of our common stock, representing approximately 18.3% of the shares of
our common stock entitled to vote upon the adoption of the merger agreement.

[ Weer expect the price of our common stock to remain volatile, making it difftcalt for our stcckhaldas to predict the return
on thelr investment.
Since our initial public offering, the market price of our common stock has fluctuated sxgmf cant.ly in response to a number of .
factors, including: oV T
« the announcement of our proposed merger; B
+ the announcement of the termination of the previously proposed merger; i
+ market reaction to our announcement of the non-reliability of our financial statements and related communications
for the periods commencing on or afier January 1, 2000 through the present, the inability of the imvesting public to
rely on our previously issued financial statements for those periods, and the delayed filing of our Form 10-Q for the
quarter ended September 30, 2006, our Form 10-K for the fiscal year ended December 31, 2006 and our Form 10-Q
for the quarter ended March 31, 2007,




Case3:08-cv-04238-EMC Document225-1  Filed08/02/10 Page21 of 40

18




Case3:08-cv-04238-EMC Document225-1  Filed08/02/10 Page22 of 40

Tableof Contents

- market reaction to our announcement of the delayed filing of our Form 10-Q for the quarter ended December 31,
2004, and the inability of the investing public to rely on ‘our previously issued financial statements for the quarters
and year ended December 31, 2004;

» market reactious to our announcement of the restatements of our financial statements for the years 2000, 2001,
2002 and 2003, the inability of the investing public to rely on our previously issued financial information for those
years ended December 31, and December 31, 2004 and 2003, and the delayed filing of the Form 10-K for 2004;

» changes in market valuation of software and technology companies;
» quarterly variations in our operating results; .

» global and domestic economic and political conditions;

» changes in financial estimates by securities analysts;

+ anmouncements that we or our competitors make related to significant contracts; acquisitions, capital commitments,

strategic partnerships or product introductions or enhancements;

» additions or departures of key personnel;

* stock market pncc and volume fluctuations, which are pa:tlcularly volatile among securities of software and
Internet companies; end

+ salesof significant amounts of our common stock or other securities in the open market.

. Ifwe are not able to complete the merger for any reason, we expect that the price of our stock wonld decline to historical

levels at or below those before we announced the signing of our initial merger agreement on September 6, 2006.

Provisions of our charter and bylaws and Delaware law could deter takeover atiempts that might be beneficial to our

- stockholders.

Provisions of our amended and restated centificate of incorporation and bylaws as well as Delaware law could make it more
difficult for a third party to acquire us, even if doing so would be beneficial to our stockholders. We are subject to the
provisions of Delaware law that restrict business combinations with interested stockholdcrs, which may have the effect of
inhibiting a non-negotiated merger or other business combinations.

Item 1B. Unrgsolved Staff Comments
Not applicable.

Item 2.  Properties ‘ :
Our headquarters currently occupy approximately 24,300 square fect in San Francisco, Califomia, pursuant to a lease we
executed in April 2004, and which expires in June 2009. Ongoing costs associated with our former San Francisco facilities
are included in cur restructuring reserve, as discussed in Note 10 of the Notes to our Consolidated Financial Statements,
included in Item 8 hereof. Our Colorado office occupies approximately 8,000 square feet in Littleton and Colorado Springs,

Colorado. pursuant to Jeases that expire in August 2006 and February 2007, respectively. In addition, we maintain a research

and development facility of approximately 6,500 square feet in Monterey, California pursuant to a Jease that expired in
November.2005 and that was extended month-to-month. Subsequently, we have negotiated a new lease for our Monterey,

" California office for 6,100 square feet of space starting in March 2006 and ‘expiring in March 2011. We have additional field

sales and software development offices in the United States, Canada, the United Kingdom, Romania and Australia.

We believe that our facilities are adequate and that, if required, we would be able to lease additional space to accommodate
expansion.

- Item3." Legal Proceedings

As of Decomber 31, 2006, we had no material pending legal proceedings.
19
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On February 9, 2007, a complaint was filed in the United States District Court for the Northem District of California
captioned Muiray v. Wong et al.,, C07-00872 SBA. The complaint, which names the Company as a nominal defendant,
relates to the Company’s historical stock option grant practices and seeks to bring derivative claims on behalf of the
Company against its directors and certain current and former executive officers. The complaint asserts claims under federal
and state law including breaches of fiduciary duty, unjust enrichment, stattory violations and other violations of law. The
Gotnpany is evaluating the lawsuit and intends to respond appmpnm]y We cannot estimate the ultimate outcome of this
case at this preliminary stage. .

On February 26, 2007 a complaint was filed in the Superior Court of the State of California, County of San Francisco,
captioned Loeb v. Wong et al., CGC-07-460779. The complaint, which was amended on April 10, 2007, names the Company
as anominal defendant, relates to the Company’s historical stock option grant pracuces and seeks to bring derivative claims

" on behalf of the Company against its directors and certain current and fonner executive officers and agents. The amended
" complaint also seeks to bring direct claims against the Company. and the other named défendants. The complaint asserts

claims upder state law including breaches of fiduciary duties, abuse of control, gross mismanagement, waste of corporate

assets, unjust enrichment and violations of the California Corporations Code. The amended complaint also assexts direct
class claims relating to the proposed merger with affiliates of Thoma Cressey Bravo, Inc. The Company is

svaluating the lawsuit and intends to respond appropriately. We cannot estimate the ultimate outcome of this case at this’

preliminary stage.

On March 9, 2007, a complaint was filed in the United States District Court for the Northem District of Cali_fomin captioned
Redwing v. Wong et al., C07-01401. The complaint, which names the Company as 2 nominal defendant, relates to the
Company’s historical stock option grant practices and seeks to bring derivative claims on behalf of the Company against its
directors and certain cutrent and former executive officers. The complaint asserts claims under federal and state law
including breaches of fiduciary duties, unjust enrichment, statutory violations and other violations of law. The Company is
‘evaluating the Jawsuit and mtcnds to respond appropriately. We cannot estimate the ultimate outcome of this case at this

preliminary stage,

We may be named es a defendant in additional sccurities litigafion ar derivative lawsuits by current or former stockholders
based on the restated financial statements. Further, we may be subject to claims relating to adverse tax consequences with
respect to stock options covered by the réstatement. Defending against potential claims would likely require significant

attention and resources of management and could result in significant legal expenses.

From time to time, we may also become a party to other legal proceedings anémg in the normal course of our business. We
may also be indirectly affected by administrative or court proceedmgs or actions in which we are not involved but which

have general applicability,

Item 4.  Submission of Matters to a Vote of Security Holders

" No matters were submitted to a vote of secarity holders during the fourth quarter of the year ended December 31, 2006.

PARTH

Item 5. Market for the Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

Common Stock Market Price

Our common stock i traded on the NASDAQ Global Select Market (“NASDAQ™) under the symbol “BMBT.” Our common
stock began trading on NASDAQ on April 20, 2000, the date of our initial public offering.

On November 13, 2006, we submitted to the SEC a Notification of Late Filing pursuant to Rule 12b-25 of the Securities
Exchange Act of 1934 in respect of our Quarterly Re_port on Form 10-Q for the quarter ended September 30, 2006 (the “Third
Qm_mr_l_w"). On November 15, 2006, we received a Staff Determination Letter from NASDAQ, stating that we were not
in compliance with NASDAQ Marketplace Rule 4310(c)(14), because we had not filed the Third Quarter [0-Q in a timely
manner, The Staff Determination Letter indicated that our securitics would be delisted from NASDAQ unless we timely
requested a hearing before a NASDAQ Listing Qualifications Panel (the “Panel”). We timely requested such a hearing, and

“on January 18, 2007, we appeared before the Panel to appeal the Staff’s detenmination and present a plan to cure our filing

deficiencies and regain compliance. On February 9, 2007, the Panel notified us that the Panel had determined to continue the
listing of our securities on NASDAQ, provided that we met certain requirements. Those requirements were that we

v
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quired restxmments on or before April 18, 2007, and (it} comply with all other requirements for continued listing on
NASDAQ. On March 1, 2007, we provided NASDAQ with certain information regarding the results of the Special
Committee’s review, as requested. On March 16, 2007, we submitted to the SEC an additional Notification of Late Filing
pursuant to Rule 12b-25 of the Securities Exchange Act of 1934 in respect of this Anrmual Report on Form 10-K. On
March 21, 2007, we received
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Item 7. Management’s Discussion and Amalysis of Financial Condition and Results of Operations

The jollowing discussion and analysis of our financial condition and results of operations should be read in conjunction with
owr consolidated financial statements and related notes included in this Annual Report on Form 10-K This report contains
forward-looking statements that involve risks and smcertainties. All of these statements are based on informadtion available to
us as of the date heregf, and we assume no obligation to update any forward- looking statements. Our actual results could
differ materially from those anticipated in the forward-looking statements as a result of certain risk factors including, but not
limited to, those discussed above under Item 1A. Risk Factors.

Restatement of Financiai Statements

Past Stock Option Grant Activity
We delayed the filing of this Form 10-K, pendmg completion of a previously ennounced review of our past stock option

. grant practices being conducted by a Special Committee of the Board of Directors.

On Novémber 10, 2006, the Company announced that the Audit Committee had begun a review of stock option grant
practices. In December 2006, the Board formed a Special Committee to complete the investigation. The Special Committee’s
review covered all option grants to directors, executive officers and other employees from the Company’s initial public
offering in April 2000 to August 2006. The Special Commiittee's investigation included an extensive review of hard copy and
clectronic documents as well as mtemcws with current and former employees and members of the Board. The Special
; whmthetecordgramdatewasnotdlecmwtmeasmamentdatefor

eSpecialCommmee ctermined that the misdated and mispriced grants o ed T¥om M:

ouk

: Special Commitiee concluded that the last mtcnuoml selectmn of a favorable price occurred in
Septanbe: 2004 and that, subsequent to-September 2004, the mnspnced grants were attributable to administrative error or
delay in documentation.

To determine the correct measurement dates for these opnons under applicable accounting principles, the Company fotlowed
the guidance in Accounting Principles Board Opinion No. 25 (“APB No. 25”), which deems the “measurement date” as the
first date on which all of the following are known: (1) the individual employee who is entitled to receive the option grant;
(2) the number of options that an individual employee is entitled to reccive; and (3) the option’s exercise price. In addition,
the “measurement date” cannot be carlier than the date on which the grant is approved. In.instances where we determined we
could not rely on the original grant date for an option, we detennined corrected measurement dates based on our ability to
establish or confinm, in our reasonable judgment, whether through other documentation, consistent or established Company
practice or processes, or credible circumstantial information, that all requirements for the proper granting of the option had
been satisfied under applicable accounting principles.

S

In addition to accounting adjustments due to measurement date changes, the Company found accounting errors relating to:

"mpncmg” of grants after declines in the stock price; grants to non-employees for which an incorrect amount of stock

compensation expense had been recognized; modifications of grants for which an incorrect amount of stock compensation

expense had been recognized; one grant of a discounted option for which no.stock compensation expense had been (7(4”
recognized; and one option was reported to have been exercised on a date that pre-dated the actual exercise date, giving the

. optionee preferential tax treatment. The accounting adjustments resulting from these errors represent less than 10% of the

total cumulative adjustment to stock compensation expense.

L

The Special Committee did not find any misdated or mlspnced grants afier the first quarter of 2005. Beginning in July 2005,
the Company moved to a fixed date grant procedure for new hire option grants. Although the procedure evolved over time,
since July 2005 the Companjy has consistemly used either a fixed date, such as the end of the month, or a verifiable date, snch
as an employee’s date of hire, to award options. :

We have determined that the total cummulative pre-tax stock compensation expense through December 31, 2005 resulting from
the ervors described above was $14.6 million. In this Form 10-K, we recorded pre-tax stock compensation expense of $02
million and $03 million for the years ended December 31, 2005 and 2004, respectively, and $14.1 million prior to fiscal

. 2004. There was no impact on revenues or net cash provided by operating activities during any-of these periods as a result of

this additional stock compensation expense.
' 28
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1f any 409A Affected Options are amended, the Company may choose to approve bonuses payable to holders of the amended
options to compensate them for the resulting increase in their option exercise price. The amount of these bonuses wonld be
effectively repaid to the Company if and when the amended options are exercised as the increased exercise price is paid, but
‘there can be no assurance that holders will actaally exercise such amended options. The Company may also choose to
compeasate those option holders who have already exercised 409A Affected Options for the additional taxes tbcy incur under
Section 409A of the Code and, as applicable, under California and other state tax laws.

Cost of Restaiement and Legal Activities

- The legal and other professional expenses related to the stock option review and restatement incusred during the fourth
quaster of 2006 were appmxnnately $1.4 million. We expect to incur significant expenses of the same nature in the first and
second quarlers of 2007 in connection with the stock option review and restatement, which would adversely affect our results

of operations and cash flows in the period incurred.

In connection with the review of our stock option grant practices, we have voluntarily continued to keep the SEC advised of
the issues identified by the review, its progress and our conclusions. On November 21, 2006, the SEC requested that the
Company produce certain documents relating to the Company’s stock option practices. Although no formal inquiry has beea
made by the SEC or any other regulatory agency, we are unable to predict whether any such formal inquiry will be initiated
o:thecmsequemes, if anry, that any such further inquiry may have on us. Any SEC or other regulatory agency inquiry could
result in substantia] Jegal and accounting expenses, divert management’s atiention from other business concerns and hann our
business. If the SEC or other regulatory agency were to commence legal action, it is possible that we could he required to pay
significant penalties and/or fines and could become subject to administrative orders. Any regulatory action could result in the -
filing of additional restatements of our prior financial statements or require that we take other actions.

Executive Overview :

Embarcadero Technologies, Inc. is a leading provider of strategic data management solutions that help companiés to improve
the dvailability, integrity, accessibility, and security of corporate data. The company develops, markets, sells and supports
software that helps customers manage corporate databases more effectively. Since its founding in 1993, Embarcadero has
built a broad customer base with over 12,000 customers and over 90 of the Fortume 100. The company is headquartered in
San Francisco, CAandd:smbutesm:oﬂwnemtheU S. and abroad through its sales force as well as throngh distributors
and reselless.

Our products support the most widely used dawbase and OS platforms, which include a combination of Oracle ®, IBM DBZ_ :

® UDB, Microsoft ® SQL Server ® » Sybase ®, and MySQL ©® databases.

In 2005, we saw a year over year growth in total revenues primarily due to the increase in maintenance revenues. In the first
haif of the year 2006, we experienced growth in total revenues compared o the same period in 2005 due to improvements in
the intemational sector. However in the second half of the year 2006, total revenues remained flat as a result of Jower sales
volume and decreased mumbers of large deals domestically which is offset by higher maintenance revenues worldwide.

Most of our operating expenses are related 1o personnel and related overhead costs, facilities, outside research and ’
development contractors, and legal and other professional service costs. Operating expenses for the three and twelve months
-ended December 31, 2006 were $12.2 million and $50.0 million, respectively, compared to $13.2 million and $48.8 million

- for the three and twelve months ended December 31, 2005, mspect)vely Included in the twelve month period ended 2006 are
stock option restatement expenses of $1.4 million and included in the twelve month period ended 2005 is a litigation
settlement charge of $0.6 million.

Our cash flow from operations was approximately $0.4 million and $11.4 million for the three and twelve months ended
December 31, 2006, respectively. Cash and cash equivalents and short-term investments werc $71.2 million at December 31,

2006.

Our license and maintenance revenues, results of operations, cash flows from opmtmns and financial condition could be
adversely affected in future periods by a renewed downtumn in global economic conditions, increased competitive pressures
. or our own inability to execute on our sales plans.

In December 2006, we tenminated the Agreement and Plan of Merger with affiliates of Thoma Cressey Equxty Partners, Inc.,
EMB Holding Corp., a Delaware corporation, and EMBT Merger Corp., 2 Delaware corporation, entered into in September

ovT "
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2006.

On April 5, 2007, we entered into an Agreement and Plan of Merger (the “Merger Agreement”) with EMB Holding Corp., a
Delaware corporation (“Parent”) and EMBT Merger Corp., a Delaware corporation and a wholly-owned subsidiary of Parent
(“Merger Sub™), pursuant to which Merger Sub will méfge with and into the Company (the “Merger”), and the Company will
survive as a wholly-owned subsidiary of Pareat. Parent and Merger Sub are affiliates of Thoma Cressey Bravo, Inc. Prirsuant
to the Merger Agreement, at
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Openrating Expenses
Totd Operatngxpaue. Total operatmg expenses were $50.0 million, $48.8 million, and $50.1 million for 2006, 2005, and
2004, respectively, representing an increase of 2.5% from 2005 to 2006 and a decrease of 2.6% from 2004 to 2005.

2008 Change 2004
Year ended December 31, 2006 AsResisted Amoont Percent  AsResiated Amount  Percent
Operatllg expepses:
" Rescarch and devdopment £16,596 $ 16369 § 227 14% $ 16,027 § 342 2.1%
Purchased research and development — —_ - 0.0% — —_ 0.0%
Sales and marketing 21,924 22956 (1,032) 4.5% 20,718 2238 10.8%
. General and administrative 11,457 8,876 2,581 29.1% 9,301 425) 46%
Purchased in process research and :
development —_ 573 (573) -100.0% — - 57 0.0%
Restructuring and impairment charges - L — — 0.0% 4,032 (4,032) -100.0%
Total operating expenses $49.977 $ 48,774 $1203 - 2.5% $ 50,078 $(1,304) _ -2.6%

(1) Sec Note 3, “Restatement of Consolidated Financial Staxemm!x," of the Notes to the Consolidated Financial Statements

Research and Development. Research and development ex'pensas copsist primarily of personnel and related expenses,

" including payroll, employee benefits, allocated overhead, and non-cash stock-based compensation, as well as expenses
‘related to outside software development contractors. The increase of 1.4% from 2005 to 2006 was-a result of $714,000 in

-increased salaries and related costs from increases in headcount in our Canadian development team, offset by a reduction of -
'$300,000 in outsourced development costs. The increase of 2.1% from 2004 to 2005 was a result of increased headcount and
recruiting related in both domestic and Canadian development teams as well as a write-off of $280,000 of in-progress R&D
acquired as part of the Ambeo acquisition completed in October 2005. Research and develop expenses increased 0.2% as
headcount shifted to Canada. We anticipate that we will continue to invest significant resources into research and
development activities in order to develop new products and advance the technology of our existing products. We believe -
that continuned investment in research and development is critical to attaining our strategic objectives and, as such, we expect
that spending on research and development in 2007 will be consistent in absolute dollars with 2006. In 2006, we opened a
development center in Iasi, Romania to leverage the growing technical talent and the lower associated wages in Romania. At
the end of 2006, we had 7 developers in our Romanian development center. We intend to increase our development resources
in Romania in 2007. However, we expect that increased costs associated with our Romanian development center will be
offset by cost reductions through anticipated personnel attrition in our other development centers in the U.S. and Canada.

Sales and Marketing. Sales and marketing expenses consist primarily of personnel and related expeases, qommissions camed
by seles personnel, non-cash stock-based compensation, trade shows, travel, and other marketing commmunication costs, such
as advertising and other marketing programs. The decrease in 2006 from 2005 was primarily duec toa decrease in salaries and
commission expense due to decreased headcount in 2006 and lower license revenue. This decrease is partially offset by
increases in marketmg program spending to generate sales Jeads. The increase in absolute dollars from 2004 to 2005 was -
primarily due 10 increase in sales wages and related costs, $100,000 increase in marketing program spending, $180,000 in
mnreasedtmvel expenses resulting from market expansion, $250,000 increase in mectings and promotional expenses.

© We expect that sales and ma:ketmg expenditures will decline in 2007 compared to 2006.

General and Adminisirative. General and administrative expenses consist primarily of salaries and related personnel |
expenses, general operating expenses, and non-cash stock-based compensation. The increase of $2.6 million in 2006 from
2005 is due to an increase of $1.4 million of legal, accounting and professional services related to the stock option review and
the related restatement, $1.2 million in professional services related to the proposed merger we announced in September 2006
that was terminated in December 2006, and a $800,000 increase in stock based compensation expense resulting from the
adoption of FAS 123(R) in January 2006. The decrease in absolute doliars from 2004 to 2005 was primarily due to a decrease
of $1.5 million in the costs incurred in the Audit Committee investigation that was completed in January 2005, offsetby .
increases in higher salaries and related costs of $730,000, increased tax consulting fees of $189,000, increased legal fees of
$194,000, higher franchise tax and propesty taxes of $96,000 and increased travel costs of $60,000.
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that we (i) provide NASDAQ with specified information regarding the results.of the Special Committee’s review of stock i
apion ot prcices o orsbout March 1, 207, Sy 18 e THPer arter 0.0, any ot Seingueat periodlc reports, and
, aod (i) comply with all other requirements for continued listing on
NASDAQ OnMan:hl 2007, weprowdedNASDAanhcenaminfomanonregardmgtbemuhsofdepec :
Comumittee’s review, as requested. On March 16, 2007, we submitted to the SEC an additional Notification of Late Filing
pursuant to Rule 12b-25 of the Securities Exchange Act of 1934 in respect of this Anual Report on Form 10-K. On
March 21, 2007, we received an additional Staff Determination Letter from NASDAQ stating that we were not in compliance
with NASDAQ Marketplace Rule 4310(c)(14) because we had not filed this Annual Report on Form 10-K in a timely
manner. The additional Staff Determination Letter indicated that we were required to present our views with respect to the
_ additional deficiency to the Panel in writing no later than March 28, 2007. On March 28, 2007, we responded to the Panel in
writing regarding the additional deficiency and our plan to cure our filing deficiencies by April 18, 2007. On April 12, 2007,
we requested a further extension of the April 18 deadline for filing the Third Quarter 10-Q and this Annual Report on Form
10-K. On April 18, 2007, the Panel granted an extension of the deadline to May 10, 2007. On May 8, 2007, we informed
NASDAQ that we would not be able to meet this deadline for filing the Third Quarter 10-Q aud this Annual Repart on Form
10-K. On Mgy 10, 2007, the NASDAQ Listing and Hearing Review Council (the “Listing Council”) called for review and
determined to stay the April 18 decision of the Panel pending further action by the Listing Council. On May 11, 2007, we
submitted to the SEC a Notification of Late Filing pursuant to Rule 12b-25 of the Securities Exchange Act of 1934 in respect
of our Quarterly Report on Form 10-Q for the quarter ended March 31, 2007 (the “Eirst Quarter 10-0). On May 14, 2007,
we received an sdditional Staff Determination Letter from NASDAQ stating that we are ot in complianice with NASDAQ
Marketplace Rule 4310(c)(14) because we bave not filed the First Quaster 10-Q in a timely manner. The additional Staff
Determination Letter indicaied that we were required to make a snbmission with respect to the additional deficu:ncy to the
Listing Comncil in writing no later than May 21, 2007. On May 21, 2007, we responded to the Listing Council in writing
regarding the additional deficiency and our plan to cure our filing deficiencies. The Listing Coumcil has also requested that
we subimit any additional information that we wish the Listing Council consider regarding the continned listing of our
securities on NASDAQ by June 29, 2007. We intend to timely provide such additional information to the Listing Council.
The Listing Council has indicated that, following receipt of additional information from us and from the Panel, it will review
‘the wrilten record and make a déetermination regarding the continued listing of our securities oa NASDAQ. There can be no
assurance that the Listing Council will determine to continue the listing of our securities on NASDAQ or that we will be able
1o satisfy any conditions to continved listing set forth by the Listing Council. In the event that we are unable to satisfy any
such conditions, or if the Listing Council so determines following its review, our securities will be delisted from NASDAQ.
In addition, if we are unable to become current in our SEC filings, our securities could be delisted from NASDAQ.

Upon the filing of this Annual Report on Form 10-K for the year ended December 31, 2006 and our Quarterly Report on

Form 10-Q for the quarter ended September 30, 2006 and our Quarterly Report on Form 10-Q foi the quarter ended

March 31, 2007, we will be aurent with our filing requirements under the Securities Exchange Act of 1934. As a result, we
that our securities will no longer be subject to delisting from NASDAQ, however, final determination of this matter is

within the discretion of the Listing Council, and there can be no assurance that the Listing Council wxl]agxeewnhow

position.

IMPACT OF RECENTLY ISSUED ACCOUNTiNG STANDARDS

In September 2006, the FASB Issued SFAS No. 157, “Fair Value Measures™ (“SFAS 157"). SFAS 157 defines fajr value,
establishes a framework for measuring fair value in generally accepted accounting principles (GAAP), expands disclosures
about fair value measurements, and applies under other accoumting pronouncements that require or permit fair value
measurements. SFAS No. 157 does not require any ncw fair value measurements. However, the FASB anticipates that for
some entities, the application of SFAS 157 will change current practice. SFAS 157 is effective for financial statements issued
for fiscal years beginning after November 15, 2007. We do not expect the adoption of SFAS No. 157 will have a material
impact on our financial position, results of operations, or cash flows.

In September 2006, the SEC Staff released Staff Accounting Bulletin (“SAB") No. 108, “ Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current Year Financial Statemenis .” SAB No. 108 provides
guidance on the process of quantifying materiality of financial statement misstatements. SAB No. 108 is effective for fiscal
years ending after November 15, 2006, with early application for the first interim period eading after November 15, 2006.
The adoption of SAB No. 108 did not have a material impact on our financial position, results of operations, or cash flows.

In July 2006, FASB issued FASB Interpretation No. 48, “ Accounting for Unceriainty in Income Taxes—an Interpretation of
FASB Statement No. 109 ™ (“FIN 48™), which clarifies the accounting for uncertainty in tax positions. This Interpretation

T
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requires that we recognize in our financial staternents the impact of a tax position if that position is more likely than not of

. being sustained on audit, based on the technical merits of the position. Thepmv:szons of FIN 48 are effective as of the
beginning of our 2007 fiscal year. The differences between the amounts recognized in the statements of financial position
prior to the adoption of FIN 48 and the amounts reported after adoption will be accounted for as a cumulative-effect
adjustment recorded to the beginning balance of retained eamnings. As a result, the Company will increase its reserves for
uncertain tax positions by $0.2 million including interest and penalties a5 a cumulative adjustment to the beginning balance

- of retained earnings. At the adoption date of January 1, 2007, ﬂleCmnpanywillhnveappoxnnatelysz 0 million of
marecognized tax benefits, $1.8 miltion of which would nﬂ‘ect our income tax expense if recogmzed and the remaining
balance of the unrecognized tax bentefits would be an adjustment to goodwﬂL
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Internal control over financial reporting

. Reporting appearing under ftem 9A, that Embarcadero Technologies, Inc. did not maintain effective internal control over

- permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and

. company; and (iif) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or

- Because of its-inherent limitations, internal control over finaneial reporting may not prevent or detect misstatements. Also,
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of

Embarcadero Techunologies, Inc. ]

We have completed integrated audits of Embarcadero Technologies, Inc.’s consolidated financial statements and of its
internal control over financial reporting as of December 31, 2006 in accordance with the standards of the Public Company
Acconnting Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements

In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1) present fairly, in all
material respects, the financial position of Embarcadero Technologies, Inc. and its subsidiaries at December 31, 2006 and
2005, and the results of their operations and their cash flows for each of the three years in the period ended December 31,
2006 in conformity with accounting principles generally accepted in the United States of America. These financial statements
are the responsibility of the Company’s management. Our responsibility s to express an opinion on these findncial statements
based on our audits. We conducted our audits of these statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States), Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit of financial statements includes
examining, on a test basis, evidence supperting the amounts and disclosures in the financial statements, assessing the
accoupting principles used and significant estimates made by management, and evaluating the overall financial statement
preseatation. We believe that our audits provide a reasonable basis for our opinion. ]

As discussed in Note 13 to the consolidated financial statements, effective January 1, 2006, the Company changed its method
of accounting for stock-based compensation.

As discussed in Note 3 to the.consolidated financial statements; the Company has restated its 2005 and 2004 cansolidated
financial siatements.

Also, we have audited management’s assessment, included in Management’s Report on Internal Comml over Financijal

financial reporting as of December 31, 2006, because of the effect of an ineffective control environment, based on the criteria
established in the COSO framewark. The Company’s management is responsible for maintaining effective internal control
over financial repomng and for its assessment of the effectiveness of intemal control over financial reporting. Our
responsibility is to express opinions on managcment's assessment and on the effectiveness of the Company s internal control
over financial reporting based on our audit.

‘We conducted our audit.of internal control over financial reporting in accordance with the standards of the Public Company OUT
Accounting Oversight Board (United States). Those standards require that we plan and perform the audit to.obtain reasonable

assurance about whether effective internal controf over financial reporting was maintained in all material respects. An audit
of internal control over financial reporting imcludes obtaining an understanding of intemal contro) over financial reporting,
cvaluating management’s assessment, testing and evaluating the design and operating effectiveness of internal control, and
performing such other procedures as we consider necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinions. .

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures
that (i) periain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (if) provide reasonable assurance that transactions are recorded as necessary to

expenditures of the company are being made only in accordance with authorizations of management and directors of the

disposition of the company’s assets that could have a material effect on the financial statements.

projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
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&cause of changes in conditions, or that the degree of complihnée with the policies or procedures may deteriorate. ’

A material weakness fs a control deficiency, or combination of control deficiencies, that results in more than a remote
likelihood that a material misstatement of the annual or interim financial statements wilf not be prevented or detected. The
following material weakness has been identified and included in management’s assessment. .

T
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y 12 A
appropriate le of management mtegmy, as cmam ofthe Company’s senior executive officers as of December 31, 2006, (i)
had knowledge of the practice of recording favorable grant dates for stock options granted prior to March 2005; (if) k'new or
should have lmown that the Company had not propedy accounted for such opnon grdnts, and (iii) fmled to disclose the
Jated a p ;

opti B«

independent registered public accountants. 'nns aterial weakness muued in the Company incorrectly accounnng forand

Compensaton expense and income tax provision or benefit relating to options granted prior to
March 2005, as well as (i) the restatement of the Company’s consolidated financial statements for the fiscal years ended
December 31, 2005, 2004, 2003 and 2002, and the Company’s unaudited quarterly consolidated financial statements for all
«quarters of fiscal 2005 and the first and second quarters of fiscal 2006; and (ii) adjustments to the Company’s consolidated
financial statements for the third quarter of fiscal 2006 and for the year 2006. Additionally, this material weakness could
result in & material misstatement of any of the Company’s anniual or interim consolidated finiancial statements and related
- disclosures that would not be prevented or detected. Accadmgly, management determined that this control deficiency
represents-a material weakness.

This material weakness was considered in detmmmng the nature, timing, and extent of audit tests applied in our audit of the
2006 consolidated financial statements, and our opinion regarding the effectiveness of the Company’s internal control over
financial reporting does not affect our opinion on ﬂ:osc consolidated financial statements.

In our opinion, management’s assessment that Embaludem Technologles, Inc. did not maintain effective internal control
over financial reposting as of December 31, 2006, is fairly stated, in all material mpech, based on criteria established in

. Internal Control ~ Integrated Framework issued by the COSO. Also, in our opinion, becanse of the effect of the material
weakness described above on the achievement of the ob_)echvw of tbe control criteria, Embarcadero Technologies, Inc. has
pot maintained effective internal control over financial reporting as of December 31, 2006, based on criteria established in
Internal Control — Integrated Framewort issued by the COSO.

/s/  PRICEWATERHOUSECOOPERS LLP

PricewaterhouseCoopers LLP

San Jose, California
May 23, 2007
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In July 2006, FASB issved FASB Interpretation No. 48, * Accounting for Uncertainty in Income Taxes—an Interpretation of
FASB Statement No. 109 “ (“FIN 48™), which clarifies the accounting for uncertainty in tax positions. This Interpretation
-requires that we recognize in our financial statements the impact of a tax position if that position is more Iikely than not of

being sustained on audit, based on the technical merits of the position. The provisions of FIN 48 are effective as of the
beginning of our 2007 fiscal year. The differences between the amounts recognized in the statements of financial position
prior to the adoption of FIN 48 and the amounts reported after adoption will be accounted for as a cummlative-effect
adjustment recorded to the beginning balance of retained earnings. As a result, the Company will increase its reserves for
uncertain tax positions by $0.2 million including interest and penalties as a cumulative adjustment to the beginning balance
of retained carnings. At the adoption date of January 1, 2007, the Coinpany will have approximately $2.0 million of

. unrecognized tax benefits, $1.8 million of which would affect our income tax expense if recognized and the remaining
balance of the unrecognized tax beanefits would be an adjustment to goodwill.

-In June 2005, the FASB issued SFAS No. 154, “ Accounting Changes and Error Corrections .” This new standard replaces
APB Opinion No. 20, “ Accounting Changes in Interin Financial Statements “, and SFAS No. 3, “ Reporting Accounting
Changes in Interim Financial Statements ©, and represents another step in the FASB’s goal to. converge its standards with
those issued by the Intemational Accounting Standards Board (“IASB™). Among other changes, SFAS 154 requires
retrospective application to prior periods’ financial statements of a voluntary change in accounting principle unless it is
impracticable. SFAS 154 also provides that (1) a change in method of depreciating or amortizing a long-lived non-financial
asset be accounted for as a change in estimate (prospectively) that was effected by a change in accounfing principle, and (2) 2
correction of errors in previously issued financial statements should be termed a “restatement.” The new standard is effective
for eccounting changes and correction of errors made in fiscal years beginning after December 15, 2005. Early adoption of

" this standard is permitted for accounting changes and correction of errors made in fiscal years beginning after June 1, 2005.
The adoption of SFAS No. 154 as of May 1, 2006 did not have a material impact on our consolidated financial statements.

NOTE}—Ruut';ement of Consolidated Financial Statements

Stoek Options

On November 10, 2006, the Comnpany anmnounced that Audit Committee had begun a review of two past stock option grants.

The scope of the Audit Committee’s investigation expanded after an initial review of the evidence suggested that there might
be problems with other option grants. As part of the expanded scope, the Audit Committee’s advisors determined that there

" were potential issues with one of the grants to outside directors, including directors who currently serve on the Board and/or
the Audit Committee. As a result, on December 8, 2006, the Board formed the Special Comumittee. The Special Committee's
review covered all option grants. made to employees, directors and consultants from the Company’s initial public offering
April 2000 10 Aung 006. During this period, the Company issued 1,086 mdmdual 0 txon grants on 119 sepamtedats A
part o lsmvesngmon,theSpecmlCommMrevww documents (both hard cop; :
mterv:ews of directors and employees (current and past) and others with knowledge of the Company’s options pra

Spécial Commi t about half of the grants under review were misdated and mispriced. ate grmlts
occurred froiu the time of the initial pu Tig Ul i 2003: ’

To detenmine the correct measurement dates for these options under applicable accounting principles, the Company followed
the guidance in Accounting Principles Board Opinion No. 25 (“APB No. 25”), which deems the “measurement date” as the
first date on which all of the following are known: (1) the individual employes who is entitled to receive the option grant;
(2) the number of options that an individual employee is entitled to receive; and (3) the option’s exercise price. In addition,
the “measurement date” cannot be earlier than the date on which the grant is approved. In instances where we determined we
could not rely on the on'ginal grant date for an option, we determined corrected measurement dates based on our ability 10
establish or confirm, in our reasonzble judgment, whether through other documentation, consistent or established Compauy
practice or processes, or credible circumstantial information, that all requn'ements for the proper granting of the option had
been satisfied under applicable accounting principles.
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this additional stock compensanon expense.

Sales Tax Liability Accrusl

In addition to accounting adjustments due to measurement date changes, the Company found accounting errors relating to:
“repricing” of grants; grants fo non-employees for which an incorrect amount of stock compensation expease had been
recognized; modifications of grants for which an incorrect amount of stock compensation expense had been recognized; and
one grant of a discounted option for which no stock compensation expense had been recognized. The accounting adjustments
resulting from these errors represent less than 10% of the total cumulative adjustment to stock compensation expense.

‘We have determined that the total cumulative pre-tax stock compensation expense through December 31, 2005 resulting from
the errors described above was $14.6 million. In this Form 10-K, we recorded pre-tax stock compeasation expense of $02 :
million and $03 million for the years ended December 31, 2005 and 2004, respectively, and $14.1 million prior to fiscal
2004. Thaewasmmpactmmenmornetcashpmwdedbyopentmgachwts during any of these periods as a result of

In August 2006, !heCompany 1dennﬁedstamwhaetheCompanyhaswabbshed salsmxnuxusmdhadnotngxstemdto
file sales tax in those states, The sales-tax nexus rules dictate that the hiring of sales employees in the state would result in
sales tax nexus even if there were no physical office in that state and the employee worked. from his/her bome office.

In some states, the ]
from past due sales tax liability but committed the Company to reporst and file in all of the states in the SSTP. For the non-
SSTP states, with the assistance of an outside consultant, the Company filed voluntary disclosure agreements to get current
with past due amounts and to start to collect and remit sales taxes in states where the Company has established salés tax -
nexus. The cumulative net pre-tax expense through December 31, 2005 resuiting from the failure to register and file sales tax
in various states was $0.7 million. In this Form 10-K, we recorded pre-tax sales tax expense of $0.3 million, $0.3 million, and
$0.1 million for the years ended December 31, 2005, 2004, and 2003 respectively. There was no impact on revenue or net
cash provided by operating activities during any these periods as a result of this salcs tax accrual expense.

Tax Impact of Restatement

filed for amnesty under the Streamline Sales Tax Project (“SSTP™) which relieved the Company

The Company’s deferred tax asset was previously ‘rcported as $2.9 million; however the restatcment resulted in a total

increase to the Company’s gross deferred tax assets of

approximately $2.4 million as of December 31, 2005. As a result,

‘there is a tax benefit of approximately $0.3 million for 2000, $1.6 milfion for 2001, $1.5 million for 2002 $1.3 million for
2003, $0.2 million for 2004, and $0.2 million for 2005 relating to the additional stock compensahon expense recorded by the

Company. Additionally, there is no material impact

on our consolidated financial statements arising from the impact of

Section 409A of the Internal Revenue Code (the *“Code™) or the limitatiom on deduction of executive stock compensation

. expense in Section 162(m) of the Code. See

See “Impact of Section 409A” in

“Management’s Discussion and Analysis of

Financial Condition and Results of Operations,” ltem 7 of this Form 10-K, for a discussion of the potential prospecuve
impakt of Section 409A on the Company’s future results of operations.

The cumnlative effect of the restatement adjustments on our consolidated balanee sheet at December 31, 2005 was an
mcrusemdcfmedtaxassets,anmcmasemaocmedlmb'lmes,anmcrmemaddmmalpud-m capml,oﬁ'setbyn
pondmg increase in the accumulated deficit and deferzed stock-based compensation, which results in a net increase of
$1.6 million in stockholders’ cquity. The adjustments decreased previously n:portcd net income per share by $0.01 for the
years ended December 31, 2005 and 2004.

The following table sets fosth the effect of the restatement for each of the applicable fiscal years (in thousands):

COITes]

Net Income,

re|
Additional
com|

expense
Additional

Total Tetal
cammulative cwmmulative
eflect st effect at
Dy ber 31, D ber 31, - -Dr ber31, D ber31, D ber31l, D 31, D« ber 31, December 31,
005 2003 2003 2002 2001
s 4337 §$ 1,988
tion : ) .
$ (14,571) (152) (306) $ (14,113) § (3,123) $ (4333) $ (5042) $ (1,615
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G22) 266) (136) (36 _

sales tax

expense 24
Tax effect 5,036
Total

decrease

to net

income $ (10,259)
Net Income,

as restated

188 - 217 4,631 1,262 1,519 -

@89, (59 $ (618)

$ 4051 $ 1,633

59

1,561

289
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
Not applicable.

Q\ \ Jtem 9A. Controls and Procedures.
Background Findings and Restatement

On Novémber 10, 2006, the Company announced that the Audit Comumittee of the Board of Directors had commenced
an independent review of two stock option grants made by the Company in 2001. The Audit Committee retained O’Melveny
& Myeérs LLP as special independent legal counsel, as well as other accounting advisors, to assist with the review. The Audit
Committee’s initial review of evidence suggested that there were potential problems with the dating, pricing, and accounting
for these option grants. The initial review also suggested that there might be similar probletus associated with other grants,
and the Audit Committee, based on the initial findings, decided to expand the scope of the review to include all grants from
. April 20, 2000 (the date of the Company’s initial public offering) through August 2006 (the “Investigation Perjod™). As paxt
of the expanded scope, the Andit Committee and its advisors detenmined that there were potential problems with one stock
option grant made to outside directors, including directors currently serving on the Audit Committee. As a resulft, on
December 8, 2006, the Board formed an mdependent Special Committee to continue the review that had been commenced by
the Audit Committee.

The Special Committcc’s review covered all option grants made to employees, directors and consuitants during the
Investigation Period, which included 1,086 individual stock optwn grants on 119 different dates, representing more than 6.5

million shares of common stock. The Speclal Committee’s review mcluded a review of over 20 000 pages of hard copy

g P eCtly da
{gs/ datnd and priced, what the correct ‘lates and exercise prices should have been.

___me%gmremmthe Special Committee concluded that, for about half of the grants made during the
Investigation Perio: record grant date was not the date of determination, as defined by the Company’s stock option plans
and applicable accounting rules. For those grants where the record date was not the date of determination, the Special
Committee sought to identify recommended measurement dates by ascertaining when the following were cstablished: (1) the

identity of the specific grantee, (2) the number of shares to be granted to each grantee, and (3) the exercise price that would
gj : / apply to such option gnnt. The Special Committee found that in almost every | instance where there was a discrepancy

The Special Committee also concluded, among other things:

» that on several owasxons, the Company modified or canceled and subscquently regranted options.at lower prices
following a decline in the Company’s stock price;

= thattbe Company's Chief Executive Officer granted certain options in excess of authonty delegated by the
Compensation Committee of the Board of Directors;

« that on two occasions, it appears that grants were made in the name of former employees with the purpose of
allowing the Company to reallocate the options, with the original price, to other craployees later in time; and

+ that on at least one occasion, an exercise of a stock option was backdated to'a date when the Company’s stock price
was Jower than at the actual exercise date.
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- Special Committee concluded that the last intentional selection of a fav e price occurred in September 2004,
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and that, subsequent to September 2004, mispriced grants were attributable 1o administrative error or delay i in documentation.
The Special Committee did not find any misdated or mispriced grants after March 2005.

In its repost to the Board of Directors, the Special Committee also concluded that there had been inadequate controils and
a lack of sufficient oversight in the issuance of stock options and the administration of thc Company’s.stock option programs.
The Spec:al Commn@econchxdedtbatﬂ:m madequatz controls had allawed mangge mttoexu'cxse dlscreuonwi hoy

and form ermbas of Compauy mmgement, includmg the Company s former Chnef Executive Officer
and the Company’s Senior Vice President of Operations, had knowledge of the practice of recording favorable grant dates;
that, at some point no later than 2006, such individuals knew or should have known that the Company had not properly
accounted for such option grants, particularly the grants that had been retrospectively priced and dated; and that such
individnals failed to disclose the Company’s option granting practices to the Board of Directors and the Company’s
independent registered public accountants. The Special Committee concluded that there was no evidence that members of the
Compensation Committee were aware of, or participated in, approving misdated or mispriced grants. The Special Commiitee
also found evidence that Company management had begun efforts in the second quarter of 2005 and continuing throughout
2006 to improve controls relating to the Company’s option grant practices, and that there were no misdated or mispriced
grants after March 2005. Management believes that the measures that were put in place strengthened the fransactional level
controls surrounding the. processing of stock option grants and also increased the likelihood that the controls would be
effective in prevemting the option practices identified in the Special Committee’s report.

‘In light of the Special Committee’s conclusions, in January 2007, the Special Committee recommerided, and the
: Committee approved and formalized the policies and procedures that management implemented during 2005
“and 2006 that require systematic authorization to ensure that all stock option tramsactions adhere to the Company’s approved
plans and policies and that a]l transactions are reflected in the Company’s stock admicistration systems and have appropriate
supporting documentation. The Special Committec also recommended that members of the Compensation Committee re-
familiarize themselves with the terms of the Company’s stock option plans, and that finance and human resources personnel”
receive training on the Company’s option plans and the applicable accounting rules relating thereto.

In its report to the Board of Directors, the Special Committee further rei:ommex;ded that Raj Sabblok, the Company’s \

Senior Vice President of Operations, cither resign or be terminated, and the Board of Directors accepted this
recommendation. As previously disclosed by the Company, EMB Holding Corp. required the Campany to continve to
employ Mr. Sabhlck as a condition to entering into the Agreement and Plan of Merger with the Company executed on April
5, 2007, pursuant to which EMBT Merger Corp., a wholly-owned subsidiary of EMB Holding Corp., will merge with and
into the Cormpany and the Company will survive as a wholly-owned subsidiary of EMB Holding Corp. EMB Holding Corp.
also required the Company 10 enter into a new employment agreement with Mr. Sabhlok that will become effective upon

consummatidn of the proposed merger. Subsequently, on May 23, 2007, the Board of Directors detcrmined that Mr. Sabhlok
should either resign or be terminated upon the earlier of the termination of the Agreement and Plan of Merger orJnly 16,
2007, in the cvent that the proposed merger has not been consummated by that date. This remediation measure s in addition
to cemin other remediation measures that the Company had adopted in Jamuary 2007, which inchaded weekly meetings
between Mr. Sabhlok and the Management Oversight Committee and restricting Mr. Sabhlok’s ability to undertake any

- material decisfons affecting the geneial management, business or operations of the Company, particularly in respect of
employment and compensation matters as well as his authority to bind the Company contractually. ey

Concurrent with the Special Committee’s investigation, Company management, under the oversight of the Audit
Comnpittee, completed a review in order to prepare the restated consolidated finaricial statemesits which included evaluations
of the previous accounting and ied to adjustments for: (a) the correct date of determination and the correct fais market value
of certain option grants; (b) certain stock options granted to non-employees; (c) cancellation and re-issuance of stock options
for certain employees; and (d) the assumptions, models and data used in connection with the Company’s pro forma

- disclosurcs pursuant to SFAS No. 123. This review included the evaluation of information and a number of transactions from
2000 to August 2006. During the course of completing this work, Company management also identified another error in
. accounting determinations and judgments related to sales taxes occurring in fiscal years 2005, 2004 and 2003 that, although
immateria], management has included in the restated consolidated financial statements. Restatement adjustmients are further
described in Note 3 of the Notes to the Consolidated F’manclal Statements.

T
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Evaluation of Disclosure Controls and Procedures 1
We conducted an evaluation of the effectiveness of our "d:sclomrc controls and procedures,” as such term is defined in -

Rule 13a-15(¢) promulgated under the Securities Exchange Act of 1934, as amended (the “Exchange Act”™), as of December
31, 2006, the ead of the period covered by this Annual Report on Form 10-K. The controls evaluation was conducted under
the supervision and with the participation of management, including our Chicf Financial Officer, who, for purposes of this
cvaluation has been designated as our principal executive officer following the January 2007 resignation of Stephen R.
Wong, our former Chairman, President and Chief Executive Officer. Disclosure controls and procedures are designed to
murethatmfmmauonrequnedtobedxsclosedbyus in reports that we file or submit under the Exchange Act is recorded, -
processed, summarized and reported within the time périods specified under SEC rules and forms, and that information is
accurnulated and communicated to our management, including gur Chief Financial Officer, to allow timely decisions
regarding required disclosure. Based on the evaluation as of the end of the period covered by this Annual Repoit on Form 10-
K, management, including our Chief Financial Officer, has concluded that our disclosure controls and procedures wexe not
effective dueto the material weakness described in Management’s Report on Internal Control Over Financial Reporting
below. Notwithstanding the material weakness described below, our management, based upon the substantial work
performed during the restatement process, has concluded that the Company’s consolidated financial statements for the
periods covered by and included in this Annual Report on Farm 10-K are fairly stated in all material respects in accordance
with generally accepted accounting principles in the United States of America for each of the periods presented berein.

Management's Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting as
defined in Rule 13a-15(f) of the Exchange Act. Our mapagement, including our Chief Financial Officer, conducted an
evaluation of the effectiveness of our internal control over financial reporting as of December 31, 2006 using the criteria set
forth by the Commiltee of Sponsoring Organizations of the Treadway Commission (*COSQ”) in Internal Control —
Integrated Framework. Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectivencss to future periods are subject to the risk that controls may
beceme inadequate because of changes in conditions, or that the degree of compliance with the pohcles or procedures may
deteriorate.

A material weakness is a control deficiency, or a combination of contro} deficiencies that results in more than a remote
likelihood that a material misstatement of the annual or interim consolidated financial statements will notbe prevented or
detected.

Our management identified the followmg material weakness in our internal control over ﬁnanc:al repomng as of
December 31, 2006. We did not maintain an effective control environment based on the criteria established in the COSO
framework. Speclf icatly, the Company did not maintain an effective e.mphasxs on controls designed to maintain an
appropriate level of management integrity, as certain of the Company’s senior executive officers as of December 31, 2006, (i)
had knowledge of the practice of recording favorable grant dates for stock options granted prior to March 2005; (i) knew or
should have known that the Cunpany bad not properly accounted for such option grants; and (ii) failed to dlsclose the
Company’s improper historical option granting practices and related accounting to the Board of, .Dxrectors and the Company's
independent registered public accountants.

This material weakness resulted.in the Company incorrectly accountmg for and disclosing its stock-based compeasation
expense and income tax provision or benefit relating to options granted prior to March 2005, as well as (i) the restatement of
the Company’s consolidated financial statements for the fiscal years ended December 31, 2005, 2004, 2003 and 2002, and the
Company’s unaudited quarterly consolidated financial statements for all quarters of fiscal 2005 and the first and second

quarters of fiscal 2006; and (if) adjustments to the Company’s consolidated financial statements for the third quarter of fiscal

2006 and for the year 2006. Additionally, this material weakness could result in a material misstatement of any of the:
Compeny’s anbual or interim consolidated financial statements and related disclosures that would not be prevented or
detected. -
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As a result of the above described material weakness, management has concluded that the Company did pot maintain
effective internal control over financial reporting as of December 31, 2006 based on the critesia in Internal Control —

Integraud Framework issued by the COSO.

Onr assessment of the effectiveness of our internal control over financial reporting as of December 31, 2006 has been
andited by PricewaterhouseCoopers LLP, an independent regxsmd public acconnnng firm, as stated in their repott included
in this Anmial Report on Form 10-K.

Remediation of the Material Weakness in Internal Control Over Financial Reporting

Management is committed to remediating the material weakness-identified above by implementing changes to the
Company’s internal control over financial reporting. Management, along with our Board of Directocs, has implemented, or is
in the process of implementing, the following changes to the Company’s internal control over financial reporting: .

* In January 2007, our Board of Directors put in-place a process for weekly meetings between the Management
Ovessight Committee and Mr. Sabhlok. The Board also restricted Mr. Sabhlok’s ability to undertake any material
decisions affecting the gencral management, business or opezations of the Company, particularly in respect of
employment and compensation matters as well as his authority to bind the Company contractually. Subsequently,

- on May 23, 2007, the Board determined that Mr. Sabhhk;houldenheneslg:orbetetmmnteduponthc carlier of
the termination of the Agreement and Plan of Merger referred to above o.rJuly 16, 2007, in the event thatthe

proposed merger has not been consummated by that date. A

»  Our Board of Directors and management have re-committed to achieving transparency through effective coxporate
govemance, a strong control environment, the standards reﬂected in our Code of Conduct, and financial reporting

and disclosure completeness and integrity.

* Members of the Compensation Committee have re-familiarized themselves with the terms of the Company’s stock
option plans, and finance and human resources persoonel will receive tmmng on the Company’s option plans and
the applicable accounting rules relating thereto.

Additionally, management is investing in ongoing efforts to continuously improve the control environment and has
comunifted valaable resources to the'continuous improvement of the deslgl, implementation, documentanon testing and
monitoring of our mtemal controls.

Changes in Internal Control Over Financial Reporting
There have been no changes in our internal control over financial reporting during the most recently completed fiscal
quarter that have materially affected, or are reasanably likely to materially affect, our internal control over financial

- reporting.

Part HI
Item 10. Directors, Executive Officers and Corporate Governance

Directors of the Registrant )
Pursuant to the Comparnty’s Amended and Restated Certificate of Incorporation and Amended and Restated Bylaws, the
Company*s-Board of Directars (the *Board™) is-divided into three classes — Class 1, Il and III Directors. The size of the
"- Board of Directors is presently set at six members, with five directors currently serving and one vacancy. Each director is
‘elected for a three-year term of office, with one class of directors being elected at each annual meeting of stockholders. Each
director holds office until his successor is elected and qualified or until his earlier death, resignation or removal.
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